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Chapter 1: Creating A Security Interest

Working Definitions: p. 4, Warren. 

· Debtor & Obligor

· Secured Party

· Security Agreement

· Security Interest

· Collateral 

· Financing Statement

· Attachment
· Perfection

· Proceeds

· Record

Attachment


A security interest attaches when:

1. The secured party gives value

EXAMPLE: 

a. Secured Part gives a loan or credit sale to the debtor. 

2. The debtor has rights in the collateral, AND

3. 9-203(b)(3) public notice has been satisfied (typically by filing)

NOTE: when a debtor authenticates a security agreement by signing it. 9-102(a)(7)

· Art. 9 recognizes electronic communications

· “record” includes information in a tangible form such as on paper as well an information in an intangible form, such as electronic storage so long as it is “retrievable in perceivable form.” 9-102(a)(69). 

· “record” may include “magnetic media, optical discs, digital voice messaging systems, electronic mail, audio tapes and photographic media, as well as paper.” 9-102, comment 9a. 

· “Authenticate” includes either signing a record or adopting a symbol “with the present intent of the authenticated person to identify that person and to adopt or accept the record.” 9-102(a)(7). 

A. 
The Composite Document Rule

Case: In re Bollinger (Classic statement of the Composite Document Rule)

Arguments to make for and Against the Composite Document Rule:

The pro-secured-creditor view: The requirement of a written security agreement is merely evidentiary. If the creditor advances money to a debtor, the debtor signs a promissory note and the financing statement describes the collateral, this is enough to show intent to create a security interest; no additional formal security agreement is needed. Why else would the parties have done this unless they were entering into a secured transaction?
The pro-trustee-in-bankruptcy view: The secured creditor has a very strong position against other creditors in bankruptcy. Recognition of the security interest may clean out the bankrupt’s estate, leaving nothing for other creditors. Art. 9 requirements for creating an enforceable security agreement are so minimal and the benefits conferred by secured creditor status are so great, we should demand that the creditor who seeks these benefits must comply fully with these simple requirements. 

NOTE: Most courts have adopted he pro-secured-creditor view, as indicated in the authorities cited in Bollinger. 
B.
Description of Collateral

Case: In re Grabowski
The Security Agreement must describe the collateral, but under 9-108(a), a description is sufficient if it merely “reasonably identifies what is described.” 
DEF. “reasonably identifies”: a description of collateral reasonably identifies the collateral if it dos so either specifically, or by category, type (with certain exceptions), or “any other method if the identity of the collateral is objectively determinable.” 9-108(b(6). Comment 2 to 9-108 states that the test of sufficiency for a description is whether it “make[s] possible the identification of the collateral described.” 
BOTTOM LINE: A description is sufficient if the secured party can show that a reasonable person could identify the collateral from the description given. 

DEF: “type”: presumably means types set out in 9-102(a), such as accounts, inventory, equipment, chattel paper, deposit accounts, farm products, general intangibles and the like. The use of types of collateral for collateral description is very common in security agreements covering a broad spectrum of a debtor’s property.

BUT NOTE: 9-108(e) provides that the use of a description only by type is insufficient with respect to commercial tort claims, and, in consumer transactions, consumer goods, security entitlements, securities accounts and commodity accounts.

RATIONALE: Without a more specific definition debtors might encumber this property inadvertently. Consumers can’t be expected to know what these generic terms include, and the scope of commercial tort claims is probably pretty uncertain to most people. 


EXAMPLE:
“All equipment” might suffice as a description of collateral in a security agreement even though “equipment” alone might not. Typical boiler-plate language includes: all equipment of Debtors, including but not limited to the following: [Specific enumeration follows].

NOTE: Super-generic categories not allowed

9-108(c) rules out the use of super-generic descriptions like, “all the debtor’s personal property.” In contrast, note that 9-504(2) approves such a description of collateral in the financing statement. 

RATIONALE: The function of the financing statement is simply to put the world on notice that property of the debtor is encumbered by a security interest of a creditor. If potential other creditors want to know more about the collateral, they can ask the debtor more questions. 
C.
After-Acquired collateral

Security Interests can attach to collateral the debtor owns at the time the security agreement is executed as well as to collateral which the debtor may acquire in the future. 
· No new security agreement is necessary for to attach a security agreement [9-204(a)]

· Inventory and/or Accounts constantly turn over in a healthy business. Therefore, security agreements should include after-acquired collateral clauses to protect secured parties when their interests are in such collateral. 

NOTE:

An absent after-acquired collateral clause might be implied by the Court if absent from the security agreement itself. 

EXAMPLE: Case: In re Filtercorp. Inc. 
D.
Proceeds
Def: “Proceeds” means property:


1. Acquired on the sale, lease, license, exchange, or other disposition of collateral;


2. Collected on Collateral;


3. Rights arising out of collateral; or


4. Claims or insurance payable from the loss, defect in, or damage to the collateral. 


See UCC § 9-102(a)(64).

GENERAL RULE: 

A secured party’s rights on disposition of collateral is that a security interest attaches to any identifiable proceeds of collateral. 

NOTE:
· A description of collateral in the security agreement automatically covers proceeds. 

· The definition of proceeds in 9-102(a)(64) is extremely broad.
· Art. 9 assumes that parties intend that the security agreement cover proceeds unless otherwise agreed. Thus, the description of collateral in a security agreement need not mention proceeds. See 9-203(f); 9-315(a)(2).

NOTE: 20 day perfection

ONLY APPLIES TO NON-CASH PROCEEDS! If the security interest in the original collateral was perfected, a security interest in proceeds automatically receives perfection for 20 days. See UCC §§ 9-315(c) and (d) and Comment 4. This temporary perfection interest in proceeds becomes unperfected on the 21st day after attachment unless: 

1. The “same office rule” is satisfied (i.e., when a filed financing statement covers the original collateral; and the proceeds are collateral in which a security interest may be perfected by filing in the office where the financing statement has been filed; and the proceeds are not acquired with cash proceeds);


2. The proceeds are identifiable cash proceeds; or

3. The security interest is perfected by means other than by temporary perfection in proceeds. 

I. First generation vs. later generation proceeds

First generation proceeds: i.e., cash the debtor receives when it sells inventory.
Later generation proceeds: i.e., things like new inventory the debtor receives that was purchased by the cash. 

NOTE: Final-generation proceeds are considered “proceeds,” earlier generation proceeds are considered “collateral” under 9-102(a)(12)(A)!

EXAMPLE: 

· Cash realized from the sale of original inventory is “proceeds.”

· New inventory purchased with that cash, leaves you with potentially three things:

· Original collateral = “collateral”

· Cash proceeds = “collateral”

· New inventory = proceeds.”

E.
“Backed” or “Supported” Assets. 

Some assets are backed or supported by other assets. This enhances the underlying value of those assets. Guarantees by third parties are an example of support behind an asset. Value is enhanced because if the debtor can’t pay, then the guarantor has to pony up. Guarantees are common types of credit enhancement devices.
Section 9-102(a)(77) defines a “supporting obligation” to include letter-of-credit rights or secondary obligations, such as guarantees, which support the payment or perfection of specified rights to payment, such as accounts. And 9-203(f) provides that a security interest that attaches to collateral automatically attaches to obligations supporting the collateral. Thus, Revised Art. 9 treats supporting obligations in the same way it treats proceeds. 
F.
Value and rights in collateral

a. Value

Def.: Value is any consideration sufficient to support a simple contract. See 1-204(4).
Def:  New Value 9-102(a)(57)
NOTE:
· A security interest does not attach in collateral until value has been given and the debtor has rights in the collateral. See  9-203(b). 

· Typically the value requirement is satisfied when the secured party gives the loan to the debtor. 

· A creditor can give value by taking a security interest or, “in the total or partial satisfaction of a preexisting claim.”
b. Rights in Collateral. 

A security interest does not attach unless the debtor has “rights in the collateral or the power to transfer rights in the collateral.” See  9-203(b)(2). 

· “rights in collateral” is not defined, doubtful if any precise definition is possible.
· In the usual case, due diligence will show that the debtor owns the collateral outright and there is no issue of rights in collateral.

· A debtor may have rights in collateral where it has less than full rights. 9-203(b)(2).

EXAMPLE:

A lessee of personal property doesn’t “own” the leased property, but he CAN create a security interest in what he DOES own—rights under the lease. 

· Debtor need not have rights--power to transfer rights is ok. 

NOTE: 

Usually non-UCC law will tell you if the debtor has rights or the power to transfer rights. (i.e.: contract or property law). However, there are times when the UCC will tell you as well. For example, under 1-201(b)(29) and (30), a secured party enjoys the status of a “purchaser,” hence, provisions like 2-403(1) that grant purchasers greater rights than their transferors apply to benefit secured parties. 

NOTE: Fraud

Where the debtor is, for example, a thief who stole the collateral, the secured party whose diligence failed to discover the debtor’s deceit takes the lass. 
Case: Swets Motor Sales, inc. v. Pruisner. (example of how you know who has rights to transfer). 
Case: First National Bank v. Pleasant Hollow Farm, Inc. 
- Chapter 2: Perfection -
A.
Effect of Perfection
When a security interest attaches, it turns the unsecured creditor into a secured creditor, who now has rights against the debtor. However, for a security interest to have rights against other secured parties, buyers and lien creditors, it must be perfected. “Perfection” is a legal conclusion indicating that a security interest is enforceable against a third party. 
NOTE: Just because a party is “perfected” doesn’t mean that they have “perfect priority.” All it means is that they have rights they can take to court and try to enforce over other creditors in some situations.

I. Five Ways to Perfect
(1) Attachment, (2) Possession, (3) Control, (4) Compliance with other law and 

(5) Filing of Finance Statement.


NOTE: Filing the financing statement is the most common method of perfection. 

(1) Attachment: See Section 9-309
· These security interests are automatically perfected when they attach. 

· PMSI in consumer goods require no filing. See 9-301(1)
EXAMPLE: If a retailer retains a security interest in goods sold to a customer, its un-filed security interest is good against other secured parties and trustees in bankruptcy, but not against a subsequent consumer who buys the property from the first consumer. See 9-320(b). A garage or yard sale comes to mind.
(2) Possession.: The oldest form of security interest in personal property is the “pledge,” in which the secured party takes possession of the collateral. 
· Possession of collateral by the secured party constitutes perfection with respect to goods, instruments (promissory notes, checks) negotiable documents (bills of lading, warehouse receipts), chattel paper (leases of personal property, sales contracts reserving a security interest), money (currency) and certificated securities (stocks, bonds). See 9-313(a). 
NOTE: These types of collateral are all capable of being physically possessed. 
(3) Control: In general, “control” is the ability to dispose of collateral unilaterally, without the cooperation of the debtor.
· Where perfection by control is permitted, the means of obtaining control are specifically defined. 
· Control is a permissible method of perfection for letter-of-credit rights, investment property, electronic chattel paper, and deposit accounts. See 9-314(a). 
· For some items of collateral, control is the exclusive method of perfection.
EXAMPLE: 

Under 9-312(b)(1), the only method of perfecting a security interest in a deposit account (checking or savings accounts maintained with a bank) as original collateral is by control. “As explained in section 9-104, ‘control’ can arise as a result of an agreement among the secured party, debtor, and bank, whereby the bank agrees to comply with instructions of the secured party with respect to disposition of the funds on deposit, even though the debtor retains the right to direct disposition of the funds.” Comment 5 to 9-312. But if the funds added to a deposit account are proceeds, a security interest perfected in those proceeds by other means follows into the account to the extent the proceeds are traceable. 9-315.
(4) Compliance with other law: Security interests subject to other law can be perfected only in compliance with that law. See 9-311. 

· Here, filing under Art. 9 is neither necessary nor effective.

· Security interests in motor vehicles are perfected according to state vehicle code. 

· Security interests in registered copyrights must be recorded in the Copyright Office in D.C.

NOTE:

Compliance with these laws is the equivalent to filing under Art. 9. See 9-311(b). 

(5) Filing: The basic rule is that perfection must be by filing a financing statement. See 9-310(a). 

· Section 9-310(b) enumerates the cases in which filing is not necessary to perfect a security interest. 
· In most of the cases in which a security interest can be perfected by possession, it can also be perfected by filing: goods, instruments, negotiable documents, chattel paper, and certificated securities. 9-312(a). 
· Security Interests in money can be perfected only by possession, owing to the negotiability of currency. See 9-312(b)(3).
B.
Perfection by filing

1. Notice Filing.
Def.: Notice filing means that a financing statement is filed that gives notice that a security interest may exist in the debtor’s collateral. 

RATIONALE/PURPOSE:


(1) To allow the filing party to establish a priority in the debtor’s collateral and


(2) To provide information to the searching party about security interests in the debtor’s property.
· The financing statement may be filed before or after the security interest attaches

· The financing statement merely has to indicate that a person may have a security interest in the collateral indicated. 

NOTE: 

This means that further inquiry from the parties concerned will be necessary to disclose the complete state of affairs. Section 9-210 provides a statutory procedure under which the secured party, at the debtor’s request, may be required to make disclosure. 

BUT ALSO NOTE: In many situations, the prospective creditor or actual debtor will be able to get this info informally.

· Notice Filing is of great use in financing transactions involving inventory, accounts, and chattel paper. This is because while such collateral is constantly turning over, the Secured Party need only file a financing statement once. 

· A financing statement is effective to cover after-acquired property of the type indicated and to perfect with respect to future advances under security agreements, regardless of whether after-acquired property or future advances are mentioned in the financing statement  and even if not in the contemplation of the parties at the time the financing statement was authorized to be filed. 

2. Sufficiency of Financing Statement

A financing statement is “sufficient” only if it provides:

1. The names of the debtor and secured party (or a representative) (9-503), and 
2 Indentifies the collateral covered (9-504) by the financing statement; and

3. Is authorized by the debtor. 


NOTE: The debtor’s signature is not required.
SIGNIFICANCE: If the financing statement contains this information, it is “effective.” See 9-520(c). 
· The addresses of the debtor and secured party are NOT required.

· Whether the debtor is an individual or an organization is NOT required

· If the Debtor IS an organization, the type of organization and the jurisdiction in which it is organized is NOT required. 

NOTE: Filing doesn’t occur if the filing office refuses to accept a record that lacks this info. See 9-520(a). 


SIGNIFICANCE: 
9-516 gives reasons why a filing office can chose to reject a financing statement. Sub(5) allows a filling office to reject the statement if it does not contain the debtor’s address, status (individual or organization), and for want of other info. 9-520 makes such rejection by a filing office mandatory. 

THEREFORE, the above additional information is effectively compelled to be included on the financing statement. 

BUT NOTE ALSO: Under 9-516(a), if the filing office goes ahead and accepts the statement without this info, it still constitutes a good filing!

Case: In re Hegert

Holding:

The standard in whether errors in name or address on a filing statement render that statement ineffective is whether the errors lead to a financing statement which is “seriously misleading.” Nothing in this financing statement is seriously misleading, and therefore the financing statement is effective. 

3. Financing Statement Authorized by Debtor

· A financing statement need not be signed by the debtor. See 9-502(a)
· 9-509(a) provides that a person may file an initial financing statement only if the “debtor authorizes the filing in an authenticated record.”
· If the financing statement was not authorized by the debtor, it is invalid. See 9-510(a). 
SIGNIFICANCE: 

Although the debtor doesn’t have to authenticate the financing statement, the debtor must nonetheless authorize the filing of the financing statement in some sort of authenticated record. 
NOTE:

In most cases, this is accomplished by the debtor’s authenticating a security agreement. 
NOTE ALSO: 

If the secured party files a financing statement without the requisite authorization by the debtor, 9-625(b) allows the debtor to collect damages in the amount of the loss caused by the secured party’s act, and 9-625(e)(3) provides for a $500 penalty recoverable by the debtor. Moreover, in such a case 9-513(c)(4) gives the debtor the right to demand a termination statement form the secured party that must be sent within 20 days after it receives the demand.

4. Indication of Collateral 

a. Original Collateral

· The financing statement must indicate the collateral covered by the financing statement either by description of the collateral pursuant to 9-108 or “an indication that the financing statement covers all assets or all personal property.” See 9-502(a)(3). 
· A financing statement indicates the collateral covered if it provides notice that the secured party may have a security interest in the collateral claimed. 
· Generic descriptions by types of collateral (e.g., inventory, accounts, equipment) suffice under 9-108(b)(3). 
b. Proceeds

Issue: How to perfect a security interest in proceeds.
Answer: The basic rules are easily stated:
(1) A perfected security interest in the original collateral automatically continues in the proceeds, whether or not the financing statement mentions proceeds. 9-315(c).
(2) If a filed financing statement covers the original collateral, the security interest in the proceeds continues until the financing statement either lapses or is terminated. 9-315(e)(1).
(3) A security interest in cash proceeds continues indefinitely, so long as they can be identified.
 9-315(d)(2).
(4) If the debtor uses cash proceeds to buy new collateral, such as inventory or equipment, the security interest continues in the collateral for only 21 days unless the financing statement indicates the type of collateral purchased. For instance, if the financing statement covers only inventory but the cash proceeds are used to purchase equipment, the financing statement does not afford adequate public notice. See 9-315(d)(3) and Comment 5 to 9-315.

NOTE: 

In the ordinary commercial case, a security interest perfected by filing will continue in the proceeds until the filing lapses or is terminated.

1) Filing for registered organizations must be made in the place of registration. This means that for most tangible collateral there need be no concerns about the movement of the collateral from one jurisdiction to another, or, with respect to intangible collateral, no worries about changes in the location of the debtor’s chief executive office. Hence, a financing statement covering the original collateral belonging to a corporation is almost always filed in the correct place to cover the kinds of collateral represented by the proceeds. 
2) The super-generic collateral description: if the financing statement covers “all personal property of the debtor,” it will be an appropriate indication of most kinds of collateral purchased by case proceeds, and 9-315(d)(3) poses no problems.
REMEMBER!

If none of 9-315(d)’s conditions are satisfied, the secured creditor must take action to continue its security interest in proceeds past 20 days after its security interest attached to them.

5. Name of Debtor. 

a. Basic Rules

Financing statements are indexed under the name of the debtor, if a financing statement contains an incorrect name for the debtor, searchers will be misled and may not find the financing statement. Such a financing statement doesn’t provide notice. 
NOTE:

The basic rules are set out in 9-503(a). A financing statement “sufficiently provides the name of the debtor:
(1) If the debtor is an individual, by giving the name of the individual, not the trade name or d/b/a of the debtor. 
EXAMPLE: If George Jenkins operates under the trade name of Best Buy Used Autos, the correct name is George Jenkins. 9-503(a)(4)(A).
(2) If he debtor is a general partnership, by giving the name of the partnership, not that of the partners. 
· This is explained by the use of the term “organizational name of the debtor” in 9-503(a)(4)(A).

· Under the broad definition of “organization in 1-201(28), all partnerships are organizations, and if the partnership has a name it must be used.
NOTE: The enterprise may not have a name.
If Thomas Jones and Robert Wagner, without any formal agreement, operate a restaurant, that has a sign out in front saying “Tom & Rob’s Eats,” their business has no name and a financing statement would have to provide the names of the two individuals. 9-503(a)(4)(B).
(3) If the debtor is a “registered organization,” defined in 9-102(a)(70) as an organization that is organized under the law of a state or federal government that requires the maintenance of a public record showing the organization to have been organized, by giving the name of the organization indicated in the public records of the debtor’s organizing jurisdiction. 9-503(a)(1). 
· Among the registered organizations are corporations, limited liability companies, and limited partnerships.

· General partnerships are not registered organizations. Comment 2 to 9-503. 
NOTE:

No matter what the corporation’s letterhead or checks say, the person responsible for drafting the financing statement must check the records of the domestic jurisdiction where the corporation was organized to find the correct name. This is available by computer search. 

B .Minor errors rule
People make mistakes in entering the debtor’s name in financing statements and, despite the simple rules stated above, they probably always will. Names are misspelled, parts of organizational name such as “Incorporated” or “Corporation” are omitted or abbreviated, last names are transposed with first names, and so on. Section 9-506 sets out a series of rules to assist courts in resolving disputes regarding these errors.
GENERAL RULE:

A financing statement that has minor errors is effective unless the errors “make the financing statement seriously misleading.” See 9-506(a). 

BUT NOTE: A financing statement “that fails sufficiently to provide the name of the debtor in accordance with section 9-503 is seriously misleading.” There are exceptions to this in subsection (c) .
C.
Search Logic Issues 
Case: Mines Tire Co. (old caselaw)

The court proclaimed that computers are just machines and: “no person should ever have to become a servant of a machine.” To the extent that a human searcher would inevitably examine all corporate names having certain basic components, a computer searcher should act similarly. It will not suffice to perform a word search for the precise corporate name. Rather, the interested party should expand its investigation to include all related entries through which a manual searcher might have stumbled.” Thus the burden is on the searcher to come up with all the variations that a manual searcher would have used. 
Art. 9 TEST:

If a search using the debtor’s “correct” name, using the fling office’s standard search logic, would disclose the debtor’s financing statement, the erroneous name provided does not make the financing statement misleading. See 9-506(c). 
D.
Post-Filing Changes

a. Transfer of Collateral

ISSUE: What happens when the debtor transfers encumbered collateral to a third party, a buyer for example?

ANS:

Either the Secured Party’s financing statement or its attached security interest may be adversely affected. 


NOTE: 

The two possibilities are independent of each other. If either occurs, the Secured Party’s security interest will become unperfected. 
SECTIONS:

· Section 9-507(a) deals with the effect of a transfer of collateral on the continued effectiveness of a financing statement.
· Section 9-315(a)(1) addresses the effect of a disposition of collateral on a security interest in it. 

NOTE: 

If the debtor transfers the collateral to a transferee located in another jurisdiction, § 9-316(a)(3) provides that the security interest remains perfected for one year after the transfers. Thus, to remain perfected, the secured creditor must prefect its security interest in the transferee-debtor’s jurisdiction within that time. 

ISSUE: What duty does a secured party have to monitor its debtor for post-filing changes? 


GENERAL RULE:

A security interest continues in collateral even after the debtor transfers it to another person unless the secured party “authorized the disposition free and clear of the security interest.” See 9-315(a)(1). 

I
REMEBMER:

The security interest attaches to ‘any identifiable proceeds of the collateral.” Thus, a Secured Party can have security interest both in the equipment in possession of the buyer, as well as the proceeds of the collateral, i.e., what the Buyer gave the Debtor for the collateral. 
· Secured Party’s financing statement remains effective with respect to the collateral that debtor sold buyer “even if the secured party knows of or consents to the disposition.  Se 9-507(a). 

NOTE: 
The definition of “debtor” includes “a person having an interest . . . in the collateral.” See 9-102(a)(28)(A). Therefore buyers of collateral become “debtors” when the collateral they buy is subject to a security interest. 
E.
Name Change

“Pure name change[s]” are covered by 9-507. (See also Comment 4). This is where the business entity has not changed, only its name has. 

pp. 72 to 73. 

F.
Change in Business Structure
ISSUE: what happens when the original debtor is an individual proprietor who incorporates or is a corporate debtor that merges into another corporation. 
(1) “New Debtor” under Article 9

HYPO: Shannon and Patricia Scot, as individuals, bought a business in May 2004. They granted a security interest to Bank in all inventory, accounts, machinery, equipment, furniture, and fixtures to secure a loan. Bank perfected its security interest by filing. The security agreement included an after-acquired property clause, and the financing statement described this collateral and identified the debtors as Shannon and Patricia Scott “d/b/a K/C Audio/Video Center of Camden.”
In July 2004, the Scotts incorporated the business as “KC of Camden, Inc.” (Corporation) and transferred all their business assets to Corporation, which assumed all their business debts. 
In August 2004, Borg-Warner (BW) agreed to supply inventory to Corp. on credit. Corp. granted BW a security interest in all of Corporation’s inventory in a security agreement containing an after-acquired property clause. The financing statement identified the debtor as “KC of Camden, Inc.” 
In 2005, Corporation defaulted on all its debts. Bank sued to foreclose on its collateral, and BW intervened claiming a security interest in the collateral purchased from it. Does BW or Bank have a first priority security interest in inventory acquired by Corporation from BW after the time of incorporation?

ANS: 1 of 2: Effect on Security Agreement

· “New Debtor” under Art 9. 

· KC of Camden, inc. is a “new debtor” under 9-102(a)(56) if it “becomes bound as debtor under 9-203(d) by a security agreement previously entered into by another person.”
· Section 9-203(d) in turn provides that a person may become bound as a debtor on a security agreement entered into by another person either by contract or by operation of law.

· A common manner for a successor entity to become bound as a debtor is for it to agree to become liable for all debts of its predecessor at the time when it receives transfer of its predecessor’s assets. 
NOTE: 

This general liability would include liability on the predecessor’s security agreement.
· By Operation of Law: 

Another way of becoming bound as a debtor is by operation of law. In some cases, such as mergers, state corporate law renders successor entities liable for the debts of the old entities. So, if state law holds the corporation liable for the incorporator’s debts, KC Camden, inc. is a “new debtor.” See Comment 7 to 9-203 and Comment 3 to 9-508. The Scotts become the “original debtor under 9-102(a)(60). 

NOTE: If Debtor is found to be a “New Debtor” . . .

Section 9-203(e) provides that if KC Camden, Inc is a new debtor, bound by the security agreement of the Scotts with Bank, there is no requirement that the new debtor enter into a new security agreement with Bank; Bank’s security interest attaches to all the existing or after-acquired property of the new debtor (Corp.) to the property described in the security agreement with the original debtors. Comment 7 to 9-203.
ANS: 2 of 2: Effect on Financing Statement

Section 9-508(a) provides that a financing statement naming the original debtor is effective to perfect a security interest in collateral of the new debtor to the extent that the financing statement would have been effective had the original debtor acquired the collateral. 

TEST:

Old collateral is going to be covered; the question is really what happens to the new collateral obtained by the new debtor. Ask, would the financing statement have been effective if it was acquired by the old debtor’s? If the answer is yes, then the financing statement is still effective!



EXCEPTION:

Where the difference between the names of the original debtor and the new debtor causes the financing statement to be “seriously misleading,” the financing statement is effective to perfect a security interest only in collateral acquired by the new debtor before, and within four months after, the new debtor becomes bound. See 9-508(b). 

EXCEPTION:

If a new financing statement naming the new debtor is filed before expiration of the four-month period. 


BOTTOM LINE:

· If the financing statement is not seriously misleading with respect to corporation, Bank does not have to refile against corporation. 

· Bank does have to refile against corporation if it has become seriously misleading. Bank will lose its security interest in collateral acquired by Corporation four months after the date Corporation became bound, unless it re-files before the expiration of that four month grace period. 

HYPO Solution:
Bank’s security interest is prior to that of BW even in collateral purchased by corporation from BW after incorporated. 

BURDEN

The burden is on the prospective lenders or other searchers to ascertain whether a prospective debtor has acquired property that is subject to a prior security interest. 
G.
The filing System

1. Central Filing. 

· Section 9-501(a)(2) adopts the state’s central filing office, usually the office of the Secretary of State, as the place of filing a financing statement in all cases except  those involving certain real property-related collateral.
· In the latter case (involving certain real property-related collateral) filing must occur locally in the office where real property mortgages are recorded. 
NOTE (Louisiana): In adopting Revised Art. 9, Louisiana has retained its system of local filing. Under its nonuniform version of 9-501, financing statements are filed with any local clerk of court, wherever the debtor or collateral is located. There is no exception for fixtures or real-property-related collateral. Central filing with the Secretary of State is not permitted. Instead, local filings are transmitted to the Secretary of State, which maintains a database. Searches for the database can be conducted at any local clerk of court.

2. Kinds of record filed 

· A. Financing statement records. 
A “financing statement” is  a record or records composed of an initial financing statement and any filed record relating to the initial financing statement.” 9-102(a)(39). Therefore amendments, continuation statements and termination statements are included as financing statements. 
· Initial Financing Statement. 
When we speak of a financing statement, we usually mean the initial financing statement. 
· Initial Financing Statement is effective for five years, 9-515(a), and lapses at the end of this period unless before that time a continuation statement is filed, 9-515(c).
· The UCC Financing Statement (Form UCC1) found 9-521(a) is the safe harbor written form for an initial financing statement that must be accepted by all filing offices. Comment 2 to 9-521. 
· A person is entitled to file an initial financing statement only if the debtor has authorized the filing in an authenticated record. 9-509(a). But the debtor’s authentication of a security agreement automatically authorizes the filing of a financing statement covering the collateral described in the security agreement and the proceeds of that collateral. 9-509(a). 
· An unauthorized filing of a financing statement is ineffective (9-510(a)), and the filer is liable under 9-625 for actual and statutory damages. If more than two debtors or one secured party are involved in the transaction or more space is needed for the description of collateral, the addendum form (Form UCC1Ad) may be used as a supplement to the financing statement. 

· Amendment

Under 9-512(a) “amendment” is a generic term that includes continuation or termination of an existing financing statement, adding or deleting collateral, or otherwise changing the information provided in a  financing statement. 
· The amendment must identify by its file number the initial financing statement to which it relates. 
· UCC Financing Statement Amendment Form (Form UCC3Ad) set out in 9-521(b) is the safe harbor written amendment form.
· If the amendment adds collateral or an additional debtor to a financing statement, the debtor must authorize the filing. 9-509(a). Otherwise, under 9-509(d), amendments usually may be authorized by the secured party of record, defined in 9-511. 
· Continuation Statement

The effectiveness of a financing statement may be extended for an additional five years by the filing of a continuation statement before lapse of the financing statement. See 9-515(e).
· The new five year period runs from the time the financing statement would have become ineffective if no continuation statement had been filed. 
· The filer cannot get ten years’ protection by filing a continuation statement the day after filing the initial financing statement. 
· Under 9-515(d), a continuation statement may be filed only within six months before expiration of the financing statement. 

· A continuation statement that is not filed within the six-month period is ineffective. 9-510(c). 
· The filing of an amendment other than a continuation statement does not extend the period of effectiveness of the financing statement. 9-512(b). 
· The secured party of record (9-511) may authorize the filing of a continuation statement without further authorization by the debtor if some part of the obligation secured by the security interest is still owing. 9-509(d)(1).
· Termination Statement
Line 2 of UCC3 applies to termination statements. In commercial cases, when the obligation secured by the collateral covered by the financing statement is paid in full, the debtor may demand that within 20 days, the secured party either send debtor a termination statement that debtor may file or file the termination statement itself. 9-513(c). 
· Since secured parties have no desire to pay additional filing fees, the common practice is to send the statement to the debtor for filing.
· The requirement of 9-513(c) means that the secured party has no duty to send debtor a termination statement until debtor demands one.
· Comment 2 to 9-314(c) assures us that even if debtors forget, the files won’t be cluttered with financing statements covering defunct transactions because they automatically lose effectiveness after five years unless they are continued.
· Section 9-513(a) and (b) recognize that it would be unrealistic to expect consumer debtors to request termination statements and place the burden on the secured party to file a termination statement within one month after the obligations secured by the financing statement is paid.
· If the secured party fails to comply with 9-513(a) or (b), the debtor may authorize the filing of a termination statement. 9-509(d)(2). 
· Assignment.
 Security interests are frequently assigned. Section 9-514 prescribes the methods for reflecting assignments in the filing records. 
· Line 4 of UCC3 applies to assignments.
·  Case #1
· A common transaction is for a dealer to take a security interest in goods sold and, almost immediately, assign the security interest to a financer. 9-514(a). In cases of this sort, the initial financing statement is commonly filed by the assignee with its name and address as the secured party. The assignee becomes the secured party of record and only it can authorize amendments. 9-511(a). It is not apparent to a searcher that the security interest has been assigned. 
· Case #2.

· Another familiar transaction is for the original secured party to become the secured party of record by filing the original financing statement. Later the secured party may assign the security interest to an assignee and reflect this by filing an amendment to the initial financing statement that provides the name and address of the assignee. 9-514(b). The person named in the amendment is the secured party of record. 9-511(b). 
· Safe Harbor Form
Financing Statement Addendum. 
Form UCC1Ad. 9-521(a). Most filers will not need an addendum, but some will.
· An addendum should be filed when there are more than two debtors or more than one secured party of record. These are relatively rare occurrences.
· Box 16 provides space for additional collateral descriptions in cases in which the space on the financing statement s inadequate. 
· The addendum must be used if collateral is real property-related collateral such as timber to be cut or goods that are or are to become fixtures. 
· Section 9-502(b) requires a financing statement covering such collateral to indicate that it is to be filed in the real property records and provide a description of the real property. See Boxes 13 and 14. The statement that the financing statement will be filed in real property records appears in Box 6 of the financing statement. An indication that the debtor is a transmitting utility has been taken from the financing statement, where it causes confusion, and placed in Box 18 where fewer people will have to deal with it.
Financing Statement Amendment. 
Form UCC3Ad 9-521(b): this is the Swiss Army Knife of UCC forms. It allos the secured party to (1) terminate the effectievnes of the financing statement, (2) continue the effectiveness of the financing statement, (3) give the name of an assignee of the security interest, (4) change debtors or secured parties of record, and (5) add or delete collateral. It too has an addendum for additional information. 

H.
When filing becomes effective

a. Filing office index errors. 

Section 9-516(a) continues the rule that filing occurs either when a financing statement is presented to the filing office, with tender of the filing fee or the filing office accepts the record. But what if the filing office does not correctly index the record after it is received? Section 9-517 provides that the failure of the filing office to index a record correctly does not affect the effectiveness of the filing. A secured party that has presented an appropriate financing statement does not bear the risk that the filing office will not perform its duties even though no public notice is given. 

b. Duty of Filing office to Accept or Reject

Under 9-520(a), “[a] filing office shall refuse to accept a record for filing for a reasons set forth in section 9-516(b) and may refuse to accept a record for filing only for a reason set forth in Section 9-516(b),” Thus a filing office’s discretion is curbed; it must reject any financing statement that lacks the information prescribed in 9-516(b) and it may reject only if it lacks this information. Hence, a filing office is not permitted to impose conditions or requirements other than those stated in 9-516(b). 

ISSUE: What if the Filing Office wrongfully rejects a record on an extra 9-516(b) ground? 
ANS:

Section 9-516(d) provides that such a record is effective as a filed record except against a purchaser of the collateral which (1) gives value and (2) reasonably relies on the absence of the record from the files.”
FILING OFFICE LIABILITY?

Revised Art. 9 doesn’t address the liability of a filing office to those harmed by the offices’ acts. State tort law normally applies to hold the filing officer liable for its negligence resulting in harm to filing or searching parties. 
NOTE:

Wrongful rejection by the officer of a financing statement for reasons other than those stated in 9-516(b) does not cause harm to the filing party because 9-516(d) considers the statement of effective as a filed record, except as against relying purchasers. There is no negligence liability. 
In other cases, such as the negligent issuance of a certification where no financing statement was filed, filing office acts might case harm. Jurisdictions generally take one of three positions on the matter: (1) allow recovery against the filing officer, usually based on negligence, subject to standard tort defenses; (2) insulate the officer from personal liability through coverage by liability insurance; or (3) insulate the officer from personal liability through state sovereign immunity.

I.
Perfection by Possession

1. Possession by Agent. 

The transaction in which perfection occurs by the secured party’s possession is often called a pledge. Section 9-310(b)(6) follows traditional law in empowering secured parties to perfect security interests by taking possession of goods, certificated securities (stock and bond certificates), instruments (promissory notes), and documents of title. These items have in common the fact that they can be physically possessed. Although a promissory note is a promise to pay money, the promise is exclusively embodied in a piece of paper and can be enforced only by the holder of the note. This is not true of a contract to build a house; one gains no rights by being in possession of the writing contract. Nor is it true of accounts, such as rights to payment arising from the credit sale of inventory, or general intangibles such as copyrights; intangibles cannot be possessed. 
POSSESION = NOTICE

If the secured party physically possesses an article of collateral belonging to the debtor, the debtor’s other creditors should be on notice and have reason to investigate. 
ATTACHMENT and PERFECTION, Simultaneous
Both attachment (9-203(b)(3)(B)) and perfection (9-313(a)) occur when a secured party takes possession of collateral pursuant to the agreement of the debtor. No authenticated security agreement is required. 

Caes: In re Rolatin (Discusses the limits of perfection by possession of an agent).

J.
Perfection by Control 

Control is an alternative way of perfecting a security interest in the following types of collateral:
· Deposit accounts
· Electronic chattel paper
· Investment property, and

· Letter-of-credit rights.
NOTE: 

In the case of deposit accounts as original collateral and letter-of-credit rights other than as supporting obligations, control is the only means of perfection. 9-312(b). See below.

Def.: Control

 “The key to the control concept is that the purchaser has the ability to have the securities sold or transferred without further action by he transferor.

Requirements for Control
Art. 9 define the requirements for control for each type of collateral. The requirements differ. For instance, control of a letter-of-credit right requires the issuer of a letter of credit to “consent” to the assignment of proceeds of the letter of credit. 9-107 .On the other hand, control of a certificated security—a type of investment property (9-102(a)(49) is provided by 8-106. See 106(a). According to 8-106(b), control of a certificated security occurs when the certificate is delivered and endorsed to the purchaser or in blank or registered by the issuer in the purchaser’s name. Delivery and endorsement or registration are more onerous requirements than “consent.” 
Control exclusive means of perfecting security interest in deposit accounts. 

Control is the exclusive means of perfecting a security interest in deposit accounts as original collateral. 9-312(b)(1). Control in a deposit account can be obtained in three different ways: 
(i) when the secured party is the depository bank at which the account is held; 
(ii) when he bank will comply with he secured party’s instructions with respect to the deposit account; or 
(iii) when the secured party becomes the bank’s customer with respect to the deposit account. 
9-104(a)(1)-(3).
NOTE: Where Secured Creditor is not the depository bank

Control by a secured creditor other than the depository bank requires it to either obtain the depository bank’s “authenticated agreement” or become the bank’s customer with respect to the deposit account. 9-104(a)(2)-(3).
· Where there is a qualifying three-party authenticated agreement, third parties are on notice that a deposit account might be subject to a security interest. Record evidence provided by the authenticated agreement signals that further inquiry might be warranted. 
· The same is true when the secured party is the bank’s customer with respect to a deposit account. No notice at all is provided to third parties when the depository bank is the secured party.

· Although comment 3 to 9-104 says that in this case “no other form of public notice is necessary,” in fact no public notice is given. Perfection instead occurs automatically, by virtue of the depository’s bank’s status as a secured creditor having a security interest in the debtor’s deposit account. 
K.
Security Interests in Consumer Goods

1. Consumer Transactions Under Art. 9
Some significant pro-consumer provisions were added in revised art. 9. In some instances, consumer transactions are excluded from provisions viewed as too pro-creditor. E.g., 9-626(b) excludes consumer transactions from the rebuttable presumption rule, allowing courts that embrace the absolute bar rule to apply it in consumer cases. Similarly, the transformation rule, which turns purchase money transactions into  non-purchase money transactions to the advantage of consumers in bankruptcy, is not abolished for consumer transactions as it is for commercial transactions. 9-103(f). Greatly improved disclosure for consumers is required by 9-614 for notification before disposition of collateral, and by 9-616(b) for calculation of the surplus or deficiency after disposition. 
2. Perfection of Security Interests in Consumer Goods. 

A purchase money security interest in consumer goods is automatically perfected at the time of attachment, with no requirement of fling. 9-309(1). However, filing is necessary to perfect a nonpurchase money security interest in consumer goods and, as we shall see, is required for priority in consumer to consumer sales under 9-320(b). Comment 5 to 9-320. 

NOTE:

Two circumstances reduce the importance of 9-309(1) today. 
(1) The first is that automatic perfection does not apply to some of the most valuable kinds of consumer goods: motor vehicles, boats and the like. Under certificate of title laws, perfection of security interests in these items must usually be accomplished by listing the security interest on the certificate of title.

(2) The second is the advent of the bank credit care, which has almost entirely taken over the credit purchase of “small ticket” consumer goods; most of these purchases are unsecured. However, some retailers who issue their own credit cards retain security interests in sales made pursuant to these cards. 

L.
Choice of Law

1. Location of Debtor Governs Tangible and Intangible Collateral

All 50 states enacted the revision in time for the effective date, July 1, 2001, to be he same for all states. From that date on, all jurisdictions have virtually identical provisions on perfection, priority and enforcement of secured transactions in personal property. 
ISSUE: if the same law is in every state, why worry about which state’s law controls?

ANS: 
(1) Different case law: jurisdictions develop nonuniform case law interpreting the same model rules.
(2) Although adoptions of the Revision have been mostly uniform, states have adopted some nonuniform amendments to Art. 9. In order to decide whether a nonuniform amendment applies, we need to know which state’s law controls.

(3) Although the provisions of the statute are identical, there is no national filing office for UCC financing statements. Therefore, if perfection is by filing, the filing must be done in the filing office of some state.

THEREFORE:

Our principal inquiry is, which state? Where would the debtor’s prospective creditors most likely to look for financing statements filed against he debtor: where the debtor resides, where the debtor does business, where the collateral is located, or where a corporate debtor is chartered?

GENERAL RULE:

The law of the location of the debtor governs issues of perfection, the effect of perfection, and priority with respect to both tangible and intangible collateral, whether perfected by filing or automatically. See 9-301(1) and Comment 4. 
EXCEPTIONS:

There are exceptions in 9-301 as well as exceptions for particular sorts of collateral such as deposit accounts, investment property and letter-of-credit rights described in other sections.  See 9-302-305.

ALTERNATIVE RULE (possessory security interests):

Section 9-301(2) provides that with respect to possessory security interests, the issues of perfection, the effect of perfection and priority are governed by a situs test: the location of the collateral controls, not debtor’s location. 
EXCEPTTION:

9-301(3)(c): the law of the situs of the collateral governs the effect of perfection and the priority of the security interest with respect to nonpossessory perfection of security interests in tangible property. The subsection leaves the issue of perfection to be determined by the law of the location of the debtor.

BOTTOM LINE:

9-301 retains the traditional rule that the location of the debtor governs the perfection, effect of perfection and priority of security interests in intangible collateral, for intangible collateral has no location. For tangible collateral in which perfection is by possession, the law of the location of the collateral governs perfection, the effect of possession, and priority. But for tangible property in which perfection is by filing, the law of the location of the debtor governs perfection, but that of the location of the collateral governs the effect of possession and priority.
Location of the Debtor
GENERAL RULE

With respect to nonpossesory security interests, the law of the debtor’s location governs questions of perfection, the effect of perfection, and priority. See 9-301. 


NOTE:

Under 9-301(b), a debtor who is an organization is located at its place of business if it has one, at its chief executive office if it has more than one place of business and at the debtor’s residence if the debtor is an individual. 


Def. “Organization”: defined broadly to include every legal or commercial entity other than an individual. 1



EXCEPTION:



A “registered organization” organized under state law is located in the state of organization. 

Def. “registered organization”: defined in 9-102(a)(70) broadly enough to include limited partnerships and limited liability companies, in addition to corporations. (place-of-incorporation test). 

NOTE: 

· The above exception almost devours the rule in most business cases. 

· The location of individual debtors and unregistered partnerships continues to be the debtor’s chief executive office. 

Foreign Registered Organizations

Section 9-307 does not locate foreign registered organizations at the place of their registration. 
· Section 9-102(a)(70) limits “registered organizations” to state or federally registered organizations. 
THEREFORE: 9-307(e)’s registration-locus rule doesn’t apply to foreign registered organizations.

· Further, 9-307(c) contains an exception to 9-307(b)’s location-of-debtor test for debtors located in jurisdictions other than the United States. 
· The exception makes 9-307(b)’s location test applicable to non-United States debtors only when the foreign jurisdiction’s law generally requires public record notice of nonpossessory security interests as a condition of priority. 
· If the foreign jurisdiction’s law does not generally do so, 9-307(c) locates the foreign debtor in D.C. In this case creditors are to direct their searches to Washing D.C. and not to the place of registration. The actual location of the foreign debtor (place of business or chief executive office is irrelevant).
Debtor Changes Location

Section 9-316(a)(2) provides that when the debtor changes its location to another jurisdiction the secured party has four months after removal to file in the state of removal. Strictly speaking, a corporation doesn’t change its place of incorporation; it must incorporate in the state of removal, or merge with or be acquired by a corporation in the other state. Because a corporation does NOT retain its legal status when it reincorporates or merges, reincorporation or merger can’t constitute “a change of the debtor’s location in another jurisdiction” for 9-316(a)(2)’s purposes 
THEREFORE:

9-316(a)(3) applies so that the secured creditor’s security interest remains perfected for “one year after a transfer of collateral to a person that becomes a debtor and is located in another jurisdiction.”

Case: Mellon Bank v. Metro communications, Inc. 

M.
Goods covered by certificate of title

p. 101
- Chapter 3: Priority -

Section 9-201 proclaims the primacy of security interest: “Except as otherwise provided in [the UCC], a security agreement is effective according to its terms between the parties, against purchasers of the collateral, and against creditors.” As we have seen, this provision provides that even an unperfected security interest is prior to the rights of unsecure creditors and to any other purchaser or creditor unless the UCC provides otherwise. Hence, the study of priorities under Art 9 is the examination of the provisions in Subpart 3 of part 3 that do provide otherwise.

I.
The First-To-File Rule

Sections 9-317(a) and 9-322(a). 

Scope, Priority, but not creation, of Agricultural Liens Covered by Article 9:

Priority rules in both sections apply to agricultural liens as well as security interests. Agricultural liens essentially are statutorily created property rights in farm products that secure obligations incurred by the debtor in connection with its farming operations. 9-102(a)(5). They are not security interests, although Rev. Art 9 considers the holder of an agricultural lien to be a “secured party.” 9-102(a)(72)(B). Under 9-109(a)(2), Article 9 covers agricultural liens. Although extra-Code law governs the creation of agricultural liens, Art. 9 govern issues of their perfection and priority. Section 9-317 and 9-322s’ priority rules control unless the statute creating the agricultural lien gives the lien priority over a conflicting security interest. 9-322(g). 
1. Conflicting Security Interests
Section 9-317(a)(1) cedes to 9-322 priority with respect to conflicting Art. 9 security interests in the same collateral. 


Traditional Rule:


“first in time, first in right.”

“First-to-File rule”
This is a misnomer and, as Comment 3 to 9-323 suggests, the correct statement is “the first-to-file-or-to-prefect rule.” See 9-322(a)(1). 
2. Future Advances
Any debt can be secured. Some security agreements cover all obligations owed by the debtor to the creditor, however they arise. Such agreements accomplish this through the use of what are called “all obligations” clauses. Frequently, security agreements cover a more limited type of obligation: “future advances.” Art. 9 does not define an advance. However, the term generally connotes value give by the creditor to the debtor or from which the debtor benefits. 

DISTINGUISH (future advances from after-acquired property clauses).

· Future advances clauses concern the type of debt (future advances) secured by the debtor’s assets.

· Can only be secured by existing collateral

· After-acquired property clauses concern the collateral (after-acquired) that secured the debt. 
· Can only secure existing debt. 

NOTE: 
Security agreements often cover both future advances and after-acquired property. 
NOTE ALSO: 

If a security agreement includes an after-acquired property clause and future advances clause, the security interest automatically attaches to any after-acquired property at the time when the debtor acquires rights in this collateral and the collateral secures all future advances made by the secured party to the debtor. Thus, if the secured party has perfected its security interest in the original collateral, its security interest becomes perfected in the after-acquired collateral when it attaches. 
OTHER RELATED SECTIONS


9-322(a), comment 4 to 9-322 and 9-323. 

Comment 3 to 9-323 is helpful in explaining the relationship of 9-322 and 9-323:


When Advance Made Not Determinative on Priority

The time when an advance is made plays no role in determining priorities among conflicting security interests. See 9-322(a)(1). 

EXCEPTION 

When a financing statement was not filed and the advance is the giving of value as the last step for attachment and perfection. Thus, an advance has priority form the date it is made only in the rare case in which it is made without commitment and while the security interest is perfected only temporarily under 9-312. 

3. Financing Statement as an Umbrella. 

pp. 112 to 113

4. Coin-o-Matic rejected
Section 9-322(a)(1)’s general first-to-file-or-perfect priority rule applies to “conflicting perfected security interests.” Since a security interest can be perfected by a future advance, the general rule governs the priority of future advances too.

· Under 9-322(a)(1), the time at which value is given doesn’t determine the priority of the security interest, unless a financing statement hasn’t been filed and the giving of value is the final perfection event. 
· When a financing statement has been filed, priority is determined by the date of its filing. 
NOTE: 

This goes for secured future advances as well.
· When the advance was made is therefore generally irrelevant for purposes of priority. See Comment 3 to 9-323. 
EXCEPTION:

Applies when a security interest is perfected automatically or temporarily, and not made pursuant to a commitment while the security interest was perfected by some other method. See 9-323. 


NOTE:

This is a limited exception. When it does kick it, priority of an advance will date from the time the advance was made.
5. Operating Under the First-To-File Rule. 

pp. 117 – 118. 

Discussion of the practical implications for junior creditors: subordinations and what to do when no subordination can be done. (Pay them off). 

II.
Purchase Money Priority

1. Collateral Other Than Inventory

a. Purchase money security interests. 

GENERAL RULE

A purchase money security interest (PMSI) has priority over conflicting security interests in the same collateral. See 9-324(a).

Def. “PM” obligation: 


An obligation incurred:

(1)  as all or part of the price of collateral (seller sells goods to buyer and takes a security interest in the goods to secure the unpaid price) [seller PMSI], or 
(2) for value given to enable the debtor to acquire rights in or the use of the collateral if the value is in fact so used (lender lends money to debtor to enable it to buy goods) [lender PMSI].
NOTE:

· A purchase money obligation includes all expenses incurred in connection with the purchase of collateral, not just the purchase price. Comment 3 9-103. 
· Under 9-324(a) a PMSI in goods other than inventory or livestock has priority over a conflicting security interest in the same goods and their identifiable proceeds, if the PMSI is perfected when the debtor receives possession of the collateral or within 20 days thereafter. 
· Section 9-324(b) grants PMSI priority in inventory under prescribed conditions having to do with notice. 
Case: Brodie Hotel Supply, Inc. v. United States

ISSUE: priority among multiple purchase money security interests.
There are three possible resolutions:
(i) priority goes to the first purchase money security interest to file,
(ii) priority goes to a favored type of purchase money security interest, or 
(iii) the purchase money security interests rank equally and priority is awarded on a pro rata basis. 
UCC Section 9-324(g) endorses possibility (ii) and awards priority to Sellers.


BUT NOTE: 

Article. 9 is inconsistent in its commitment to awarding priority among multiple PMSIs. Sometimes it awards priority to the purchase money seller and sometimes not. 
· Priority in investment property under 9-328(1) is given to the secured party who has control over the collateral. 9-327(4) (security interest in deposit account perfected by control enjoys priority over security interest held by bank).
·  If two or more secured parties have control, 9-328(2) priority is determined by the order in time in which they obtained control. (This changes the priority rule under Former 9-115(5)(b), which ranks them equally.)
·  Section 9-328(6) awards priority on a pro rata basis among claimants when perfection occurs without control and the debtor is a broker, securities intermediary or commodities intermediary. None of these priority rules favors a particular type of purchase money security interest. In fact, none recognize purchase money priority at all. 
2. The Transformation Rule. 

The transformation rule is the view that a security interest in any item securing more than its own price is transformed into a nonpurchase money security interest. 
Cf. “Dual status” doctrine which holds that the presence of a nonpurchase money security interest does not destroy the purchase money aspect. A purchase money security interest can remain such “to the extent” that it secures the price of the goods even though it secures the price of other items as well. (Pristas v. Landaus, 3d Cir.). 

UCC Section 9-103(f) adopts the “dual status” rule for nonconsumer-goods transactions:
“A purchase money security interest does not lose its status as such, even if: (1) the purchase-money collateral also secures an obligation that is not a purchase money obligation; (2) collateral that is not purchase-money collateral also secures the purchase-money obligation; or (3) the purchase-money obligation has been renewed refinanced, consolidated or restructured. See Comment 7a to 9-103. 

NOTE:

The “dual status rule of 9-103(f) does not apply to consumer-goods transactions and prevents courts in such transactions form relying on (f) to characterize them. 9-103(h). However, existing caselaw is still good, and courts are left to fashion the proper rules in consumer goods transactions. Of course, 9-103(h)’s exclusion does not prevent a court from deciding, on independent grounds, to apply the ‘dual status” rule to consumer-goods transactions.
3. Inventory

a. Requirements for PMSI in inventory

GENERAL RULE

Section 9-324(b) states requirements for establishing a purchase money priority in inventory quite different from those found in 9-324(a) for other types of collateral. 
· The first major difference is the requirement that the purchase money secured party must notify any prior holders of security interest in the debtor’s inventory who have filed financing statements that it intends to engage in purchase money financing of the debtor’s inventory. 
· The notice is good for a five-year period, and the PMSI does not begin to run for goods delivered until the purchase money secured party perfects.
NOTE:

The notice requirement for inventory collateral contrasts with non-inventory financing under 
9-324(a), which has no notice requirement; the purchase money secured party does not have to search for prior filings. 
RATIONALE: 

Inventory financing typically requires the secured party to make periodic advances against incoming inventory or periodic releases of old inventory as new inventory is received. The inventory financier is entitled to notice before it makes further advances that are secured by incoming inventory in which a creditor has taken a PMSI. Comment 4 to 9-324. 
· The second important different is 9-324(b)’s treatment of proceeds. 
· Under 9-324(a), the purchase money priority carries over to the proceeds of the original collateral, but under 9-324(b), with certain exceptions with respect to chattel paper and instruments, PM priority is limited to identifiable cash proceeds received on or before delivery of the inventory to the buyer, i.e., cash down payments. 
SIGNIFICANCE

· This effectively deprives purchase money creditors of a priority in all of the usual proceeds from credit sales of inventory, e.g., goods traded-in, accounts, and cash payments on accounts received after delivery of the goods to a buyer. 
RATIONALE

· This reflects the expectations of the parties engaged in inventory financing. Comment 8. attempts to explain the line drawing in this complex section 
The following opinion challenges whether the PM financer has a priority in even the remaining inventory. This case has been extremely controversial.

CASE: Southtrust Bank v. borg-warner Acceptance Corp. 

Case Commentary:

Section 9-103(f)(2) statutorily overrules Southtrusts’s requirement that here be a “one-to-one relationship between the debt and the collateral,” by adopting the “dual-status” rule. 
BANKRUPTCY NOTE:

Under 9-309(1) a PMSI in consumer goods is perfected w/o possession or filing, and BC 522(f)(1)(B) allows a trustee in bankruptcy to avoid  nonpossessory, nonpurchase money security interest in certain consumer goods. 

· The bulk of litigation on the meaning of PM has occurred in bankruptcy courts under BC 522(f)(1)(B). The distinction drawn in BC 522(f)(1)(B) between purchase money credit (e.g., retailer retains a security interest in household goods sold to the debtor) and nonpurchase money credit (e.g., a personal loan company takes a security interest in household goods the debtor had already purchased to secure a loan made to the debtor) is based on Congressional hostility toward the personal finance business, thought to be lenders of last resort, whose security interests are considered in terrorem collection devices used to coerce necessitous debtors into paying the loan company in preference to other creditors or reaffirming debts discharged in bankruptcy. 

4. Consumer Goods Exception 9-103(h)

As we say in Note 2, there are advantages to a secured part in having its security interest qualify as purchase money. A PMSI cannot be avoided under BC 522(f)(1)(B), and no financing statement need be filed to perfect a PMSI in consumer goods. 9-309(1). Hence, in consumer goods transactions trustees in bankruptcy for consumer debtors have attached the purchase money status of secured interests reserved by sellers in add-on sales and revolving charge account transactions. 


Revolving Charge Account.
Even more important to retailing than add-on sales is the revolving charge account in which the consumer opens an account with a retailer and is permitted to charge purchase, often pursuant to the retailer’s credit care, to be paid for in monthly installments. If the doctrine of Southtrust is applied to such a transaction, an attempt by a seller to retain a purchase money security interest in goods sold to secure the running balance of the account would fail. Moreover, even if the seller attempted only to retain a security interest in each item sold to secure only the price of that item, the security interest could not be purchase money unless the agreement or, presumably the law of the state, prescribed an allocation formula for the consumer’s payments. 

III.
Lien Creditors

1. Conflict with an Unperfected Security Interest. 


GENERAL RULE:

With the exception set out in (2)(B), an unperfected security interest is subordinate to the rights of a lien creditor. Section 9-317(a)(2). 


SIGNIFICANCE:

Since a trustee in bankruptcy is a lien creditor under 9-102(a)(52)C), this provision, together with BC 544(a) and BC 550(a), allows a trustee in bankruptcy to avoid an unperfected security interest. 
2. Conflict with a future advance.
Earlier we saw that in a case of conflicting Art. 9 security interests, 9-322(a)(1) protects the priority of the first party who files or perfects with respect to future advances even though the advances were made after that party had knowledge of a subsequent security interest in the same collateral. But when the conflict is between an advance made pursuant to an Art 9 security interest and a subsequent lien creditor’s rights, 9-323(b) states a rule that recognizes the priority of the future advance:

(i) if the advance is made or committed within 45 days after the lien arises even with knowledge of the lien, and,

(ii) if the advance is made or committed after the 45-day period, so long as the secured party is made without knowledge of the lien at the time of the advance or commitment.
NOTE (nonadvances):

9-323(b) doesn’t address priority contests between a creditor whose nonadvance obligations are secured and the rights of a lien creditor.

Def. “Nonadvance, or nonadvance obligation”:

Nonadvances can include items ranging from collection and interest charges, as well as attorney’s fees. Unlike advances, nonadvance obligations easily can be incurred by a debtor after a lien attaches. 

 As Comment 4 to 9-323 reinforces, “[s]ubsection (b) of this section [9-323] provides that a security interest is subordinate to those rights to the extent that the specified circumstances occur.” Priority contests pitting nonadvance secured obligations against a lien creditor’s rights aren’t among those “specified circumstances.” Instead, 9-317(a)(2) controls them, and under 9-317(a)(2), aside form 9-317(a)(2)(B), the secured nonadvances are protected when made by a creditor perfected on or before the lien attaches. The date on which the nonadvance is made does not affect its priority. 
IV.
Buyers and Lessees

1. Buyers and Lessees of Non-Inventory Goods

Secured parties are in a very strong position with respect to persons who buy or lease goods from their debtors. Under 9-317(b), buyers and lessees take subject to perfected security interests, and 9-315(a) provides that the security interest continues in the goods sold or leased and in any identifiable proceeds. 
· Section9-317(e) grants purchase money secured parties who have not perfected at the time of the sale or lease a 20-day relation-back period after the buyer or lessee has received delivery in which to perfect. Even unperfected security interests are prior to the rights of buyers and lessees other than those who give value and receive delivery without knowledge of the security interest. 


(NOTE: there’s a typo here somewhere)

2. Buyers and Lessees of Inventory Goods

a. Buyer in the ordinary course of business

A major exception to the basic rule that buyers and lessees from a debtor take subject to perfected security interests is the traditional rule that buyers and lessees of inventory collateral take free of inventory security interests. 
Inventory is meant to be sold or leased (9-102(a)(48)(B), with the secured party looking to the proceeds of the disposition for security rather than pursuing the goods in the hands of the buyer or lessee. This rule is stated in 9-320(a): “[A] buyer in the ordinary course of business takes free of a security interest created by the buyer’s seller, even if the security interest is perfected and the buyer knows of its existence.” A comparable rule for lessees is found in 9-321(c). 
Def.: “Buyer in the Ordinary Course”

“’Buyer in the ordinary course of business’ means a person that buys goods in good faith, without knowledge that the sale violates the rights of another person in the goods, and in the ordinary course from a person in the business of selling goods of that kind.” 1-201(b)(9). 
NOTE:

9-320(a)’s rule is restricted primarily to inventory collateral. Comment 3 to 9-320.
b. Wavier

“[A] security interest continues in collateral notwithstanding sale, lease, license, exchange, or other disposition therefore unless the secured party authorized the disposition free of the security interest.” 
9-315(a)(1). 

RATIONALE: 

Since the purpose of inventory is to be sold, the inventory financer may expressly authorize the dealer to sell the inventory free of its security interest, while safeguarding its interest by imposing controls over the proceeds received by the dealer for the goods sold, such as requiring the dealer to deposit the proceeds in a lockbox account under the control of the secured party. In such cases, buyers take free of the financer’s security interest without having to rely on 9-320.
Waiver interpreted by Courts 

A large body of conflicting case law grew up around the question of when courts would find the existence of a secured party’s authorization to sell free of a security agreement, particularly in farm products financing in which there is no buyer-in-ordinary-course of business exception. 

Section 9-315(a) requires that a secured party’s waiver authorize disposition free of its security interest. Authorization to sell, without more, is insufficient. Other cases, with additional facts, will be more difficult. Comment 2 to 9-315 reports that Art. 9 “leaves the determination of authorization to the courts, as under former Art. 9.”

3. Buyers of Consumer Goods

As we have seen, 9-309(1) provides for automatic perfection of security interests in consumer goods, defined as meaning goods that are used or bought for use primarily for “personal, family, or household purposes.”

Thus, a retailer who reserves security interests in the consumer goods it sells but does not file in such transactions has a perfected security interest in those goods and, therefore, it prior to the rights of the buyer’s trustee in bankruptcy. But problems for a nonfiling retailer arise under 9-320(b) if its buyer sells the goods to other buyers. The following Problem examines Art. 9’s treatment of this issue.

4. When Does a Buyer Buy?

Determining when someone becomes a buyer can be important for purposes of 9-320(a) and (b). It can make the difference between taking subject to and taking free of a security interest in goods purchased. 

Section 1-2019b)(9) defines a “buyer in ordinary course of business” to require that he buy “without knowledge that the sale violates the rights of another person in the goods.” It does not specify the point in time at which someone buys and therefore the point at which the buyer’s knowledge is relevant. Possible dates include:

(1) the execution of the sales contract (2-103(1)(a), 2-106), 
(2) identification of the goods under it (2-501), 
(3) passage of title in the goods (2-401(2)-(3)), 
(4) delivery of the goods, and 
(5) acceptance of them (2-606). 
The issue has arisen in contexts pitting consumer buyers against inventory financers of defaulting debtors. Most courts have sided with the consumer buyer, accelerating the date of purchase to the point at which the goods are identified to the contract. 

Revised Article 9 makes dating the purchase more definite by requiring that a “buyer in ordinary course” take possession or have a possessory remedy available to it. Section 1-201(9) provides that “[o]nly a buyer that takes possession of the goods or has a right to recover the goods from the seller under Art. 2 may be a buyer in ordinary course.” The Revision also suggests a corresponding change in 2-716(3), giving a consumer buyer a right of replevin when it acquires a special property in the goods, which occurs upon their identification to the contract: “In the case of goods bought for personal, family or household purposes, the buyer’s right of replevin vests upon acquisition of a special property.’ Thus, a consumer buys when it has a right of replevin. 

5. The Tanbro Case.

Putting 1-201(9) and 9-320(a)(1) together, there is no requirement that the buyer take possession of the goods and nothing is said about the seller’s having to be in possession at the time of the transaction. If the seller doesn’t have to be in possession, could 9-320(a) apply to protect a buyer if the secured party had perfected its security interest by possession? The Tanbro Court shocked the commercial world by answering  in the affinitive. 
FACTS:
Deering sold unfinished fabrics to Mill Fabrics whose business it was to convert textiles into dyed and patterned fabrics. The goods were sold on a “bill and hold” basis. That is, the goods were paid for but left in Deering’s warehouse because Mill Fabrics, like other converters, lake warehouse space. When the goods were needed, Mill Fabrics would order Deering to deliver them to its own plant or to the plants of other converters to whom Mill Fabrics may have resold the goods. While the goods were still in Deering’s possession, Mill Fabrics sold them to Tanbro and ordered Deering to release them to Tanbro, which had already paid Mill Fabrics for the goods. Deering refused to release the goods because it claimed a possessory security interest in the goods to secure an open account that Mill Fabrics owed Deering. The agreement between Deering and Mill Fabrics was that all Mill Fabric’s goods in Deering’s warehouse stood as security for any balance owed on account. The buyer, Tanbro, sued the secured party, Deering for conversion of the goods which it refused to deliver. 
HELD

Deering’s possessory security interest had been cut off by the sale to Tanbro and that Deering was liable for conversion. 
UCC’s response: rejection

Although the Tanbro issue has rarely been before the courts, the case has achieved lasting notoriety in meriting a subsection of Revised Art. 9 9-320(e) devoted solely to rejecting its holding. The definition of “buyer in ordinary course of business” in 1-201(b)(9) requires the buyer either to take possession or have a right to recover goods from the seller under Art. 2. 

V.
Rights to Payment

1. Scope of Article 9

With respect to rights to payment, 9-109(a) provides that Art. 9 applies to:
(1) a transaction, regardless of its form, that creates a security interest in personal property or fixtures by contract; [and]
(3) a sale of accounts, chattel paper, payment intangibles, or promissory notes;

It is a baseline principle that Article 9 applies to security interests in personal property and not to outright transfers. Moreover, the Article 9 provisions for perfection by filing and priority under the first-to-file rule for security interests in rights to payment are equally appropriate for sales of these rights. In sum, with respect to rights to payment, it is convenient to cover two conceptually different transactions—secured loans and sales—in one statute
2. Reordering of rights to Payment in Art. 9

a. the new definitions
Scope

The extent to which Art 9 covers security interests in and outright transfers of rights to payment is determined by the definitions of the different kinds of rights to payment. The definition of “account” in 9-102(a)(2) greatly expands the definition to include rights to payment arising either from the disposition of any kind of property, including real property and intellectual property, as well as the rendering of services. The term includes health-care receivables, lottery winnings, and credit card obligations. However, it does not include rights to payment evidenced by chattel paper or instruments or those for loan advances (the lender’s right to repayment for money or funds advanced or sold) or commercial tort claims. In short, “account’ includes most unsecured obligations arising form the disposition of property or the rendering of services that are not evidenced by negotiable instruments. 

Def. “Chattel paper” 
Chattel paper is succinctly described in Comment 5b. of 9-102 as consisting of a monetary obligation together with a security interest in or a lease of specific goods if the obligation and security interest or lease are evidenced by a record or records. Installment sale contracts and leases of goods are common examples. Chattel paper may be either tangible, 9-102(a)(78), or electronic, 9-102(a)(31). 

Def. “general intangible” 
Defined in 9-102(a)(42), is a residual category, meaning any personal property other than “accounts, chattel paper, commercial tort claims, deposit accounts, documents, goods, instruments, investment property, letter-of-credit rights, letters of credit, money and oil, gas, or other minerals before extraction. The term includes payment intangibles and software.” 
NOTE: 

The definition of general intangible covers important kinds of intangible property that are not right to payment, such as rights in software, copyrights, trademarks, patents and characterization rights, but it also covers rights to payment hat arise in transactions other than those expressly excluded form the definition of general intangibles. These rights to payment are described as “payment intangibles.”


Def. “Payment intangible”
Defined in 9-102(a)(61), is a subset of a general intangible under which the account debtor’s principle obligation is a monetary obligation. An important example of a payment intangible is a bank loan. When the repayment obligation isn’t evidenced by a instrument, it is a payment intangible. As we see below, obligations to repay bank loans form the basis for the loan participation industry and are important elements in asset securitization. The adjective “principal” should be noticed in the definition. There are some circumstances in almost any transaction under which the account debtor would owe a monetary obligation. For instance, a breach of contract giving rise to damages or a tort both would create an obligation to pay money. 

Def. “Promissory Note,” as defined 9-102(a)(65) is an instrument that evidences a promise to pay money. The definition excludes checks and certificates of deposit. 

Case: In re Wiersma

b. Sale of Rights to payment. 

9-109(a)(3) covers virtually all the rights to payment, including promissory notes, that the assets securitization market deals with. But sales of other kinds of personal property falling within the definition of general intangibles that are not rights to payment, such as copyrights, trademarks and software are not covered by Art 9. 

Art. 9 covers payment intangibles.

Section 9-109(a)(3) extends Art 9 to cover the sale of payment intangibles. By implication, sales of other sorts of general intangibles are excluded.

· Section 9-309(3) provides that the sale of a payment intangible is perfected without filing. 
·  A creditor “perfects” a security interest; strictly, a buyer does not “perfect” the ownership interest it purchased. Still the effect of automatically perfecting the buyer’s interests in a payment intangible is clear: the buyer gets the benefit of Art 9’s perfection and priority rules and is protected in its seller’s bankruptcy proceeding. Section 9-309(4) provides that sales of promissory notes are also automatically perfected. 

3. Effect of Sales of Receivables: the octagon heresy.

A goal in setting up a special purpose entity for asset securitization is to make it “bankruptcy proof.” That is, the transaction is structured to make sure that in any possible bankruptcy of the transferor, the assets transferred to the special purpose vehicle cannot be considered part of the transferor’s estate and subject to jurisdiction of the bankruptcy court. This requires that the securitization is structured so that the assets transferred are isolated from the transferor’s creditors. Otherwise, investors in the special purpose vehicle will continue to bear some of the risk of the transferor’s business activities. Isolation of assets typically involves the transferor selling outright the cash flow-generating assets to the special purpose vehicle. Risks associated with the transferred assets frequently reallocated by credit enhancements provided by the transferor or a third party (such as guarantees or letters of credit), repurchase options, and the prioritization of different classes of securities issued by the special purpose vehicle. Such allocations can affect the legal character of the transfer of assets. As part of a securitization transaction, law firms often are asked to give “true sale” opinion letters. 
The issue in the following case is whether a sale of accounts leaves any residual interest in the transferor of the accounts after the sale that would fall within its bankruptcy estate.

Case: Octagon gas v. Rimmer

VI.
Accounts and General intangibles 
1. Priority in proceeds

In this and the following sections, we examine the priority rules applicable to specific kinds of rights to payment: accounts and general intangibles, chattel paper, deposit accounts, and cash proceeds.

GENERAL RULE:

Accounts and General Intangibles can be perfected only by filing (9-310(a)) possession is not a means of perfection for intangibles such as these. Priority between conflicting security interests in accounts and general intangibles is determined by the first-to-file rule of 9-322(a). Exceptions to this basic rule are found with respect to payment intangibles, discussed above, and security interests subject to other law, such as rights in registered copyrights (9-311(a)(1), discussed in Chapter 6. Purchase money security interests can be created only in goods and software and not in accounts. See 9-103, Comment 2 to 9-324 .
Section 9-309(2) Exception
A net case as broadly as the definition of “account” in § 9-102(a)(2) may pull in some strange fish. Suppose your brother-in-law, a small-time painting contractor, borrows $10,000 from you to deal with what he describes as an emergency. You are skeptical both about the existence of an emergency and, in the light of his credit history with you, his likelihood of repaying the money within two months as he said he would. But, in the interest of family harmony, you give him the money. However, in order to impress upon him that you expect to get your money back fairly soon, you extract form him as security for the loan a written assignment of his right to be paid under the contract he has with the owner of the building that he is now working on. When he finishes his work he will be owed approximately $12,000 on that contract. Neither you nor he has ever been involved with the assignment of an account before and neither of you has ever heard about Art 9 or its filing requirements. Comment 4 to 9-309 explains “the purpose of paragraph (2) is to save from ex post facto invalidation casual or isolated assignments—assignment which no one would think of filing. Any person who regularly takes assignments of any debtor’s accounts or payment intangibles should file. 

Case: In re Tri-County Materials, Inc. 

VII.
Chattel Paper and Instruments

In general terms, chattel paper is a record or records that evidence both a monetary obligation and a security interest in specific goods of a lease of goods. 
Gilmore views some intangibles as nonpledgable, e.g., accounts and general intangibles, and others as pledgeable, e.g., instruments, chattel paper and documents of title (bills o lading warehouse receipts). As we explained earlier, a security interest in accounts and general intangibles can be perfected only by filing; there is no physical embodiment of the right to payment that a creditor can be given possession of. However, with respect to instruments and chattel paper, the belief of the drafters was that the right to payment or performance is sufficiently embodied in written agreements so that possession of these writings gives the possessor control over the obligation. Hence, these writings are, in Glmore’s language, pledgable. This is best seen with respect to instruments. The right to payment is merged into the instrument and the pledge-holder of that instrument is the only person entitled to receive payment; any attempt by the original oblige (payee) to make a subsequent assignment of the right to payment represented by an instrument in possession of a pledgee-holder is futile. Although chattel paper is closely related to accounts, we find in the next case that Former 9-308 prescribed a priority rule for chattel paper very different from that prevailing for accounts. Revised 9-330 substantially retains the priority rules of § 9-308. 

Case: rex financial corp. v. great western bank & trust

1. “Merely as Proceeds” 

Whether subsection (a) or (b) of 9-330 applies depends on whether the chattel paper is claimed “merely as proceeds of inventory” or ‘other than merely as proceeds of inventory. 
See pp. 172 to 173. 
Giving new value against the chattel paper is what’s required to take it out of the merely as proceeds. That’s the PEB commentary conclusion; it’s also the majority rule. P. 1379, conclusion: Read through scenario. 

2. What is Chattel Paper?

An example is seen in In re Funding Systems Asset Management, in which he court held a bank to be unperfected with respect to certain leases assigned to it because it possessed some but not all of the numerous documents that the court decided constituted the “lease” in a modern leveraged equipment lease transaction. In that case the debtor executed master leases with each of its lessees which set forth the general terms and conditions under which the debtor would lease equipment, but the master lease did not set forth such specifics as the equipment to be leased, the amount of the rentals, and the terms of the lease. These terms were provided by additional documents known as “equipment schedules” hat incorporated by reference the terms of the master lease. After execution of the master lease, it was common for a number of equipment schedules to be executed over the years pursuant to the master lease as the lessee ordered more equipment. Additional documents were executed by the debtor and its lessees an assignment of leases to the bank; the lessees’ acknowledgement of the assignment; and a note and security agreement in the debtor’s rights under the leases which evidenced he debtor’s agreement to repay the bank’s loans. 
The court decided that all these documents were included in the definition of chattel paper and in those cases in which the bank didn’t have possession of the whole package it was unperfected. 

3. Instruments.

HYPO:

Suppose Bank takes a security interest in Debtor’s inventory and all the proceeds thereof, including accounts, chattel paper, and instruments. Bank perfected its security interest by filing a financing statement covering all Debtor’s personal property. When Debtor sells some items of its inventory it accepts promissory notes from buyers, in which they promise to pay to the order of debtor a stated sum of money at a stated future time. 

Negotiable Instruments
Under 3-104(a), the above notes are classified as “negotiable instruments,” and under 3-104(b) are “instruments.” But for Art 9 purposes “instruments” is broadened to include not only negotiable instruments but also other written promises to pay money that are, in effect, treated similarly in the market place. 9-102(a)(47). 
ISSUE: How do you determine priority between Bank and one who purchases an instrument from Debtor?

ANS:

9-330(d) likens instruments to chattel paper for priority purposes. The purchaser of the instrument prevails if it gives value (not just new value), takes possession of the instrument in good faith and without knowledge that the purchase violates the rights of the secured party.
NOTE (if the purchaser knew about the existence of bank’s security interest):

It is acceptable negotiable instruments law that a holder in due course takes free of a prior security interest in the instrument (a claim of ownership) but a holder who knows of the security interest cannot qualify as a holder in due course. Thus, if the purchaser knew about the existence of bank’s security interest, it would be subject to bank’s security interest under Article 3. But under 9-330(d), the purchaser would be prior to Bank even though it knew of the security interest so long as it had no knowledge that the purchase violated Bank’s rights. The Art 9 priority rule found in 9-330(d) would prevail. Section 9-330(d) provides that its rule applies “except as otherwise provided in Section 9-331(a),” and nothing in that section provides otherwise. Art. 3 holders in due course, but whether the purchaser is a holder in due course is irrelevant to the purchaser’s rights under 9-330(d). 

VIII. Cash Proceeds
1. Priority

Case: HCC Credit Corporation v. springs valley bank & trust

b. Transferees of Funds under section 9-332 

Section 9-332 is a bold clarification of the law on this subject. It provides: 

(a) a transferee of money takes the money free of a security interest unless the transferee acts in collusion with the debtor in violating the rights of the secured party. 

(b) A transferee of funds from a deposit account takes the funds free of a security interest in the deposit account unless the transferee acts in collusion with the debtor in violating the rights of the secured party.

Thus, if a depositor withdraws currency from a deposit account in which proceeds are deposited that are subject to a security interest and transfers it to another person, 9-332(a) protects the transferee against the claim of a secured party. If a depositor draws a check on such a deposit account in favor of another person, 9-3329b) protects the payee who receives the funds. 
c. Transferees of Instruments under section 9-330(d)
HYPO:
Debtor granted a security interest in its inventory and proceeds to SPA, who perfected by filing. Subsequently, Debtor granted a junior security interest in the same collateral to SPB, who also perfected by filing. When Debtor sells items of its inventory it receives checks payable to Debtor which, under its agreement with SPA, it is required to negotiate to SPA by indorsement and delivery without depositing them in a deposit account. Debtor violated the agreement by negotiating the checks to SPB who knew of SPA’s prior security interest. 

RESULT:

This is a familiar method of inventory control. By requiring a debtor who has received a check from an account debtor in indorse the check to the secured party, in specie, without running it through the debtor’s bank account, the secured party can be sure that payments are actually being received from account debtors. Questions of priority in checks involve the law of negotiable instruments, found in Art. 3 and Art 9.

RULES:

· Under 3-306, if a holder takes an instrument in which there is a security interest, it takes subject to that security interest (a clam of ownership) unless it is a holder in due course.
· Under 3-302(a), a holder is a holder in due course if it takes an instrument for value, in good faith and without notice of claims or defense. 
NOTE: Does SPB have notice of SPA’s claim because of SPA’s filed financing statement? Section 9-331(c) answers this question definitively by providing that filing under Art. 9 does NOT constitute notice of a claim or defense to the holders or purchases of instruments. But in this case SPB had actual knowledge of the earlier security interest of SPA and SPB therefore cannot be a holder in due course. 

NOTE: 

There are two other Article 9 provisions that bear on this question. 
(1) 9-331(a) , provides that Art 9 does not limit the rights of a holder in due course of a negotiable instrument and that such a holder takes priority over an earlier security interest, even if perfected, to the extent provided in Art. 3. 
THEREFORE: If SPB qualifies as a holder in due course under art. 3, it would take free of SPA’s security interest, but SPB does not qualify because of its knowledge of the claim of ownership. 
Since there are no facts showing that SPB knew that purchasing the checks violated the rights of SPA, SPB should prevail under this section. See Comment 7 to 9-330. SPB has given value by reason of its outstanding loans (1-204)(2)); new value is not required. There is no reason to believe that SPB was acting other than in good faith: 1-2019b)920) requires honesty in fact and observance of reasonable commercial standards. The good faith requirement does not impose on SPB a general duty of inquiry and not enough facts are given to evaluate its observance of reasonable commercial standards. Comment 5 to 9-331. Hence, the rights of a purchaser of instruments are roughly comparable to those of purchasers of chattel paper, except that the new value and ordinary course of business requirements are omitted. 

2. Lowest Intermediate Balance Rule

ISSUE: What happens to security interests in proceeds when they are comingled with non-proceeds?
ANS: TEST

Section 9-315(b)(2) clarifies the law by providing that proceeds that are commingled with nonproceeds are identifiable proceeds “to the extent that the secured party identifies the proceeds by a method of tracing, including application of equitable principles, that is permitted under law other than this article with respect to commingled property of the type involved.” 
NOTE: 

Most pre-Revisions cases used the lowest intermediate balance rule (LIB), and Comment 3 to 9-315 approves the use of this rule. The following case shows the devastating consequences of LIB for a foolish lender.

Case: Chrysler Credit Corporation v. Superior Court. 

ISSUE: What law governs the “tracing” rule?

Although 9-315(b)(2) clarifies the law by expressly allowing the use of tracing principles applicable under non-Article 9 law, the subsection still leaves some uncertainty. 
· It appears to allow the use of any tracing rule to identify commingled proceeds in non-goods as long as the rule is found in non-Art. 9 law. The qualifying language in (b)(2), “permitted under law other than this article,” places no restriction on area of non-Art 9 law that recognizes a tracing rule. Thus, 9-315(b)(2)’s language appears to allow the secured party to choose the racing rule that will benefit it from any area of non-Art 9 law that allows tracing. For example, clearly 9-315(b)(2) allows the use of the lowest intermediate balance rule. In Chrysler Credit Corp. applicable trust common law allowed the trustee’s deposit of its funds in a commingled account to replenish the beneficiary’s funds previously withdrawn by the trustee. The court said it would be “inappropriate” to adopt this exception. But under 9-315(b)(2), the exception is part of a tracing rule “permitted under law other than this article.” 
COMMENTARY (commingling funds? You deserve what you get):

Sophisticated financers shed few tears for secured parties who allow their debtor to commingle proceeds in a deposit account. In some instances secured parties may write off any commingled proceeds because of the litigation costs of identification. The means by which these creditors could have protected themselves are well known and frequently used. They involve removing the debtor from control over the deposit account, usually by the use of some form of what is known as a “lockbox account.”
“Lockbox Account” 

Under this device, account debtors are instructed to direct their payments to the debtor to a postal box directly controlled by the secured party who removes the checks daily, indorse them with the name of the debtor-payee, and deposits them in an account of the debtor in a bank. Restrictions can be imposed on such an account which preclude the debtor from either making deposits or withdrawals without the consent of the secured party. When the debtor needs advances, the secured party will move funds from the account into the debtor’s operating account. Since the debtor cannot deposit nonproceeds in the account, there can be no commingling; since the debtor cannot draw on the account, no third parties can receive payments to the detriment of the secured party. The account is entirely proceeds, and if the debtor defaults messy problems of tracing proceeds through an active checking account are avoided. 

IX.
Federal Tax Liens

Federal Tax law, not Art 9 or other state law, determines the priority of the federal government against he debtor’s other creditors. Two federal statutes potentially affect the priority of unpaid tax obligations to the United States government: the general federal priority state (31 USC § 3713(a)) and the Federal Tax Lien Act (FTLA) contained in the Internal Revenue Code (26 USC § 6321 et seq. (2003)). 

· The general federal priority statute provides that the federal government “shall be paid first” (1) when a bankruptcy case hasn’t been filed and (2) the debtor is insolvent. 
· Section 3723(a) applies to any indebtedness owed to the federal government, not just to indebtedness arising from taxes. More important, the statute is absolute in its terms, making no exceptions in which the government “shall” not have priority. 
· Section 3713(a) therefore seems to give the fed unrestricted priority as against other claimants of the taxpayer. Prior to the FTLA’s passage in 1966, courts created an exception which subordinated the federal government’s claim to an earlier consensually or nonconsensually created property right (a lien) if the property subject to he lien and the amount of the lien are definite. Although courts have understood a lien to be Choate when the lien is perfected, they have often used the choateness doctrine in unpredictable ways to disadvantage competing lines. The FTLA is much more restrictive that the general federal priority statute, subordinating federal tax liens under prescribed conditions described below. None of the FLA’s provisions say anything absolute “choateness.”
1. Creation and enforceability of federal tax liens

Assessed instead of Perfected

The FTLA doesn’t speak of a tax lien attaching or being perfected. It instead refers to a tax liability being “assessed” and the tax lien being “valid.” 
· Section 6321 provides that the United States government has a lien on all real and personal property of the taxpayer if the taxpayer neglects or refuses to pay after demand. 
· The lien isn’t restricted to property owned by the debtor at the time of the taxpayer’s neglect or refusal; it reaches after-acquired property too (property acquired after lien is assessed). 
· Section 6322 in turn provides that the tax lien “arises” in favor of the government when the tax is assessed. 
· Treasury Department regulations determine that assessment occurs when the tax liability is noted in the records by the appointed IRS assessment officer. Thus, the tax lien is enforceable against the debtor upon assessment. 
NOTE:

ASSESSMENT DOES NOT REQUIRE FILING! Therefore lien is secret. Although § 6334 exempts limited types of property or dollar amounts from a tax levy, the tax lien still attaches to all of the taxpayers property. 

Once Assessed . . .

Once the tax lien arises, it is enforceable against both the taxpayer and everyone else except “any purchaser,” holder of security interest, mechanic’s lienor, or judgment lien creditor.” § 6323(a). 

Perfection Equivalent
· To make its lien effective against these excepted classes, the IRS must file a notice of the lien. 
Thus, notice is the FTLA’s counterpart of perfection. 

Where Notice Must be Given
· Under 6323(f) state law controls where notice must be given. The most recent uniform state law on the subject is the uniform federal lien registration act, promulgated in 1978 which has widely been adopted.
· In the case of real property, the IRS must file notice in the office designated by the state in which the property is located. For personal property, filing must be in the state of the taxpayer’s residence. If the state hasn’t designated an office for tax lien filings, filing is in the federal district court for the judicial district in which the real or personal property is located. 
Length of Effectiveness
· Section 6323(g) makes a tax lien filing effective for ten years and 30 days after the date the tax is assessed. In a provision similar to 9-515(d)’s “refiling window,” § 6323(g)(3)(A) allows refiling within one year of the end of the effectiveness period.

2. THE FTLA’s General Priority Rule

Federal law could have made the tax lien valid against both the taxpayer and all competitors whenever it arises. Such a rule would have given the federal tax lien complete priority. Section 3717, the general federal priority rule, in effect is such a rule. However, the FTLA doesn’t adopt a “government always wins” rule. It instead determines priority essentially according to the order in time in which a competing interest in the taxpayer’s property is obtained.
GENERAL RULE

In general, interests obtained before notice of the tax lien is filed prevail against the tax lien; interests obtained after filing notice of the tax lien occurs are subordinated to the tax lien. Although the FTLA’s terminology differs from that of revised Article 9, the FTLA’s general priority rule gives priority only to security interests perfected before notice of a tax lien is filed. 


NOTE: 

This rule is subject to exceptions, set forth below. However, unless an exception applies, interests in the taxpayer’s property that come into existence after the tax lien filing are subordinate to the tax lien.

REQUIREMENTS for Secured Parties
In order for a secured creditor to have priority over the tax lien under § 6323(a), the secured creditor must be a ‘holder of a security interest” at the time of the tax lien filing. Section 6323(h)(1) in turn defines “security interest.” This important definition provides in relevant part that”[a] security interest exists at any time (A), if, at such time, the property is in existence and the interest has become protected under local law against a subsequent judgment lien arising out of an unsecured obligation, and (b) to the extent that, at such time, the holder has parted with money or money’s worth.” 
· Thus, to hold a security interest at the time of the tax lien filing, three requirements must be met:
(1) The collateral must exist,
(2) The security interest must be protected under local law against a subsequent judgment lien on an unsecured claim, and
(3) The creditor must have parted with money or money’s worth. 
NOTE:

Failure to meet one or more of these requirements means that the claimant doesn’t hold a “security interest” for purposes of the FTLA. As such it loses to the federal tax lien under § 6323(a)’s general rule. 

After-acquired Property Not Protected Against Tax Lien
Rights of Lien Creditor under Local Law

Two points about 6323(h)(1)’s definition should be noted. First, because (A) requires that collateral be in existence at the time of the tax lien filing ,§ 6323(a)’s general rule doesn’t protect perfected security interests in after-acquired property against a lax lien. Security interests in after-acquired property are protected, if at all, under one or more exceptions to § 6323. See § 6323(c). Second, (h)(1) uses the rights of a lien creditor under local law (i.e., non-FTLA law) as a baseline of sorts. If a security interest doesn’t have priority over a lien creditor under local law, it isn’t a ‘security interest” under the FRLA. If the security interest has priority under local law, it’s  “security interest” under the FRLA as long as the other requirements of (h)(1) are satisfied. Revised Art 9 of course is a prominent sort of local law. Section 9-317 of the Revision determines that priority of a security interest against a lien creditor’s rights. 
3. § 6323(c) and (d)s’ exceptions: Post-lien transactions.

Sections 6323(c) and (d) contain important exceptions to § 6323(a)’s general priority rule. 
· Section 6323(c) addresses both future advances and floating liens
· § 6323(d) concerns only future advances. 
Why Do We Need These Exceptions?

By its terms, § 6323 only gives priority to holders of security interest at the time of filing notice of the tax lien is given. A post-notice advance creates a security interest not in existence at the time of the tax lien filing. Similarly, a post-notice acquisition by the debtor of collateral covered by an after-acquired property clause creates a security interest that didn’t exist at the time of the filing of the tax lien. 
Without § 6323(c) or (d), all post-notice advances and post-notice acquisitions of collateral therefore would be subordinate to the IRS’s tax lien under § 6323(a). 
· Section 6323(c) protects a secured creditor’s future advances and after-acquired property against subordination to a tax lien,
· § 6323(d) also protects its future advances from subordination. 
NOTE:

· Both sections describe the conditions under which the tax lien is “invalid” against a security interest. 
Section 6323(c)(1) protects a range of security interests that come into existence within 45 days after the tax lien filing through the taxpayer’s acquisition of collateral. To be protected:

1. The collateral acquired must be “qualified property”

NOTE:

Section 6323(c)(3)(B) defines “qualified property” as “commercial financial security” to include commercial paper, accounts receivable, real property mortgages and inventory. (Treasury Dept regs have extended he category of commercial paper to include commercial documents evidencing contract rights.
2. Covered by a pre-notice “commercial transactions financing agreement,” and 
3. Protected under local law against a judgment lien creditor. 
BOTTOM LINE:

In plain English, § 6323(c)(1) protects security interests in certain types of after-acquired property when the property is collateral acquired by the taxpayer within 45 days of a tax lien filing.
Section 6323(d) gives priority against a tax lien to prescribed future advances. Under (d) the tax lien is subordinate to security interests that come into existence “by reason of a disbursement made” within 45 days of the tax lien filing. Future advances are disbursements. To have priority:

1. The secured party must make the advance without actual knowledge of the tax lien filing,
2. The advance must be secured by collateral existing at the time of the filing, and
3. The advance must be protected under local law against the rights of judgment lien creditors.
The first condition means that § 6323(d) treats future advances less favorably than under Revised Article 9. Under 9-317(a)(2) and 9-323(b), advances by a secured creditor who is perfected or has filed a financing statement and satisfied one of 9-203(b)(3)’s conditions has priority over a lien creditor are protected when made within 45 days of the lien. The secured creditor’s knowledge of the intervening lien does not affect the advance’s priority. Under § 6323(d) the secured creditor’s actual knowledge of the tax lien filing cuts off the advance’s priority over the intervening tax lien, even if the advance is made within the 45-day period. 

Section 6323(c) and (d) overlap to some extent. By defining a “commercial transactions financing agreement” to cover advances under such agreements made within 45 days of the tax lien filing without knowledge of the filing, subsection (c) also protects some post-lien advances. However, the subsections generally give different protections. Section 6323(c) protects qualifying after-acquired collateral; (d) protects only future advances. Unlike (c) § 6323(d) does not restrict the type of collateral securing protected future advances. For its part, (c)’s protection of qualifying after-acquired property is unaffected by a secured creditor’s actual knowledge of the tax lien filing. 


Consider § 6323(c)’s application to the facts in the case below.

Case: McCord v. Petland Inc. 

4. PMSIs and Post-Lien Proceeds

Courts and the IRS have created exceptions to the FTLA protecting purchase money security interests and post-lien proceeds. In some circumstances the FTLA gives a PMSI priority over an intervening tax lien. 
EXAMPLE

Suppose a creditor and debtor execute a security agreement on day 1, the creditor delivers the collateral the same day and the creditor’s security interest is a PMSI. On day 2 the IRS files notice of its tax lien against the debtor, and on day 15 the creditor files a financing statement covering the collateral. 
RESULT: 

Under § 6323(h)(1) the creditor “holds a security interest” on day 1. This is because (h)(1)’s conditions are satisfied as of that date: the purchase money collateral is in existence as of the date notice of the tax lien is given since it was delivered on day 1; the creditor’s purchase money security interest is protected under 9-317(d) against an intervening lien creditor’s rights; and the creditor has parted with “money or money’s worth.” As the holder of a security interest, the purchase money creditor’s security interest is “valid” against the tax lien and therefore has priority under § 6323(a). 

However, in other circumstances PMSIs are NOT protected.

EXAMPLE:

Assume that a tax lien is filed on day 1 covering all of taxpayer’s assets. On day 5 a purchase money creditor delivers the purchase money collateral to the taxpayer. 
RESULT: The creditor has the taxpayer execute a security agreement and files a financing statement on day 8. The creditor isn’t a “holder of a security interest” at the time the tax lien was filed. See § 6323(h)(1). Although it later became a holder of a security interest, neither § 6323(c) not (d) allows the creditor priority over the tax lien because both sections require that a written security agreement be executed prior to the fling of the tax lien. 

BUT NOTE:

Under a judicially created exception to the FTLA, the purchase money creditor nonetheless has priority over the previously filed tax lien! This is so regardless of whether the security agreement creating the PMSI occurred before or after the tax lien was filed.  
RATIONALE: 

In Slodov the Supreme Court’s justification is that the PM creditor’s priority “reflects his contribution of property to the taxpayer’s estate and therefore does not prejudice creditors who are prior in time.” Affected noncreditors such as the taxpaying public, may feel differently when the reduction in tax revenues collected increases their tax rates. 

EXCEPTION: (Proceeds of Collateral)

The other judicially created exception to tax lien priority concerns proceeds of collateral. The FTLA doesn’t address the priority in proceeds. Treasury Dept. regs instead deal with the matter. 
· Obviously, pre-notice identifiable proceeds of pre-notice collateral don’t cause a problem. If the proceeds are identifiable under 9-315(b) a security interest attaches to them under 9-315(a)(2). Further, under 9-315(c) a perfected security interest in collateral carries over to proceeds. Thus a secured creditor with a pre-notice perfected security interest in proceeds is a “holder of a security interest” for § 6323(h)(1)’s purposes. Its security interest in proceeds therefore is “valid” against a tax lien filing under § 6323(a). 
· However, the FTLA is silent about the treatment of proceeds in two other circumstances: (1) when post-notice proceeds are realized from disposal of pre-notice collateral, and when post-notice proceeds are realized from the disposal of post-notice collateral that is “qualifying property” under § 6323(c). In the former circumstance the proceeds are not in existence” as required by (h)(1) at the time notice of the tax lien is filed; in the latter case both the collateral and its proceeds are not “in existence” at that time as required by (h)(1). The following case raises the question of the priority of proceeds in the later circumstance. 
Case: Plymouth Savings Bank

NOTE: Plymouth Savings Bank is typical in relying heavily on Treasury Dept. Reg. § 301.6323(c)-1 to determine the priority of post-notice proceeds. Treasury Dept regs have the force of law. Reg. § 301.6323(c)(-1 provides that accounts receivable are acquired when the right to payment is earned by performance. Contract rights, as defined by the regulation are acquired at the time the contract is made. Finally, inventory is acquired when tile is passed to the taxpayer. The reg. considers identifiable proceeds of qualified property to be acquired at the time the qualified property is acquired. 

Chapter 4: 
- Default and Enforcement -

I.
Meaning of Default
Default is Whatever the Parties Say it is.
The event that triggers a secured party’s rights to enforce its security interest under 9-601(a) is the debtor’s default. Art. 9 does not define default, leading professor Gilmore to observe that “default is, within reason, . . . whatever the security agreement says it is. Comment 3 to 9-601 observes: “[T]his art. leaves to he agreement of the parties the circumstances giving rise to a default.”


Common Default Events
The great variety of commercial and consumer transactions falling within Art. 9’s broad scope yields almost infinite variations in the kinds of events that the security agreement may define as defaults. In all instances agreements make failure to meet required payments a default. Other commonly found events of default are the death, dissolution, insolvency or bankruptcy of the debtor, and the debtor’s breach or failure to perform any of the agreements, covenants, representations, or warranties contained in the agreement. 

NOTE: If the Creditor is concerned that its enumeration of specific events of default is not adequate to protect against unforeseen occurrences that might impair the debtor’s prospect of payment, it may contract for the right to declare a default whenever it deems itself insecure. 

NOTE ALSO: State consumer protection legislation has for the most part not regulated contractual definitions of default.

2. Acceleration

Function of Acceleration
Default in one installment payment could lead to acceleration of the entire unpaid debt. But if the Debtor is in default on one or more installments and the agreement does not provide for acceleration, the secured party may sell or otherwise dispose of the collateral under 9-610(a) only to the extent of the amount of the overdue installments. 
· In such a case the debtor may redeem the collateral under 9-623 by paying only the amount of the overdue installments plus other amounts required by the statute. 
· If the default is other than a failure to make a payment, there may be no amount then due, absent an acceleration clause. 
· Hence, failure to include an acceleration clause may be very costly to a secured creditor. If, in such a case, the collateral is repossessed and sold before all installments are due, the proceeds of sale can be applied to satisfy only the amount of the installments then due, and the surplus must be returned to the debtor. See 9-615(a)(2) and (d)(1). 
· Although the secured creditor would retain a security interest in the money returned to the debtor as proceeds of the disposition of the collateral (9-315(a))

· The practical difficulty of tracing cash proceeds renders the creditor effectively unsecured after foreclosure. The equally unappealing alternative is for the creditor to wait until all payments are due before repossessing. It is apparent that the omission of an acceleration clause in a loan agreement has malpractice implications if the drafter is a lawyer.
Insecurity Clauses. 
A commonly litigated issue under former Article 9 concerned acceleration in secured transactions involving insecurity clauses. If a creditor is given the right by agreement to accelerate “at will” or “when it deems itself insecure,” 1-309 provides that the creditor “has the power to do so only if that party in good faith believes that the prospect of payment or performance is impaired.” The burden of establishing the creditor’s lack of good faith is imposed on the debtor.
· Section 1-201(b)(20) defines “good faith” as “honesty in fact and the observance of reasonable commercial standards of fair dealing.”

TEST: (“honesty in fact”)

There are two tests: 
(1) The creditor has the right to accelerate if, under all the circumstances, a reasonable man, motivated by good faith, would have done so. A number of courts declined to read former 1-201(19) and 1-208 as they were written and injected some degree of objectivity into the meaning of good faith, but others purported to apply a subjective meaning. 
NOTE: No difference in result?

Reading the decisions taking both views, one is struck by the difficulty of saying with any certainty whether the results in any of these cases would have changed whether a subjective or objective definition of good faith were employed. 

The commercial law establishment that shaped the UCC in the late 1940s probably intended in drafting form 1-201(19) and 1-208 that creditors acting under insecurity clauses should be granted much leeway so long as hey acted honestly. Several decades later, however, ideas about creditor responsibility to deal fairly with debtors have changed. The redefinition of “good faith” in 1-201(b)(20) as meaning not only “honesty in fact” but also “the observance of reasonably commercial standards of fair dealing,” takes an important step toward and appropriate solution to the issue of the latitude granted creditors under insecurity clauses. The fair-dealing prong of the definition should preclude creditors from whimsical or capricious use of insecurity clauses. 

3. Lender Liability. 

The following case is considered by some to be the high-water mark of the judicial enforcement of the implied covenant of good faith and fair dealing. 

Case  K.M.C. Co., v. Irving trust company. 

Punitive Damages 

NOTE: Ordinarily punitive damages are not appropriate in breach of contract cases. Nonetheless a number of cases found sufficient tortuous conduct on the part of lenders to justify punitive damages. Other case found punitive damages inappropriate. (Casebook note). 
Section 1-304 imposes an obligation of good faith in the performance or enforcement of every contract within the UCC. Moreover, restatement of Contracts § 205 (1981) provides that every contract imposes upon each party a duty of good faith and fair dealing in its performance and enforcement. Section 9-102(a)(43) defines “good faith” as including “observance of reasonably commercial standards of fair dealing.”

Alaska Statebank (notecase)
a toy store was in default on its debt to a bank. After negotiations were entered into for a workout, the bank without notice seized its collateral, the stores inventory, and refused to honor the debtor’s checks. The debtor was allowed to reopen its business only by agreeing to terms it had previously rejected. Alleging that the bank had breached its duty of good faith under former 1-203 in closing the store in order to coerce the debtor into putting up additional security, the debtor sued on wrongful repossession and dishonor of checks. Although the debtor was clearly in default when the bank acted, the trial court, sitting without a jury held for the debtor on the ground that the existence of negotiations between the parties modified the written agreement so as to require the bank to give notice to the debtor before closing its business and dishonoring its checks. Punitive damages were awarded. 
Duffield v. First Interstate Bank. Notecase.

Although under the contract, upon Debtor’s default, bank had the discretion to direct the operators to make their payments to Bank, debtor’s legitimate expectation was that Bank would take this action only on reasonable belief that Debtor was in default and after giving Debtor an opportunity to cure the default. In such a case the implied covenant of good faith and fair dealing protects Debtor from an unexpected and unwarranted use of this discretionary right on the part of the Bank. The court rejected Bank’s contention that the doctrine of good faith and fair dealing applies only to ambiguous terms of the contract and held that it applies “in all situations—including when a contract’s express terms do not limit either parties’ right to act unreasonably. 

Cf. 

Kham & Nates Shoes No. 2
Firms that have negotiated contracts are entitled to enforce them to the letter, even to the great discomfort of their trading partners, without being mulcted for lack of “good faith.” “Good faith” is a compact reference to an implied undertaking not to take opportunistic advantage in a way that could not have been contemplated at the time of drafting, and which therefore was not resolved explicitly by the parties. When the contract is silent, principles of good faith—such as the UCC’s standard of honesty in fact, and the reasonable expectations of the trade fill the gap. They do not block use of terms that actually appear in the contract. “Knowledge that literal enforcement means some mismatch between the parties’ expectation and the outcome does not imply a general duty of ‘kindness” in performance, or of judicial oversight into whether a party had ‘good cause” to act as it did. Parties to a contract are not each others’ fiduciaries; they are not bound to treat customers with he same consideration reserved for their families.

UCC reaction to Good Faith

The Comment to 1-304 responds to concerns about the role of good faith under Art 9.: “This section does not support an independent cause of action for failure to perform or enforce good faith . . . [t]he doctrine of good faith merely directs a court towards interpreting contracts within the commercial context in which they are created, performed, and enforced, and does not create a separate duty of fairness and reasonableness which can be independently breached.” 

Does the obligation of good faith under 1-309 limit a creditor’s right to call a loan if the promissory note is “payable on demand”? Not according to the comment to that section: “obviously this section has no application to demand instruments or obligations whose very nature permits call at any time with or without reason.” 
The parties by the demand note did not agree that payment would be made only when demand was made in good faith but agreed that payment would be made whenever demand was made. Thus [former] 1-203 has no application because it does not relate to the performance or enforcement of any right under the demand note but in fact would ad an additional term which the parties did not agree to.

4. Waiver and Estoppel

A secured party’s enforcement remedies arise only after the debtor’s default. But what if the secured party has not insisted on the debtor’s compliance with the terms of the agreement? The secured party’s conduct can be interpreted in two ways, both adverse to it. One interpretation is that the debtor’s actions were part of a course of dealing, understood under 1-303 as an element of the parties’ agreement. 1-303(a), (3). As part of a course of dealing, the debtor’s actions don’t constitute a default. The other, more plausible interpretation is that the secured party’s conduct constitutes waiver of the debtor’s default. Litigation on the wavier issue has flourished, and secured parties have attempted to deal with the problem by including nonwaiver clauses in the agreement like the one quoted in the case below. Comment 3-9-601 states that Art. 9 takes no position on the kind of conduct that constitutes waiver or the effect of nonwaiver clauses. Hence, pre-Revision case law is still good precedent. The following case is a good example of trend authority on this issue. 

Case: Mod v. John Deere Co. 

II.
Enforcement

1. Cumulative remedies. 

If voluntary payments are not forthcoming, Art 9 .Offers secured parties a broad array of enforcement remedies that are summarized in 9-601. Section 9-601(a)(1) recognizes that the secured party can disregard its in rem rights against its collateral and proceed outside Art 9 to obtain an in personam judgment against the debtor as though the debt were unsecured. 

Def. “debtor”:

The person who owns the collateral in 9-102(a)(28); 
Def. “obligor”:

The person who owes the debt in 9-102(a)(59)
NOTE: Since in most cases, the debtor and the obligor are the same person, for ease of communication we will refer to this person as a debtor unless the reference is only to the obligor. The secured party may sue the debtor on the obligation and obtain a judgment for the amount of the debt and may collect the judgment by whatever means available under stat law; e.g., obtaining a writ of execution on the debtor’s nonexempt assets, real or personal, selling the property at a public sale presided over by a judicial officer, and applying the sale proceeds to satisfaction of the judgment. Other common judgment satisfaction remedies are levying on eh debtor’s deposit accounts and garnishing an individual debtor’s wages. If a secured creditor levies on the collateral pursuant to its judgment against the debtor, 9-601(e) provides that the lien of the levy relates back to the earlier of the date of filing or perfect of the security interest. Thus, the secured party enjoys the priority of the first-to-file-or-perfect rule with respect to property that is collateral. 
Extrajudicial Procedures

In the great majority of cases, secured parties choose to proceed against the collateral by the extra-judicial procedures authorized by Art 9, which are cheap ad fast. These procedures fall within two general categories: sale or other disposition of the collateral and collection of rights to payment. The two prototypic cases are: (1) under 9-610 the secured party may make a commercially reasonable sale of collateral consisting of goods at either public or private sale and, under 9-615, apply the proceeds of the sale to satisfaction of the obligation secured by the security interest, with any surplus going to the debtor; or (2) in the case of a right to payment such as an account, he secured party may proceed in a commercially reasonable manner under 9-607 to collect the amount owing by notifying the account debtor to make payment to the secured party. In the alternative, instead of disposing of the collateral the secured party may opt to accept the collateral in full or partial satisfaction of the amount owing under 9-620, but only if the debtor consents to the acceptance in the manner prescribed by the statute. 

We emphasize that secured parties can proceed to repossess and sell collateral or collect rights to payment without going to court. The secured party, not judicial officers, conducts the sale of property or collects the payments on accounts and other rights to payment. Not until the secured party has established that the debtor is liable for  deficiency does it have to bring a lawsuit in order to obtain a judgment for the amount of the deficiency.

ISSU: Can creditor go after debtor and collateral at the same time or must the creditor go after collateral first and then he debtor?


Art. 9 addresses this question in 9-6019c): the rights under subsections (a) and (b) are cumulative and may be exercised simultaneously.” Comment 5 states: “Moreover, permitting the simultaneous exercise of remedies under subsection 9c) does not override any non-UCC law, including the law of trot and statutes regulating collection of debts, under which the simultaneous exercise of remedies in a particular case constitutes abusive behavior or harassment giving rise to liability.”

2. Repossession

a. self-help repossession. 

A secured creditor has a property right in collateral. The property right includes the right to repossess the collateral upon the debtor’s default without judicial assistance. The right of extra-judicial self-help repossession set out in 9-609 is a traditional remedy in this country. It does entail some risk.

EXAMPLE. In 1994 a Texas debtor whose truck was being repossessed killed the repo man with a .30-30 rifle as he was hooking his tow truck to the debtor’s vehicle. Police declined to arrest the debtor because of a frontier-era law that gives considerable leeway in dealing with nighttime thieves and intruders. (casebook).

b. Breach of Peace. 

Under 9-609(b) a secured party may repossess without judicial process only if it can do so “without breach of the peace.” The breadth and uncertainty of the meaning of his language, coupled with the potential for significant liability, have severely limited the use of self-help repossession by secured parties. In the great majority of cases in which the secured party retakes possession, it does so with he expressed consent of the debtor, who knows it is in default and wishes to avoid the heavy costs of judicial actions for possession. If the secured party cannot take possession without risking a breach of the peace, and the debtor will not voluntarily relinquish possession ,it may have judicial officers seize possession under a replevin action or the like, with the costs passed on to the debtor under 9-608(a). 


Secured Creditor Can Sell Collateral Without Taking Possession

Under 9-609(a)(2), a secured creditor need not take possession of the collateral in order to sell it; it may render the collateral unusable and sell it on the debtor’s premises. This procedure may be necessary in cases in which the collateral is bulky and removal is impractical or unduly expensive. See Comment 6 .Section 9-609(c) authorizes a secured party to require a debtor in default to “assemble the collateral and make it available to the secured party at a place to be designated by the secured party which is reasonably convenient to both parties.” Loan agreements invariably include provisions concerning the right of self-help repossession, sale without removal, and assembly of the collateral. N reality, no matter what the statute or agreement says about the secured party’s right to require the debtor to assemble the collateral at another place, the debtor’s cooperation is needed; if the debtor is recalcitrant, it may have incurred further liability, but the secured party may have to go to court to enforce its rights. The same may be true with respect to the secured party’s efforts to conduct a sale on the debtor’s premises. 


Damages from Self-Help
If a breach of the peace occurs in a self-help repossession case, 9-625(c(2) provides for statutory damages “not less than the credit service charge plus 10 percent of the principal amount of the obligation or the time-price differential plus 10 percent of the cash price.” In cases in which the consumer goods are expensive automobiles or boats, these damages can be substantial. Anecdotal evidence tends to show that a comparable provision under former Art. 9 has rarely been used. 

Debtors often seek recovery outside Art 9 for repossessions that result in a breach of the peace. Wrongful repossession is the tort of conversion, and comment 3 to 9-625 recognizes hat “principles of tort law supplement recovery for a breach of the peace under 9-609. The typically more generous statute of limitations in tort is attractive to debtors. More important, the potential for punitive damages is present if the repossessing party’s conduct falls within whatever the law of the jurisdiction requires, e.g., malice, oppression, or fraud. Section 1-305 states that “penal damages” are not recoverable under the UCC unless specifically provided “or by other rule of law” presumably ,every jurisdiction has a body of law, whether judge-made or statutory, on punitive damages. 


Def. “Breach of the Peace”
Case law has struggled with the meaning of the ancient term “breach of the peace.” Courts often recite that the standard includes a risk of violence. See, e.g., Ford Motor Credit co. v. herring. The difficulty in the cases, of course is to identify the circumstances in which the risk exists. The large body of caselaw on the subject suggests that a secured party breaches the peace by entering an enclosed area without consent: a house, apartment, garage ,or office. No breach occurs with respect to unattended vehicles parte on streets or driveways. A growing body of case law indicates that a secured creditor cannot avoid liability for breach of the peace by employing an independent contractor to serve as the repo agent. 

PRACTICAL EFFECT

Self-help is used most commonly with respect to unattended motor vehicles parked on streets or in unenclosed areas. In other instances, if the debtor’s consent to the retaking cannot be obtained, the creditor must proceed by judicial process. 

Case: Wiliams v Ford Motor Corp. 

Oral Protest
Split of authority, some courts say that oral protest is enough, some say that it isn’t. (Hollibush v. Ford Motor credit; Cf Chrysler Crdit corp v. Koontz). 

In Koontz it was said, we reject Koontz’ invitation to define ‘an unequivocal oral protest,’ without more, as a breach of the peace.” Presumably, if Kootz had not been so modest and had duked it out with the repossssor, a breach of the peace would have occurred. (I agree!)

2. In Thompson v. Ford motor Credit Co., the automobile sold by the seller was found in a repair garage. The agreement refused to allow the seller to take the vehicle unless he had obtained the debtor’s consent. The seller lied in telling the garage man that he had the debtor’s consent. The court stated that “[m]erely to connive to repossess does not make [the seller] liable.” On similar facts the same result was reached in K.B. Oil v. Ford Motor Credit Co., the finance company repossessed an automobile from the parking lot of a grocery supermarket where the debtor worked by use of a duplicate key obtained form the dealer who had sold the installment contract to the finance company. The court held that there was no breach of the peace because possession was obtained without fraud, artifice, stealth, or trickery. The same court found a breach of the peace with the repo agent induced the debtor to drive his car to the dealer’s office to discus whether his payments were in arrears. While the debtor was inside discussing the account, his car was removed. 

3. If the collateral is in an enclosed area the creditor must either obtain the consent of the debtor to take the property or resort to judicial process. Replevin statutes allow levying officers to use force to enter and seize the collateral. (State statutes). 

4. Disposition of collateral

In part 6 of art 9, the disposition process is loosen and made more business like in order to get better return. They encourage the creditor to resell in private sales at market prices. But as a balance to this freedom of action the creditor is held to an ex-post standard of “commercial reasonableness” in all aspects of the realization process with strict accountability for failure to meet this flexible standard. The adoption of the commercially reasonably standard ad the introduction of dispositions by private sale by the 1962 version of Art 9 constituted a revolution in foreclosure of security interest and raise many issues unresolved by the language of the rather terse provisions of the Act. Revised Art. 9 moved to address these issues and, in doing so, has posed a new set of questions. 

Section 9-610(a) allows the foreclosing creditor to “sell, lease, license, or otherwise dispose” of the collateral. Since most dispositions are by sale of the collateral we have often used this form of disposition in our discussion in the following sections on disposition of collateral.

a. notification before disposition. 

The UCC does not require creditors to inform debtors of their intentions until they decide either to foreclose on the collateral or to accept it in satisfaction of the debt. If the secured party chooses to foreclose by extra-judicial sale, 9-611(b) and (c) provide that the secured party “shall send a reasonable authenticated notification of disposition” to the debtor, any secondary obligor, such as a guarantor, and in nonconsumer cases, to certain other enumerated parties. The authentication requirement (9-102(a)(7)) Resolves the question under former Article 9 whether oral notice sufficed, and use of the term “send” (9-102(a)(74)(A)) continues the rule that the secured party need only prove that notice was dispatched not that it was received. Section 9-61 prescribes the contents of the notification in nonconsumer goods transactions and offers secured creditors a safe harbor notification form. Section 9-614 does the same for consumer goods transactions. The drafters have done a commendable job of using easily understood language in the consumer goods form.
Both 9-613 and 9-614 require the information contained in 9-613(1): the method of intended disposition must be stated, as well as the time and place of a public disposition or the time after which any other disposition is to be made, such as a private sale. The differences in the information required by the two sections show that creditors are cut more slack in commercial transactions than in consumer transactions. 
The major differences are: 

(i) Section 9-613(2) provides that whether a notification that lacks any of the information required by paragraph (1) is sufficient is a question of fact .Section 9-614(1) provides that for a notification to be sufficient, it must contain all the information stated in that subsection. 

(ii) Section 9-613(3)(B) provides that a notification may be sufficient even though it includes “minor errors that are not seriously misleading.” No such provision is found in 9-614. Section 9-614(5) excuses errors only with respect to information not required by paragraph (1). 

(iii) in consumer goods transactions, 9-614(1)(B) requires a description of any liability of the debtor for a deficiency. 

Directions of timeliness of notice:

Section 9-611(b) requires the secured party to send a “reasonable authenticated notification of disposition.” Comment 2 explains that this includes timeliness (“a reasonbale time before the disposition is to take place”). Section 9-612(a) says that whether a notification is sent within a reasonable time “is a question of fact.” But 9-612(b) gives creditors in commercial cases the safe harbor protection they had long sought by providing that a notification of disposition after default and at least 10 days before the earliest time of disposition is sent within a reasonably time. It is important to note that the safe harbor provision does not apply to consumer transactions; here the only guidance provided secured parties is that the notice must be sent within a reasonable time under 9-612(a). Comment 2 says : “A notification that is sent so near to the disposition date that a notified person could not be expected to act on or take account of the notification would be unreasonable.”
Case: In re Downing

NOTE: If the secure party decides to dispose of the collateral, it may do so either by “public or private proceedings.” See 9-610(b). The method of disposition selected must itself be commercially reasonable. 9-609(b); see 9-627(b). There are two procedural consequences of the secure party’s choice. First if a public sale is selected, the notification must state the time and place of the public sale, but if a private sale is chosen, only the time after which the sale will be made. See 9-613(1)(E). The second is that in most instances a secured party may not purchase at a private sale, but it may do so at a public sale. See 9-610(c). The term “public or private proceeding” is not defined in the text of Art. 9, but Comment 7 to 9-610 speaks to the issue: “[A]s used in this article, a ‘public disposition’ is one at which the price is determined after the public has had a meaningful opportunity for competitive bidding. ‘Meaningful opportunity’ is meant to imply that some form of advertisement or public notice must precede he sale (disposition).” The requirements of public notice and opportunity to participate are consistent with the understanding under former Art 9. 

Equitable Doctrine of marshaling.

The equitable doctrine of marshaling, applicable via 1-103(b), sometimes can prevent a secured party from disposing of collateral. Disposing of an item of collateral generally harms other creditors in that they can no longer satisfy their claims from the item. 
The doctrine of marshaling allows a junior secured creditor to require a senior secured party to proceed against collateral other than assets in which the junior secured party has a security interest. The doctrine applies when three conditions are satisfied: (1) the two parties are creditors of the same debtor; (2) two funds are owned by the debtor; and (3) one of the creditors can satisfy its entire claim from either or both of the funds, while the other creditor can satisfy its claim from only one of the funds. Marshaling is permitted only when the creditor wouldn’t be prejudiced or inconvenienced by being required to proceed against one of the funds. In addition, the doctrine only applies to creditors with liens on assets, such as secured parties. I also can’t be used by one junior secured creditor having another junior secured creditor. Some bankruptcy courts have extended the doctrine to allow the bankruptcy trustee, representing unsecured creditors, to require marshaling against secured creditors. A few other courts relax the “debtor ownership” requirement, allowing marshaling as long as a creditor has the right to proceed against two or more funds (whoever owns them). Comment 5 to 9-610 leaves to courts the determination as to when marshaling is appropriate. 

b. Commercially Reasonably Disposition. 

9-610(a) provides broadly that disposition may be by sale, lease, license, or otherwise, and 9-10(b0 allows either a public or private disposition. 

The drafters of the 1962 ode introduced the overriding concept of “commercial reasonableness.” The secured party should be allowed to dispose of the collateral in almost any manner so long as ‘[every aspect of a disposition of collateral, including the method, manner, time, place and other terms, must be commercially reasonable.” 9-610(b). 


Revised 9-627(b)(3) offers a safe-harbor definition of the crucial term similar to that in former 9-507(2): a disposition is commercially reasonable if it is “in conformity with reasonable commercial practices among dealers in the type of property that was the subject of the disposition.” The drafters focused on procedure rather than the price obtained at the disposition, which is what debtors are most interested in. Section 9-627(a) spells this out: the fat that a higher price could have been obtained at a different time or in a different method from that selected by the secured party “is not of itself sufficient to preclude the secured party from establishing that the disposition was made in a commercially reasonable manner.” As we will see, however, if the price is too low, 9-615(f) applies in limited situations. Comment 2 to 9-627. Section 9-626(c) offers secured parties another safe-harbor of sorts by providing that a disposition is commercially reasonable if it has been approved by a court or creditors’ committee.

The following case demonstrates how one of the most sophisticated creditors in America, GEC deals with the commercially reasonable resale standard in a case in which it contemplates going for a deficiency judgment and knows that the debtors are going to put up a fight.
Case: G Capital Corp. v. Stelmach Construction co.

p. 270 has some note cases on the commercially reasonable test. 

c. Liability for Deficiency. 

(1) Nonconsumer Transactions

Prudent creditors think twice before seeking deficiency judgments because they involve lawsuits, and lawsuits involve lawyers and lawyers can be expensive. 

Surplus Goes to the Debtor
Section 9-615(d) provides that after disposition of the collateral by the secured party any surplus from the sale goes to the debtor, and the obligor (who is usually, but not always, the debtor) is liable for any deficiency. Of course, if the underlying transaction is an outright sale of, rather than  a security interest in, accounts, chattel paper, payment intangibles or promissory notes, 9-615(e) provides that the debtor receives no surplus and the obligor is not liable for a deficiency.
Debtor’s Remedy Where S/Party Fails to Comply 
What is the debtor’s remedy if the secured party seeking he deficiency fails to comply with the disposition provisions of Art 9? The only remedy, other than injunction, set out in former Art. 9 for noncompliance in nonconsumer cases as recovery of damages from the secured party for any loss caused by the failure to comply. Former 9-507(1). But merely awarding compensatory damages for failure of the secured party to give notification before sale, for example, was likely to be of small benefit to debtors because actual damages of any significance were hard to prove and of little deterrence to secured parties. Hence, courts almost unanimously viewed the damages remedy under former Art 9. as inadequate in cases in which the secured party sought a deficiency, and imposed their own sanctions that limited the secured party’s right to a deficiency judgment.

3 Remedies
The decisions divided among three rules: the “absolute bar,” rebuttable presumption” and “setoff” rules. See Comment 4 to 9-626. The absolute bar rule denied the noncomplying secured party a deficiency judgment altogether. It was easy to apply and gave secured creditors the maximum incentive to comply strictly with the statute. It was also grossly unfair in cases in which the secured party’s transgression as minor and the deficiency amount was large. Other courts limited the liability of the secured party to the amount by which debt exceeded the amount that would have been recovered at the sale of the collateral had it been disposed of in compliance with the statute. This was called the “rebuttable presumption” rule. The presumption was that the proceeds of the sale were equal to the amount of the debt, leaving no deficiency, unless he secured party could rebut the presumption by proving that a complying sale of the collateral would have brought les than the debt. A majority of courts adopted this rule. A minority followed the “Setoff” rule. The rule allows the debtor to deduct from the deficiency owed the amount of its loss caused by the secure party’s transgression. 

In 9-626(a)(3) and (4), revised art. 9 adopts the rebuttable presumption rule in nonconsumer transactions. Comment 3 states the rule: 

Unless the secured party proves that compliance with the relevant provisions would have yielded a smaller amount, under paragraph (4) the amount that a complying collection, enforcement, or disposition would have yielded is deemed to be equal to the amount of the secured obligation, together with expenses and attorney’s fees. Thus the secured party may not recover any deficiency unless it meets this burden. 

Bottom line

Thus, if the debtor places in issue the secured party’s compliance with part 6 of art. 9 under 9-626(a)(2), the secure party has the burden of establishing that it has complied with the requirements of Part 6. But, even if it cannot prove, for example, that it gave the required notification before sale, it can still recover a deficiency judgment by proving that the price obtained at the sale was that which would have been produced at a commercially reasonable resale. The secured party’s proof consists of showing that the disposition complied with 9-627(b): that it was made in the usual manner on a recognized market, at the price current in that market, and conformed to reasonable commercial practices among dealers in the type of property sold. GECC is an example of such a disposition.

(2) Consumer Transactions. 

Courts are hostile toward deficiency judgments. They are especially harsh in cases in which there is no ready secondhand market for the goods. This is particularly true in the case of used consumer goods like furniture, appliances, and clothing, with respect to which the price on resale may be so low in relation to the value of the item to the debtor and the expenses of resale so high that the embittered debtor ends up without the property but owing a deficiency in excess of the original price. The relatively low balances owing in cases of most consumer goods other than moor vehicles often mean that the cost of resale may be disproportionately great in relation to the amount owning on the contract. One wholly satisfactory solution to the deficiency judgment problem has been worked out. Some estates prohibit deficiency judgments in all consumer sales except those of motor vehicles for which the used market is usually good. 

Deficiency judgments in consumer transactions are problematic for creditor as well because they are liely to pose collection problems. The debtor’s other assets, if any , may be exempt from judgment under state exemption law, and attempts to garnish the debtor’s earnings may drive the debtor into Ch. 7 bankruptcy, in which judgments are dischargeable. Moreover, pursuing deficiency judgments against a consumer debtor forces the consumer to hire counsel who may, if noncompliance is found, recover statutory damage sunder 9-625(c)(2) for the amount of the finance charge plus 10 percent of the principal amount, which can be considerable. 
If, in spite of all this, the secured party seeks a deficiency, 9-626(a) preamble) and (b) leave to the courts the determination of the proper deficiency rules in consumer transactions. The exclusion of consumer transactions was done at the request of  consumer advocates, presumably to allow courts to continue to apply the absolute bar rule the many jurisdictions that applied that rule before rev. art. 9 was enacted. Section 9-626(b) reflects the compromise reached between advocates for consumers and secured parties. It prohibits courts from drawing a negative inference in consumer transactions from 9-626(a)’s rebuttable presumption rule to nonconsumer transactions. The prohibition still allows courts to rely on other law to determine the appropriate deficiency rule in consumer transactions.

Section 9-616 is a commendable attempt to tell the hapless consumer who has lost her goods by repossession what her rights are after foreclosure. Under 9-616(b)(1) in consumer goods transactions, if after disposition the debtor is either entitled to a surplus or liable for a deficiency, the secured party may have to give the debtor a detailed explanation of how the surplus or deficiency was calculated. 9-616(c). However, if the debtor or obligor is neither entitled to a surplus nor liable for a deficiency, this explanation need not be made, and even if the obligor is liable for a deficiency the explanation need not be made if the secured party sends the consume obligor a record waving its right to a deficiency. 9-616(b)(2). Section 9-625(e(5) goes easy on secured parties who fail to comply with 9-616. See Comment 4 to 9-616. See also 9-628(d) which frees secured parties who fail to comply with 9-616 from the statutory damages prescribed by 9-625(c)(2). 

e. Section 9-6159f)

A method of curtailing deficiency judgments in real property mortgage financing that grew out of the economic depression of the 19230s was to limit the amount of the deficiency to the difference between eh amount of the debt and the “fair value” of the land sold on foreclosure. No definition of fair value was stated in these laws ,and courts tended to find that the fair value of the land and the amount of the debt were the same, thus protecting mortgagors from both losing their land and being burdened by large deficiency judgments.
Section 9-615(f) appears to have a similar mission. It is intended to protect debtors by limiting deficiency judgments in cases in which a commercially reasonably, procedurally correct foreclosure sale (i) s made either to the secured party, a person related to the secured party (such as an affiliate), or a secondary obligor (such as a guarantor of the debt), and (ii) the rice obtained at the sale is “significantly below he range of proceeds that a complying disposition to a person other than the secured party would have bought.” In such a case the deficiency is based on the amount of proceeds that would have been realized by a commercially reasonable disposition not a person other than the secured party, a related person or a secondary obligor. 
