Secured Transactions

Prof. Kathy Payne – Fall 2002

I. Types of Collateral

a. GOODS ( all things that are moveable when a security interest attaché.

i. Consumer Goods – Goods that are used or bought primarily for personal, family or household use.

1. Perfection ( Filing w/ SoS, Possession, Automatic (PM), Notation (vehicles, etc.)

ii. Farm products – Goods other than standing timber, where debtor is engaged in a farming operation.  (Crops, including tress, vines, and bushes, aquatic goods in aquacultural operations, livestock born or unborn, supplies used or produced in farming operations and products of crops or livestock in their unmanufactured states.)

1. Perfection ( Filing w/ SoS, Possession

iii. Inventory – Goods, other than farm products, held for sale or lease; or to be furnished under a contract of service; or raw materials, work in progress, or materials used or consumed in a business.

1. Perfection ( Filing / SOS, Possession

iv. Equipment – Goods other than inventory, farm products or consumer goods.

1. Perfection ( Filing w/ SoS, Possession

v. Fixtures – Goods that have become so related to a particular real property that an interest in them arises under real property law.

1. Perfection ( Filing w/ SoS, Possession 

vi. Accessions – Goods that are physically united with other goods in such a manner that the identity of the original good is NOT lost.

1. Perfection ( Filing w/ SoS, Possession

b. INDISPENSABLE PAPER

i. Instrument – Writing that evidences right to payment of a monetary obligation, includes negotiable instruments (promissory notes, checks, drafts, CD’s)

1. Perfection ( Filing w/ SoS, Possession

ii. Document – Document of title or receipts

1. Warehouse receipts and bills of lading

2. Perfection ( Filing w/ SoS, Possession, Temporary

iii. Chattel Paper – A record that evidences both a monetary obligation and a security in specific goods or a lease.  Probably a lease agreement on the exam.
1. Can be Tangible or Electronic

2. Perfection ( Filing w/ SoS, Possession, Control (electronic CP)

iv. Investment Property – A security, security entitlement, securities account, certificated security, commodity contract or account

1. Perfection ( Filing w/ SoS, Control, Automatic (security entitlements), Temporary (certificated securities)

v. Letter of Credit Right – A right to payment or performance under a letter of credit, whether or not the beneficiary has demanded or is at the time entitled to demand payment or performance.

1. Perfection ( Control

c. INTANGIBLES ( that which is not represented by an indispensable writing.  Since it is truly intangible it cannot be possessed for purpose of perfection, only way to secure an interest is to file a financing statement.

i. Accounts – A right to payment of a monetary obligation (goods, services, health care receivables, lottery winnings, hiring of a vessel, use of a credit card)

1. Charge card paper is an account

2. Health Care Receivables are accounts

3. Perfection ( Filing w/ SoS, Automatic (assignments or sales)

ii. General – any personal property (payment intangibles and software) other than accounts, chattel paper, commercial tort claims, deposit accts, documents, goods, instrument, investment property, letter-or-credit rights, money, minerals before extraction.

1. Payment Intangibles:  only those general intangibles where the principle obligation is to pay money.  A loan obligation, not evidenced by an instrument or chattel paper, would be a payment intangible.

a. Perfection ( Filing w/ SoS, Automatic (outright sale)

2. Software:  A computer program and any supporting information provided in connection with a transaction relating to the program.  Software embedded in goods and treated, as part of the goods is not treated as a general intangible, but a type of goods collateral.

iii. Deposit accounts – A demand, time, savings, passbook or similar account maintained with a bank.  Does not include investment property of accounts evidence by negotiable instrument (CD’s).  For small businesses the most valuable asset is their cash/bank accounts.  Secured parties can insist debtor to make deposits into a bank account that is perfected as security interest and held as collateral by secured party.

1. Perfection ( Control

iv. Commercial tort claims – Tort claim where the claimant is an organization or the claim arose in the course of claimant’s business and doesn’t include damages arising out of personal injury or death.

1. The claim has to be described specifically for the SI to attach

2. No SI attaches under an after-acquired property clause language “all commercial tort claims now owned and hereafter acquired” is thus, ineffective.

3. Perfection ( Filing w/ SoS

d. PROCEEDS

i. Cash: money, checks, deposits accounts, Insurance proceeds from damages and inventory is the typical collateral that will generate cash proceeds. 

ii. Non-cash: Receiving trades or if you sell the collateral cash register and bought a new one, the new register is considered proceed.

iii. Whatever is acquired upon the sale, lease, license, exchange or other disposition of collateral

iv. Whatever is collected on or distributed on account of collateral

v. Rights arising out of collateral

vi. Claims arising out of loss, nonconformity, etc. of the collateral

vii. Do not need to mention proceeds in a Security Agreement or Financing Statement.  As long as you perfected the original collateral, you are entitled to the proceeds for the first 20-days.

II. Purchase-Money

a. Purchase money obligation – incurred as all or party of the price of the collateral

b. Purchase money lender – bank lends money for purchase of specific collateral

c. Purchase money seller – car dealership loans money to purchase car

d. Non-Purchase Money – receiving money from a PM lender or seller and not using the loan for the specific purpose the loan was secured with or money that is not borrowed

i. Ex. ( Debtor pays for furniture with money borrowed from his brother, and puts Bank’s money in a bank account.

e. Dual Status – generally approved for non-consumer transactions, 

i. Court will hold that the portion purchased by purchase money will have purchase money status while the portion brought by non-purchase money will not gain purchase money status

III. Scope of Article 9

a. Included

i. Transactions that create a security interest in personal property or fixtures by contract

ii. Agricultural lien – not covered before, but is under the revised code

iii. Sale of accounts, chattel paper, payment intangibles or promissory notes

1. Outright sale of business

iv. Consignments - A consignment is a transaction, regardless of its form, in which a person delivers a good to a merchant for the purpose of sale. (someone (consignor) who has consigned goods must file a financing statement and give notice to secured parties of record in inventory) – a person delivers goods to a merchant for the purpose of sale and:

1. The aggregate value of the goods is $1,000 or more

2. The goods are not consumer goods immediately before delivery

3. The transaction does not create a security interest that secures an obligation

v. Non-True Leases 

1. If not a true lease, must file to protect your interest.  When in doubt, always file.

2. To find a true lease, you must find all, then you know it is excluded from Article 9.

a. No option for leasee to purchase; and 

b. Property has to be returned; and 

c. Property must have significant residual value when returned

3. To help see if a lease in non-true and included under Art. 9 look at:

a. Economic Compulsion Test– whether there is an incentive for the leasee to take the purchase option at end of lease term and turn around and sell the goods.

b. Disguised Security Transactions – Even if there is a FMV paid for option to purchase, the residual value remaining may be so little that the paying of FMV for the option to purchase is meaningless.

b. Not included

i. When another statute, regulation, or treaty of the US preempts

1. Patents, Copyrights, etc.

ii. Non-consensual liens (other than agricultural)

1. Ex. ( Landlord, Non-possessory

iii. An assignment of a claim for wages, salary, etc.

iv. A sale of accounts, chattel paper, payment intangibles or promissory notes in connection with the sale of the business

v. An assignment of accounts, chattel paper, payment intangibles or promissory notes for collection purposes
vi. An assignment of a right payment under a contract if it is coupled with a duty to perform under the contract (contract assignment)

vii. An assignment of a single account, payment intangible or promissory note in full or partial satisfaction of preexisting indebtedness 

viii. A transfer of an interest of a claim under insurance
1. Exclusions:  Health care receivables or any assignment of the right to payment

ix. An assignment or a right represented by a judgment, other than a judgment taken as collateral

x. A right of recoupment or set-off

xi. The creation or transfer of an interest in or lien on real property, including leases – notes on true leases:

1. True lease – goods have a clear significant residual value that returns to the lessor and the lessee has not option to purchase

2. Factors – option to purchase, reversionary interest, useful life 

xii. An assignment of a tort claim, other than a commercial tort claim
xiii. An assignment of a deposit account in a consumer transaction
c. In re Cripps - Two tests to consider in regards to filing a FS with accounts receivable

i. Casual and Isolated Test
1. Does the SP only causally engage in the transaction of taking Accounts or Payment Intangibles as collateral?

ii. Percentage Test

1. If less than a significant portion of debtor’s total Accounts and Payment Intangibles are assigned, automatic perfection is allowed and no need for filing.

d. Important Notes

i. If you are buying used, run a UCC-1 check.  If it is found that a person has  SI ask the SP for a release in writing.  If you don’t run a UCC-1 check to get a release, the perfected SP will prevail over you.

ii. Buyer who buys in the ordinary course of business are often afforded greater protection and this is the same in secured trans. Circumstances and the court’s willingness to find perfection of security interest.

IV. The Security Interest

a. The security agreement is a contract between debtor and secured party.

b. Security Agreements must include the following:

i. Authentication – The contract between the debtor and the secured party which gives a security interest in specifically identified collateral to the secured party that is authenticated by the debtor

ii. Adequate Description of Collateral – category term is sufficient unless the collateral is:

1. Commercial tort claim

2. Consumer transaction

3. Consumer goods

4. Security entitlement

5. Securities or commodities account

iii. In Writing or Electronic Recording – Bills of sale may be shown as giving a security agreement

c. Attachment – provides that in order for a SI to attach to a specific collateral, three requirements must be met:

i. Value is given

1. Value is given in return for any consideration sufficient to support a simple contract

ii. Debtor has rights to transfer rights in Collateral to a Secured Party

1. Problems occur when the debtor doesn’t own the property at the time the debtor authenticates the SA

iii. The debtor has authenticated a security agreement that provides a description of the collateral

1. This can be shown by a written SA or by evidence showing agreement to provide security.

d. After-Acquired Property Clause

i. Must appear in security agreement, not financing statement in order to effective

ii. These clauses are ineffective for:

1. Consumer goods

2. Commercial tort claims

iii. If the security agreement says “all” the debtor’s equipment and doesn’t contain an after-acquired property clause, then the agreement will only apply to equipment owned by the debtor at the time of the execution of the security agreement

e. Future Advance Clause

i. The identified collateral secure not only the present obligation owed by the debtor but any additional obligations owed to the secured party.

1. “This collateral secures the present loan and any other future advances or loans…”

ii. Future advances made while a security interest is perfected by filing or possession have the same priority as the first advance

iii. Even if there isn’t a future advance clause in the original security agreement, any subsequent loan referencing the first security agreement as covering the collateral will enjoy the same priority as the first advance (loan)

f. Difference between Security Agreement and Financing Statement Writings

i. Collateral must be included in the SA for creditor to be attached/secured.
ii. Collateral must be in FS and SA to be perfected
iii. If creditor is unsecured, the creditor is never perfected
iv. If creditor is secured, then may be perfected or unperfected depending on case
v. Priority ( a secured unperfected party would have priority over debtor
vi. Code authorizes the filing of FS before SA is signed b/c then one is both secured and perfected.
V. Perfection 

a. One cannot have perfection unless the SI is “attached” to the collateral.

b. Methods:

i. Filing (9 § 312)

1. Is necessary for perfection of security interests and agricultural liens

a. Filing sufficient locally (Register of Deeds) for:

i. Standing Timber

ii. As Extracted Collateral (oil and minerals)

iii. Fixture Filing (to beat land encumbrances)

b. Filing sufficient centrally (Sec. of State) for:

i. Accessions

ii. Accounts

iii. Agricultural Lien

iv. Farm Products

v. Fixture Filing (to beat out a 3rd party)

vi. Equipment

vii. Consumer Good

1. Not for purchase money consumer goods under Cert. of Title provision perfected by notation.

viii. Inventory

ix. Negotiable Documents

x. Chattel Paper and Sale of Chattel Paper

xi. Instruments and (Sale of Promissory Note)

xii. Investment Property

xiii. Account Receivables and Sale of Account Receivables

1. Health Care Receivables

xiv. General Intangible and Payment Intangibles

xv. Commercial Tort Claim

2. CANNOT be perfected by filing:

a. Deposit accounts – control only

b. Letter of credit rights – control only

c. Money – possession and control

d. Goods covered by certificate of title provisions – notation of title

ii. Notation on certificate 

1. If the good is covered by the certificate of title statute in the state, then you must make a notation on the title

2. In Michigan, the statute covers:

a. Automobiles

b. Motor Vehicles (by jurisdiction)

c. Mobile Homes (not fixed by foundation)

d. Boats greater than 20’ w/o inboard engine or under 20’ w/ inboard engine

i. MI requires you to file a piece of paper that a notation need to be made on the certificate of title, for anything over 20’ a notation must be made on the certificate of title

e. Off Road Vehicles / All Terrain Vehicles / Hydrofoil / Amphibious / Pick-up Campers

3. In Michigan, the statute does not cover:

a. Vehicles relating to manufacturers, transporters, dealers or non-residents

b. Vehicles driven or moved upon a highway only for the purpose of crossing from 1 property to another

c. Farm equipment

d. Vehicles not on rails but operated by overhead power

e. U.S. government vehicles

f. Trailer weighing less than 2,500 pounds

g. Vehicles moved by manufacturers or dealers incidental to demonstration or testing

h. Bus used as a shanty

i. Mopeds

j. Vehicle driven only for the purpose of securing weight receipt from a weigh master by the means of the most direct route

k. After purchase of a vehicle, for three days, moving the vehicle from the place of purchase to the place of storage.

l. In an accident of a railroad car or semi-trailer, the new vehicles being transported from the accident site to storage facility

m. Certificate of title must be obtained for a pickup camper after 1/1/91

iii. Automatic (9 § 309) – applies to:

1. Purchase money interest in consumer goods

2. Assignment of accounts or payment intangibles which does not transfer a significant part of the assignor’s outstanding accounts or payments intangibles

3. Sale of payment intangible or promissory note

4. Assignment of health-care receivables to the provider

5. Security interest created by a broker or securities intermediary or in a commodity contract account created by a commodity intermediary.

6. Letter of Credit Right – Perfection as to the related account, chattel paper, document, general intangible, instrument or investment property

iv. Temporary (9 § 312)

1. Interest is automatically perfected for 20 days

2. Applies to:

a. To the extent they arise for new value:

i. Instruments

ii. Investment Property - Certificated Securities

iii. Negotiable Documents of Title 

iv. Negotiable Instruments
v. Goods Possessed by Bailee w/o issuing a Negotiable Document
b. Proceeds (9 § 315)

i. You are protected for 20 days now if you have perfected the original collateral
v. Possession / Pledge (9 § 313) – applies to:

1. Negotiable Documents

2. Consumer Goods

3. Goods covered by Document

4. Instruments

5. Money (only by possession)

6. Tangible chattel paper 

vi. Control (9 § 314) – applies to:

1. Deposit accounts (only by control) TESTED ON EXAM
a. Creditor is the bank; or

b. Creditor has an agreement with the bank; or

c. Creditor becomes a customer of the bank

2. Letter of credit rights

3. Investment property 

4. Electronic chattel paper

vii. Special Perfection Rule

1. Goods delivered by debtor to Warehouse Storage, where Non-negotiable document was issued

	Collateral
	Filing
	Possession
	Control
	Automatic
	Temporary
	Notation

	Accessions
	X
	X
	
	
	
	

	Accounts
	X
	
	
	X (sales or (assignments)
	
	

	Agricultural Lien
	X
	
	
	
	
	

	Tangible Chattel Paper
	X
	X
	
	
	
	

	Electronic Chattel Paper
	
	
	X
	
	
	

	Commercial Tort Claims
	
	
	
	
	
	

	Consumer Goods
	X
	X
	
	X (PM)
	
	X (vehicles, etc.)

	Deposit Accounts
	
	
	X
	
	
	

	Negotiable Documents
	X
	X
	
	
	X (for 20 days from attachment)
	

	Goods Covered by Negotiable Documents
	(when the goods are in the possession of a bailee that has issued the instrument) 
– a security interest in the goods may be perfected by perfecting a security interest in the document.

	Goods Covered by Non-Negotiable Documents
	(when the goods are in the possession of a bailee that has issued the instrument) – a security interest in the goods may be perfected by filing as to the goods, the bailee’s receipt of notification of the secured party’s interest or issuance of a document in the name of the secured party.

	Equipment
	X
	X
	
	
	
	

	Farm Products
	X
	X
	
	
	
	

	Fixtures
	X
	X
	
	
	
	

	Health Insurance Receivable
	
	
	
	X
	
	

	Instruments
	X
	X
	
	
	X
	

	Promissory Notes
	X
	
	
	X (sales)
	
	

	General Intangibles
	X
	
	
	
	
	

	Payment Intangibles
	X
	
	
	X (assignment or sale of)
	
	

	Inventory
	X
	X
	
	
	
	


	Collateral
	Filing
	Possession
	Control
	Automatic
	Temporary
	Notation

	Investment Property
	X
	
	X
	X  Security interest created by a broker or securities intermediary or in a commodity contract or account created by a commodity intermediary.
	Certificated securities – temporary for 20 days from attachment
	

	Letter-of-Credit Right
	
	
	X
	perfection as to the related account, chattel paper, document, general intangible, instrument or investment property will perfect automatically.

	Money
	
	X
	
	
	
	

	Proceeds
	A security interest in proceeds is perfected if the security interest in the original collateral was perfected. (temporary)


VI. Perfection by Filing a Financing Statement

a. File centrally with the Secretary of State except when local filing with the County Register of Deeds where a mortgage on the real property is filed is required:

i. Timber to be cut

ii. As-extracted collateral (oil or minerals)

iii. Fixture filing – in order to take priority over land encumbrancer, you would take priority over other secured parties if you filed with the Secretary of State

b. Financing statement

i. What is required (9 § 502):

1. Name of the debtor

2. Name of the secured party

3. Description of collateral (collateral type works for everything but consumer goods and commercial tort claims)

a. Debtor no longer need to sign, but must still give authorization / consent (security agreement can go to prove this)

ii. What else is required in order effectuate a proper filing:

1. Provide sufficient description of the real property for a local filing

2. Mailing address of secured party

3. Name and address of assignee in the cases of assignments

4. Debtor’s address

5. Debtor’s status, individual or type of business entity

iii. Financing statements lacking these items are “seriously misleading” and properly rejected by a filing officer

iv. The searcher bears the risk of a mistake by the filing officer

v. Termination statements are required within 30 days for consumer good

c. Fixture Filing

i. May be filed in central filing and local filing

ii. If you file centrally, it is usually good against the trustee and other third parties SI.  However, it is no good against a subsequent purchaser of the real property to which the fixture is affixed.

iii. To protect against and have priority over land encumbrances such as subsequent purchaser of the real estate local fixture filing is required.

d. Continuation of FS

i. A FS is good for 5 years after date of filing

1. Exceptions – public finance transactions and manufactured homes (30 yrs)

2. 6 months prior to lapsing to file continuation

3. Once continuation is filed, FS is good for another 5 years from original lapsing date

4. If you fail to file a continuation in the last 6 month period, your SI lapses.

e. Termination of FS

i. When a debtor pays the underlying debt a termination state may be filed to extinguish the effectiveness of a FS

1. If it is consumer goods, SP has an obligation to file termination statement w/in 30 days of when debt obligation is paid or 20 days after the request of the debtor who paid off the obligation.

2. If non-consumer goods, SP only has obligation to file termination statement if there is a request form the debtor and upon receipt of request SP has 20 days to comply

a. This is for business convenience.  

b. Today, instead, or request a Termination Statement, a debtor may just request SP-1 to assign their SA to the new SP-2.

f. Amending a FS

i. Changes in FS may be done by filing an amendment

ii. Must ID the # of the original FS

iii. An amendment does not extend to the terms of the FS

iv. If amendment lists additional collateral or collateral that was not listed in the first FS, the effectiveness of the FS to the amended collateral is only effective from the date the amendment is filed.

VII. Priority

a. Process for priority situations

i. Identify the Collateral

ii. With respect to creditor, ask three questions

1. Is the creditor a secured party?

2. Is the security interest purchase $ or non-purchase $?

3. Has secured party creditor perfected the SI, most typically by a FS?

b. General Rules (9 § 322)

i. Perfected v. Unperfected ( perfected wins

ii. Unperfected v. Unperfected ( whoever attached first wins

iii. Non-PM perfected v. non-PM perfected – first to file OR perfect – Exceptions: 

1. Purchase Money Inventory – Second in time purchase money inventory can get priority in the previously perfected party as to inventory if:

a. The PMSI is perfected when the debtor receives possession of the inventory

b. The give authenticated notification to the SP of record

c. The notification states that the person sending the notification has or expects to acquire a PMSI in inventory of the debtor and describes the inventory.

d. File the FS before you deliver the collateral to the debtor’s inventory

iv. PM perfected v. PM perfected – purchase money seller wins over purchase money lender, first to file OR perfect when both are purchase money seller or lender

VIII. Priority for Specific Parties

a. Lien creditors (9 § 317)

i. Priority Rule doesn’t cover trustee, only lien creditor

ii. Actual Language – “a SI or agricultural lien is subordinated to the rights of a person that becomes a lien creditor (trustee in bankruptcy) before the earlier of the time”

1. If the two competing parties are the trustee and the SP, the trustee has priority if the SP is not secured

iii. Parties that are considered lien creditors: (NO PRIORITY RULES APPLY)
1. Judgment creditor that has acquired a lien on the property involved by seizure, execution, levy, etc.

a. Michigan is an execution jurisdiction, judgment creditors do not become lien creditors until they get a writ of execution signed by the judge and the sheriff levies upon, executes upon or seizes the debtor’s property

b. “From the moment of execution, seizure, or levies upon”

2. Assignee for the benefit of creditors

3. Trustee in bankruptcy (law side appointee)

a. Bankruptcy/Federal Code preempts State process

4. Receiver in equity (equity side appointee)

iv. Priority rules – 

1. Lien creditors have priority over unperfected secured parties

2. Lien creditor will get priority unless the secured party has filed a financing statement and has satisfied one but not all of the requirements for attachment

3. Grace period – “If a person files a FS with respect to a PMSI before or within 20 days after the debtor receives delivery of the collateral, the SI takes priority over the rights of a buyer, lessee, or lien creditor which arise b/t the time the SI attaches and the time of filing”

b. Possessory lien creditors (9 § 333) – takes priority over a security interests in the goods unless the statute creating the lien provides otherwise (so long as possession is retained)

IX. Priority for Specific Collateral

a. Fixtures and equipment (9 § 334)

i. Non-purchase money – takes priority if interest is perfected by a fixture filing before the encumbrancer of the real property does

ii. Purchase money – has priority over the conflicting prior recorded real property interest if it is filed as a fixture filing before or within 20 days of the goods becoming fixtures

iii. Construction mortgage – recorded construction mortgage has priority over a purchase money security interest in fixtures installed before completion of the construction

iv. Equipment & Trade fixtures

1.  Not Readily Removable – secured parties in these type of equipment take priority over the encumbrancer of the real property if:

a. The encumbrancer of the real property consented to the security interest; or

b. The debtor has the right to remove them (usually by lease)

2. Readily Removable – if fixtures are readily removable factory or office machines or equipment not primarily used in the operation of the real property, the SP has priority over the conflicting real property interest by perfecting the SI by any method, either centrally or as a fixture filing.

v. Manufactured homes (9 § 334(e)(4)(A)) – notation on the certificate of title will allow the secured party to take priority over the encumbrancer of real property

b. Accessions (9 § 335)

i. If a security interest is perfected when the collateral becomes an accession, it remains perfected in the collateral 

ii. No special priority rules apply (ex.  if a secured party has a perfected interest in the whole, the only second in time secured party who could acquire priority is a purchase money secured party who perfects when the debtor receives possession of the accession or within 20 days)

iii. Certificate of title provisions – a security interest in an accession is subordinate to the whole perfected by notation on a certificate of title

c. Commingled goods (9 § 336)

i. No security interest may exist in commingled goods, it may only exist with respect to the product or mass

ii. General priority rules apply

d. Proceeds (9 § 315(c))

i. Temporary – when a secured party is perfected as to specific collateral, that perfection extends to proceeds for 20 days

ii. Remember that the secured party’s interest in the original collateral notwithstanding the sale or disposition of it unless the secured party has authorized it – this gives the secured party a right to claim the original collateral and the proceeds from the original collateral to satisfy the underlying debt 

iii. Continuation of perfection – on the 21st day after the security interest attaches the proceeds, it becomes unperfected unless:

1. A filed FS covers the original collateral and the proceeds are collateral in which a SI may be perfected by filing a FS in the same office and are’t acquired by cash proceeds

2. The proceeds are identifiable cash proceeds 

3. The SI in the proceeds is perfected as original collateral when the SI attaches to the collateral or w/in 20 days

iv. Priority in the proceeds

1. First to file or perfect

2. Second in time inventory purchase money interests (9-324(b)) – have priority over a conflicting SI in the same inventory, chattel paper or an instrument constituting proceeds of the inventory and in proceeds of the chattel paper and identifiable case proceeds

3. Second in time non-inventory purchase money interest (9-324(a)) – have priority in identifiable proceeds limited to the priority of a secured party with control over the deposit account into which identifiable cash proceeds are deposited

X. Priority for Buyers 

a. Buyers NOT in the Ordinary Course of Business – § 9-317(b)

i. The priority rule that applies to a purchase transaction not involving a merchant seller in the ordinary course of business is  “a buyer, other than a secured party, of tangible chattel paper, documents, goods, instruments, or a security certificate takes free of a security interest or agricultural lien if:

1. Give value in Good Faith

2. Take without actual notice or prior SI (negligence or naïve buyer is excused)

3. Buys before prior perfection of SI OR check records, and ask prior secured party for release.

4. Exception – If that is trumped by a PMSI which is subsequently perfected.

ii. For buyers and licensees of intangible collateral not in OCB

1. Since it’s intangible and there’s nothing to deliver, there’s not delivery requirement.  Buyer must give value and take without notice to take free of a security interest – § 9-317(c) and (d)

iii. The priority of BNOCB over unperfected secured parties is limited by an exception granted to the PMSP.  The PMSP has a grace period in which to file a FS (20 days).  So long as the PMSP files before or within 20 days after the debtor receives delivery of the collateral, the PMSP’s SI takes priority over the rights of a BNOCB, which arise between the time the security interest attaches, and the time of the filing. - §9-317(e)

iv. EXAMPLE:  Assume that debtor purchases a punch press for debtor’s tooling business by signing a SA and FS covering the punch press and a PN covering 36 monthly installments.  Before the purchase money seller, punch press manufacturer, files the FS, the debtor sells the punch press to ABC Tooling, a small manufacturing business.  ABC Tooling checks the filing office before purchasing the press.  15 days after the debtor takes delivery of the punch press and takes possession, PMSP files a FS.  The code gives priority this 2nd in time PMSP over the buyer, even though the buyer gave value without knowledge of the PMSP’s interest.  The sale is not in OCB through a merchant who deals in goods of the kind, therefore, it is not accorded the marketplace protection given to BOCB. - § 9-320

b. Buyer in the Ordinary Course of Business – §9-320(a)

i. Buyer must buy from a merchant dealing in the goods of the kind.  Look at the seller’s status as compared to the goods.

1. Ex – A pawnbroker is not a merchant for purposes of BOCB.

ii. 99% of the time wins over prior secure party BUT,

iii. A BOCB, other than a buyer of farm products from a person engaged in farming operations, takes free of a security interest created by the buyer’s seller even if the SI is perfected and the buyer knows of its existence - §9-320

iv. A BOCB will take subject to a SI if the buyer knows that the sale actually violates a SA

1. Ex – A “no sale clause”

v. The “SI created by the buyer’s seller” language means that a buyer of non-farm products in the ordinary course of business will still be subjected to a perfected SI created by someone other than the buyer’s seller.

vi. The only time a buyer will have problem from merchant dealing in goods of the kind, is when you buy used goods with SI not created by buyer’s seller.

c. Buyer of Consumer Goods – § 9-320(b)

i. A buyer of goods from a person who used or bought the goods primarily for personal, family or household purposes, takes free of a security interest, perfected by automatic perfection, if the buyer buys:

1. Without knowledge of the security interest

2. For value

3. Primarily for the buyer’s personal, family, or household purposes; and 

4. Before the filing of a financing statement covering the goods.

ii. When buying used goods:

1. Buy from reputable merchants/firms only.

2. Try to run title check (VIN #’s for cars)

iii. If a SP files or has made a notation on the certificate of title before the purchase, the consumer buyer is considered to be on notice and does not enjoy the priority stated above.

iv. If one buys used goods, make sure you run a UCC-1 check or title check.

d. Purchasers of Instruments, Documents and Securities

i. Theses parties who are holders in due course take priority over earlier perfected and non-perfected security interests as provided by Articles 3, 7 and 8.

ii. Article 7 priority rule – the holder to which a negotiable document of title has been duly negotiated takes subject to a previous owner or secured party with paramount rights in the goods covered by the document of title

1. EXAMPLE:  Debtor’s inventory, subjected to a perfected SI held by Bank A is stolen.  The thief bails the inventory at Warehouse.  Warehouse issues a negotiable warehouse receipt to Bank B as collateral for a $10,000 loan.  Bank B is a holder in due course to the negotiable document of title, nevertheless, Bank B takes subject to Bank A’s paramount perfected SI in the goods.

iii. For BNOCB and purchaser or non-negotiable instruments they have “priority over a SI in the instrument perfected by a method other than possession if the purchaser:

1. Gives value (no new value) and

2. Takes possession of the instrument in good faith without knowledge that the purchase violates the rights of a SP.

e.  Purchasers of Chattel Paper (§ 9-330)

i. Chattel paper claimed as proceeds of inventory covered by security interest – purchaser of chattel paper has priority over a security interest in such chattel paper:

1. The purchaser acts in good faith, 

2. The ordinary course of the purchaser’s business

3. Gives new value; and

4. Takes possession or control of the chattel paper 

ii. Chattel paper claimed as something other than proceeds of inventory – purchaser of chattel paper has priority over a security interest in the chattel paper if:

1. The purchaser acts in good faith

2. Buys ordinary course of the purchaser’s business

3. Gives new value

4. Takes possession or control of the chattel paper; and

5. Without knowledge that the purchase violates the rights of a secured party (examine the chattel paper for language of assignment)

iii. EXAMPLE:  Furniture Dealer sells furniture out if its inventory to users.  The users sign security agreements covering the purchased furniture.  To secure the purchase price is a PN signed by the users.  Bank has a perfected SI in the Furniture Dealer’s inventory and in the chattel paper as proceeds from the sale of the furniture inventory.  Bank allows Furniture Dealer to retain possession of the chattel paper to facilitate collection of the monthly payments, however, the bank VP is concerned about the risk of the Furniture Dealer selling the chattel paper.  Advise the bank VP as to what steps Bank may take to reduce such risks.  How would you advice differ if the chattel paper were electronic?

1. Stamp Chattel Paper with secured party interest thus, giving notice of a SI.  This cuts-off the market for the chattel paper.  The dealer is responsible for stamping it.  What happens if the dealer doesn’t stamp the paper even when they are asked to do so?  The subsequent taker will prevail as they are taking without notice and in good faith.  As the bank vs. the dealer, the bank can sue the dealer for a breach of K and SA subjected to default.

2. On a practical standpoint, the bank may want the chattel paper to be able to be sold on the market.  This has its advantage as well.

f. Purchasers of Instruments - § 9-331 and §9-330(d)

i. Purchasers of negotiable instruments who qualify as holders in due course are given priority over perfected secured parties

ii. Purchasers of instruments has priority over a security interest perfected by a method other than possession if:

1. The purchaser gives value 

2. Takes possession of the instrument in good faith; and

3. Without knowledge that the purchase violates the rights of the secured party

iii. Differences between purchase of instruments and chattel paper:

1. Purchaser of an instrument only needs to give value, not new value

2. Purchaser of an instrument need to purchase in the ordinary course of his business

g. Purchasers of Accounts

i. Purchaser must file a financing statement in order to obtain priority.

ii. Unlike purchaser of chattel paper, purchaser of accounts may not take possession or obtain control of this intangible collateral.

iii. “The debtor is deemed to have rights and title to the account or chattel paper identical to those the debtor sold before the buyer perfects.” (9 § 318)

1. This means that lien creditors and subsequent SPs may acquire priority over the purchaser of accounts if the purchaser fails to file a FS.

h. Purchasers of SI in Deposit Accounts, Letter-of-Credit Rights and Investment Property

i. Two priority rules govern conflicting SI in these collateral where the method of perfection is control:

1. A SI held by a secured party having control has priority over a conflicting SI held by a secured party not having control even if both SI are perfected.

2. Different priority rules apply to some SI in investment property, since SI in investment property may be perfected by methods other than control.

XI. Proceeds

a. Priority for Proceeds under §9-315

i. Proceeds include whatever is received upon the sale, exchange, collection, or other disposition of collateral or proceeds

ii. If you are protected in the original collateral you will be perfected on the proceed for 20 days automatically.

iii. You need not specifically name proceeds in SA or FS.

iv. As far as Priority for Proceed is concerned, the general rule is the same as the original collateral.  There are some modifications for the 2nd in time PMSP.

v. It is essential that you identify what the collateral is, whatever is received in exchange for that collateral is considered proceeds.  You must see it as proceeds or this will upset the analysis and the priority.

vi. Expect to find proceeds where the inventory is the collateral.

b. Three Scenarios of Perfection beyond the First 20 days - §9-315(d)(1)(a)

i. Scenario 1 – A seller of furniture uses their inventory as collateral.  Proceeds from sales in the form of Accounts Receivable.
1. To continue with the perfection with the accounts, you do NOTHING.  If a filed financing statement covers the original collateral and the proceeds are collateral in which a SI may be perfected by filing a FS in the same central filing office, and are NOT cash proceeds/or acquired with cash proceeds, the perfection in the proceeds continues for as long as the FS is effective.

2. Two general problems may occur:

a. The original collateral cannot be perfected by filing or

b. The filing type is not by same filing office.

ii. Scenario 2 – If the inventory becomes cash, the SI lapses after 20 days unless the cash is “identifiable”.
1. One may use equitable methods to trace the cash and identify it.

2. The best method of course is to set up a deposit account, created by the debtor with the SP’s name, an agreement of control by SP or if SP is a bank, at the SP bank (control for perfection) to collect the cash proceeds.  Priority among conflicting SI in the same deposit account is given to the SP having control of the deposit account.

3. One with perfected SI in identifiable cash proceeds may lose priority to the SP of deposit account if the cash is deposited in a deposit account in SP’s control.

iii. Scenario 3 – If the inventory becomes cash and the cash is used to purchase equipment. (Equipment will also be considered proceed).

1. The equipment is perfected for 20-days upon attachment if the original collateral is also perfected.  However, one must make sure to amend original SA and FS to include equipment as proceed language - §9-315(1)(c)

2. The best method of course is to use a laundry list on the original SA and FS to prevent future amendments and losing priority if the collateral changes form (i.e. – from cash to equipment)

3. EXAMPLE:  Assume the SP has a perfected SI in inventory.  The inventory is sold for cash and the cash is used to purchase a piece of equipment.  The equipment acquired with cash proceeds is treated as proceeds.  The question is whether the SI in the equipment was perfected at the time of attachment.  In order for it to be perfected, the original FS and SA must list equipment as a type of collateral along with inventory.  If not, the SP is given the standard 20 day grace period, from the time the SI attaches to the proceeds, to perfect the interest in the proceeds by type.  In this example, within 20 days the SP would have to amend the SA and FS to include equipment.

iv. Purchase Money Secured Party and Priority in Proceeds

1. General Rule – the time of filing or perfection as to a SI in collateral is also the time for filing or perfection as to a SI in proceeds.  As between conflicting SI, priority goes to the first to file or perfect. §9-322(b)(1)

2. Exception to General Rule applies to 2nd in time Inventory PMSP. 

a. The 2nd in time inventory PMSP is given priority only over “a conflicting SI in chattel paper or an instrument constituting proceeds of the inventory and proceeds of the chattel paper… and identifiable cash proceeds.”  Accounts Receivables are NOT INCLUDED.

3. In addition, the exception is further limited by priority granted to buyers of chattel paper and SP with control over the deposit accounts into which the identifiable cash proceeds are deposited. §9-324(a) and §9-327

4. With respect to non-inventory PMSP, priority extends to identifiable cash proceeds, limited to the priority of a SP with control over the deposit account into which the identifiable cash proceeds are deposited.

c. SAMPLE QUESTION:  On January 1, the debtor, Car Dealer, granted a security interest to all accounts now owned and hereafter acquired pursuant to a signed SA to SP1.  A FS covering the same collateral was properly filed by SP1 on the same day.  On February 1, the debtor granted a SI in inventory now owned and hereafter acquired pursuant to a signed SA by SP2.  SP2 properly filed a FS covering the inventory on February 1.  SP3, a manufacturer of cars, agreed to sell debtor cars pursuant to a SA, whereby SP3 retained a SI in the cars sold as inventory.  On March 1, before delivering the cars, SP3 gave written notification of the agreement to SP2 and filed a FS covering the cars as inventory.

i. On April 1, buyer purchased a car, manufactured by SP3, from debtor with one of the following:

1. cash

2. check

3. PN

4. note plus a SI in the car

5. an account payable in 60 days

ii. Who has priority to each type of proceed, SP1, SP2, or SP3? Why?

iii. Assume that on April 2, debtor sells the note and the SA in the car to the bank.  Who has priority to the note and the SA?

d. ANSWER:

i. SP1 has SI in accounts and after acquired SI

ii. SP2 has SI in inventory and after acquired inventory

iii. SP3 has PMSI in inventory

iv. As to the perfection of cash and checks proceeds, only SP2 and SP3 are perfected.  B/C the cash proceeds were not accounts nor proceeds derived from accounts.  SP1 only has SI in “accounts”.  Cash are rarely proceeds of accounts unless there is a payment on the outstanding account, then that payment is considered a proceed for the account.

v. As priority to the cash and checks - §9-324(b).  A PMSI in inventory (gives notice and perfected) will be secured and has priority in the proceeds coming from the inventory.  SP3 has priority over SP1 and SP2.

vi. Perfection of the promissory note?  SP2 and SP3.  Same reason as answer iv.

vii. Priority over the PN? SP3, §9-324(b)

viii. Who gets priority?  SP3.  §9-324 again.

ix. Perfection of account payable in 60 days?  Perfected?  SP1, SP2 and SP3.  Remember, the account receivable can sill be considered proceeds for SP2 and SP3.

x. Who gets priority?   SP1 wins even though SP3 still has perfection of the accounts as proceeds.  However, in §9-324, there was no mention of accounts receievable.  The default first to file rule applies.  SP1 has perfected the accounts receivable.  The secondary priority goes to SP2 and NOT SP3, b/c inventory PMSP does not get account receivables as proceeds.  

1. A second in time PMSP in inventory, has priority in the PM inventory, to the identifiable cash proceeds, chattel paper, instruments and related deposit accounts if applicable.  No accounts receivable.

a. What if SP1 and SP2 filing dates changed?  SP1 filed on Feb. 1 and SP2 on Jan. 1.  How many of the 3 are now perfected to the accounts?  SP1, SP2 and SP3 are still perfected as to the account.

b. Priority goes to SP2 in this scenario b/c of the change in date.  First to file or perfect rule.  SP2 filed first as to the collateral and thus also gets the proceed of the collateral.

XII. Default and Disposition

a. Examples of events which may trigger default:

i. Failure to make scheduled payment

ii. Selling, transferring or encumbrancing the collateral

iii. Failure to maintain collateral in good working order

iv. Failure to insure the collateral

b. Self-help (9 § 609) – after default a secured may take possession of the collateral, as long as it doesn’t breach the peace

c. Disposition of the collateral after default
i. After default, the secured party may sell, lease, license or otherwise dispose of the collateral
ii. Must be commercially reasonable in all respects
iii. Sale may be public or private 
iv. The secured party may purchase the collateral at a public sale, or at a private sale if the collateral is of a kind that is customarily sold on a recognized market or the subject of a widely distributed standard price quotation
v. Notice requirements
1. Reasonable notice is required:
a. In a consumer transaction, secured party must send notification of disposition to the debtor (and any other lienholders, secured parties, etc.) 10 days before notification date
b. In a non-consumer transaction, notice sent after default and 10 days or more before the earliest time of deposition is reasonable
2. This required because of the debtor’s right of redemption which he has until the collateral is sold (damn, mortgages was going to come in handy somewhere)

