Secured Transactions Outline, Triantis Spring 2001

· Default and Cure

· Security interest: a contingent property interest that arises when the debtor is in default on an obligation to the secured party

· Covers certain assets: the collateral
· No nexus between collateral and obligation required

· Secures certain obligations

· Can be terminated, can be redeemed, according to the security agreement

· Events of Default

· Defined in security agreement, typical examples

· Payment default

· Non-payment covenant / warranty violation

· This can be a cross-default provision, meaning a default on any obligation between secured creditor and debtor will be a default of this obligation
· Can also be any obligation to any lender, not just this secured lender

· Materially misleading statement by debtor

· If collateral or guarantee is compromised (collateral is destroyed or guarantee is defaulted upon)

· Bankruptcy or insolvency

· Broad default clauses

· Advantage—can provide early warning and trigger threat of acceleration, foreclosure, and solution of problem at early stage
· Disadvantages

· Strategic behavior by lender

· Payment on demand / insecurity clause
· Lender can hold-up for quasi rent = to cost of switching lenders

· Minor / temporary economic distress
· Lender can hold-up for higher rents by threatening acceleration / foreclosure and renegotiating debt

· Problems are mitigated by ability to CURE, but if acceleration occurs this dissipates
· Acceleration Clauses
· Once an event of default occurs, the lender can accelerate the debt, such that it is all immediately due
· Sometimes notice of acceleration is required

· BEFORE acceleration: debtor can CURE default without creditor’s consent

· AFTER acceleration: debtor CANNOT CURE default without creditor’s consent.  See, for example, Old Republic Insurance Co v Lee.

· Benefits of acceleration
· Gives debtor incentive to honor covenants and make payments
· Gives debtor incentive to cure defaults
· Deters debtor misbehavior

· But requiring notice can reintroduce this problem, because default isn’t as frightening to debtor anymore

· Harms of acceleration
· Allows lender to hold up debtor to renegotiate terms of loan and extract rents from that situation

· Even without acceleration there are costs to switching banks, and current bank can extract a quasi-rent up to that cost after relationship has begun
· BUT, debtor knows bank has made an investment as well...might be able to get his own quasi-rents

· MITIGATION OF HOLD-UP PROBLEM
· Lenders have reputational concerns
· In a relational contract lender does more business the more debtor succeeds (as in inventory financing), so lender will not want debtor to fail

· “insecurity clauses”—can’t cover every possibility, so many security agreements have clauses making it an event of default if the secured party feels the collateral is “insecure” or the prospect of payment is impaired

· Sometimes a good faith requirement here

· Not verifiable, high litigation costs associated with these

· JR Hale Contracting Co v United New Mexico Bank at Alberquerque
· Debtor owed on a promissory note, which included cross-default provision and an insecurity clause
· Debtor explicitly waived any right to notice of acceleration or demand for payment when in default

· Note was a line of credit
· Useful if cash flows fluctuate, so when financing is needed it is there, but there aren’t stagnant pools of cash sitting around when it is not needed

· Some have to be paid up to zero periodically

· Reduces monitoring costs and requires that when debtor is flush with cash they pay their debt

· Some allow lender to have discretion on additional advances
· Debtor is in default (payment default and insecurity clause default) and bank accelerates (see below)

· Exercises right of set-off and takes debtor’s bank account

· Collects accounts receivable of debtor by notifying customers

· Why does bank accelerate?

· Worried that debtor will withdraw money from the bank and prevent set-off

· Worried that debtor will collect accounts receivable and use the cash before bank can get it

· Debtor argues

· Payment default

· Bank waived right to accelerate by not mentioning default in ongoing finance negotiations
· Modification of the security agreement in the course of dealing

· Waiver by estoppel, debtor relied in good faith on bank’s behavior, which suggested they would not accelerate

· Lack of good faith for use of insecurity clause

· § 1-208—acceleration at will clauses must be exercised in good faith, burden is on debtor to establish lack of good faith

· Application to loan due on demand?  Courts are split

· No difference between loan due on demand and acceleration at will

· BUT could argue this provides the form for granting different levels of discretion to the creditor—allowing freedom of contract to operate

· Official Comment says that § 1-208 is not meant to apply to demand instruments
· Court says no difference between subjective and objective evidence of good faith—always looking for objective indicia of honesty—can’t just take the bank’s word for it

· Triantis Analysis

· 1) look at intent of parties when contract was signed to determine how they would have dealt with this scenario had it come up in negotiations

· Debtor has waived all right to notice of acceleration, presumably in exchange for a lower interest rate
· 2) why would you want notice of acceleration?

· Opportunity to cure, legal rights to correct before acceleration

· No notice requirement gives bank a much more powerful threat in renegotiations

· Problem in this case is the affirmative conduct of the bank in leading the debtor on

· More on Good Faith

· KMC Co v Irving Trust Co (CA6)

· Court held that refusing to advance on demand note without notice could breach obligation to act in good faith
· Subjected lender to civil liability for this

· Court notes that bank used blocked account for incoming payments to debtor—debtor would have no other capital without financing from bank

· Good reason for this: ALWAYS WORRY ABOUT THE DEBTOR HAVING CASH, blocked accounts prevent misbehavior with that cash

· Why would bank refuse to advance?
· Good reason: bank wants a chance to monitor debtor each time the debtor requests financing

· Bad reason: bank wants to hold up the debtor to renegotiate on terms more favorable to the bank

· Could also want to signal other debtors that the bank plays hardball and hold them up indirectly

· Kham & Nate’s Shoes No. 2, Inc v First Bank of Whiting (CA7)

· Similar facts, Easterbrook says no lender liability (in this case equitable subordination) for acting within the terms of the contract
· “[The Bank] is not an eleemosynary institution.  It need not throw good money after bad, even if other persons would catch the lucre.”

· Two views of good faith
· Easterbrook View: good faith means an obligation not to act opportunistically in situations not anticipated by the parties when negotiating the contract
· Very rare, means that cost of inclusion in contract >> expected cost of scenario—i.e. unforeseen
· Stronger View: absence of provision in contract is because parties do not want courts to decide these issues
· Opportunistic behavior is not verifiable (always a good story and a bad story)

· Other contraints (reputational) will operate on parties to mitigate opportunism

· Remedies of Creditors on Default

· Non-legal remedies

· Refusal to make future advances

· Refusal to make future shipments (if a supplier)

· Reputational effects

· Credit bureaus

· Collection agencies

· Our system is asset based, so creditors (secured OR unsecured) are always worried about what is happening to those assets

· Legal remedies of unsecured creditors
· CANNOT engage in self-help seizure of assets, this is conversion
· STEP 1: get a judgment
· Pre-judgment remedies

· Attachment of tangible personal property

· Garnishment of funds owed to the debtor by third-parties (paid directly to the creditor)

· After judgment, these assets (attached or garnished) are turned over to the creditor
· STEP 2: proceed on the debtor’s assets

· Mechanism depends on type of property

· Real property—can record a lien against the property

· Personal property—creditor has a judgment lien and this is enforced through a writ of execution by a sheriff, who levies on assets of the debtor described in the writ and sells them to pay off the judgment

· Agency Problems

· Debtor-creditor

· Debtor can be a bad agent for the creditor—misbehaving with cash, etc

· In default, creditor needs to know things about the debtor that the debtor will not be forthcoming about: like where assets are, etc (might need discovery)

· Creditor-sheriff with writ of execution

· Sheriff executes writ and levies on property described—has an incentive to do the minimum necessary because creditor pays only a flat fee for execution of the writ
· Vitale v Hotel California, Inc
· Creditor has a judgment lien against debtor’s assets

· Writ of execution describes monies and personal property at bar owned by defendant

· Sheriff half-assed tried to execute writ, and refused to do it multiple times in order to collect on the full judgment

· Plaintiff-creditor files suit for amercement against sheriff—making him personally liable for the judgment and subrogating him to the judgment lien

· Could also have tried for an injunction under state law and a contempt of court threat

· Risks of amercement—sheriff over-enforces writ and makes inefficient trips to the bar to levy

· Court sides with plaintiff

· Legal remedies of secured creditors
· ADVANTAGES OF SECURED FINANCING
· Increase ex ante incentives of debtor because foreclosure is so easy for creditor and a possibility

· Creditor can correct problems that cause defaults

· Can accelerate and foreclose

· Can threaten to foreclose and get the debtor to cure the problem
· Generally

· All remedies of unsecured creditors can be used by secured creditors as well

· BUT assets are already known to the creditor so investigation is unnecessary

· Debtor also has less time to cure default since creditor has self-help remedies that can be used immediately
· Foreclosure
· Extinguishes right of debtor to redemption (the equity of redemption)

· This is NOT the right to cure a default, but the right to pay the entire accelerated debt in order to prevent losing the collateral via foreclosure and sale

· This enables a market for the collateral to be created (no one would buy a piece of collateral that could be redeemed)

· Can conceive of equity of redemption as an option
· Option to buy collateral at strike price of amount of outstanding debt

· This insulates debtor from downside risk
· Increasing option value

· Option value proportional to time to exercise, so debtors want to put of foreclosure as long as possible (it increases the value of their option)

· Debtor will also try to increase the volatility of the collateral, because this increases their option value

· Both of these activities are socially wasteful
· Non recourse v recourse loans
· If the secured loan includes recourse, then after sale of the collateral creditor can go after remainder of obligation as an unsecured creditor for a deficiency judgment
· In this case the debtor is not completely shielded from downside risk, as residual debt will increase or decrease with value of collateral

· BUT unsecured creditors will collect cents on the dollar in bankruptcy, so option analogy still holds

· Non recourse loans allow creditor to only satisfy debt with sale of the collateral

· Foreclosure Procedures Under the UCC
· Much easier than for real property—which requires judicial foreclosure

· UCC allows foreclosure by sale.  § 9-610(a).

· Secured party can sell, lease, license or otherwise dispose of collateral and this by itself extinguishes the debtor’s right of redemption.  § 9-623.

· Creditor can choose judicial foreclosure.  § 9-601(a).

· Possession before foreclosure
· Either party can have possession but there is a divergence of incentives

· Debtor

· Lower incentives to preserve property’s value and use it responsibility

· Increased risk of debtor misbehavior (taking risks with the asset)

· Tough for creditor to sell property when debtor has possession of it

· Foreclosure will require replevin first to get possession
· Creditor

· Possession of collateral might shut debtor down—other creditors will suffer

· Loss of going concern surplus from keeping assets together

· Not a problem if collateral = the whole business
· Repossession under the UCC
· Creditor has immediate right of possession upon default.  § 9-609(a)(1).

· Can also render equipment unusable for constructive possession. § 9-609(a)(2).

· Judicial Mechanisms
· Can use court and sheriff under court order of replevin
· Non judicial Mechanisms
· Creditors have the right to repossess without court order.  § 9-609(b)(2).  But must proceed without a breach of the peace!
· UCC does not define “breach of the peace”

· CANNOT bring a law enforcement officer (even off-duty).  In re Walker v Walthall
· Factors courts use in deciding whether there has been a breach of the peace

· Propensity for violence in the methods used

· Trespass on third-party’s property.  Salisbury Livestock Co v Colorado Central Credit Union
· Can collateral be viewed without extensive searching on the property
· Notice

· Salisbury—no notice require if you determine that demand is futile

· Del’s Big Saver Foods v Carpenter Cook—there are constitutional requirements of notice

· But deceit can lower the possibility of violence, so may be tolerated.  See KB Oil Co v Ford Motor Credit Co
· Nature of the location of collateral

· Residential = more likely violence.  Salisbury Livestock
· L&E Perspective—minimize external costs
· Costs to society from potential violence, trespass on third-party’s property

· These will be most likely when creditor’s interest in repossession requires acts which create externalities

· Example: must break lock on gate to large car lot to get one car and leave gate open—no violence, but ‘breach of peace’—see Laurel Coal Co v Walter E Heller & Co
· Why tolerate deceit?

· Ex post we see no violence, externalities

· BUT ex ante, knowledge that creditors can use deceit could encourage socially wasteful preventative techniques (security guards, etc)

· Self help against accounts (like accounts receivable)

· Highly liquid but hard-to-monitor collateral

· Creditor can send written notices to account debtors to pay creditor directly instead of debtor in default. §§ 9-607, 9-406(a)

· Can also enforce rights of the debtor in default against account debtor.  § 9-607(a)(3).

· Exercise of the right to notify can have a bad effect on the desire of account debtors to keep doing business with debtor in default

· Strict Foreclosure Under the UCC
· § 9-620(c) allows a secured creditor to just keep the collateral in partial satisfaction of the debt owed if the debtor ‘consents’
· Consent can be implied if secured party sends debtor a proposal and there is no objection within 20 days (oral objection insufficient).  § 9-620(c)(2)(C).

· Requirements
· MUST NOTIFY parties with security interests or liens in the collateral.  § 9-621

· No objections from others holding liens or any other person with a subordinate interest in the collateral.  § 9-620(a)(2).

· Debtor can consent only AFTER repossession for consumer goods.  § 9-620(a)(3).

· Not permitted if debtor has paid 60% of a loan against consumer goods (can waive in writing, § 9-620(a)(4)).  § 9-620(e).

· Why strict foreclosure?

· Value of collateral > value that will be realized at sale

· Synergistic values to creditor (creditor is a seller of this sort of collateral)

· Creditor doesn’t want to go through UCC sale procedures

· Value of collateral > total amount of debt—secured creditor is trying to get the surplus and not give it to debtor (or more likely to junior lienholders)
· Art 9 tries to avoid judicial valuation, so procedure ensures that this won’t happen

· Debtor or other creditor will object if this is the case and prevent strict foreclosure

· SALES Under the UCC.  § 9-610.
· Differs from judicial sale procedures because they are conducted by the secured creditor

· What rights do the purchasers get?  § 9-617

· Secured party’s interest is discharged.  § 9-617(a)(2)

· All SUBORDINATE security interests or liens are discharged.  § 9-617(a)(2).

· Why extinguish subordinate liens and not prior liens?
· Why make a prior secured creditor give up a profitable contract?

· Must extinguish subordinate liens because letting them remain will hurt prior lienholders if the subordinate lien is out of the money

· Most of the time purchasers make arrangements with prior lienholders to extinguish those liens when purchase is made
· Most common with lines of credit, where debtor could still draw after foreclosure and sale by subordinate lienholder and feed the lien on the newly purchased collateral—screwing the first purchaser in a second sale

· In example below (when 2 forecloses first), if debt to 1 was in the form of a line of credit, and the sale happened the debt could grow as the debtor made more draws, if 1 then foreclosed the first purchaser would get less than what he paid for it

· Priority of payment
· 1) costs of sale

· 2) foreclosing lienholder paid first

· 3) subordinate lienholders paid after first is satisfied

· 4) surplus to debtor, deficiency judgement for subordinate leinholders with unsatisfied debts

· EXAMPLE

· Tractor owned by debtor in default on obligations to two lenders, 1 and 2.  1 is owed $5000 and 2 is owed $3000.  Tractor has value $8000.  Cost of sale is $1000.

· 1 repossesses and forecloses by sale, selling the tractor for $8000 and extinguishing 2’s lien, proceeds are distributed:

· $1000 for costs to 1

· $5000 for debt to 1

· $2000 for debt to 2, leaving a $1000 deficiency for 2 to pursue on his own

· 2 repossesses and forecloses by sale, selling the tractor for $3000 (because it will be subject to 1’s $5000 lien still)

· $1000 for costs to 2

· $2000 for debt to 2, leaving the same $1000 deficiency for 2 to pursue on his own

· Sale Procedures
· Creditor Incentive Problems in UCC Sale—lower incentive to get the most possible for the collateral
· If collateral value < amount of debt

· Getting the best price can be expensive and creditor can externalize cost of a cheaply run sale onto the debtor if he can get some of the rest in a deficiency judgment

· If collateral value > amount of debt 

· Creditor has no incentive to get sale price higher than debt amount—who cares about surplus, that goes to debtor–again can externalize the cost of a cheap sale
· SOLUTIONS—Notice

· Allows debtor to monitor sale

· Allows debtor to line up potential purchasers (might be better-placed to know who might want it

· Of course, why didn’t they sell before foreclosure then?
· Supports debtor’s equity of redemption (since foreclosure doesn’t occur until sale does)

· Others with an interest in monitoring are notified (guarantors and junior lienholders)

· Notice.  § 9-611(c) (the debtor, guarantors, junior lienholders)

· FDIC v Lanier
· Guarantors challenge notice given in UCC sale

· Private sale under § 9-610(b) allowed

· Court holds here that notice doesn’t have to specify whether sale will be public or private, but only specify a time AFTER WHICH A PRIVATE SALE MIGHT BE MADE

· Satisfies purpose of supplying soonest possible end to equity of redemption

· Commercial reasonableness

· Chavers v Frazier
· Creditor foreclosed and sold a Lear Jet

· Debt was $400,000 and jet was worth $800,000—creditor only got $400,000 in sale

· Debtor is defending deficiency judgment action with allegation that sale was not commercially reasonable

· Court holds sale was not commercially reasonable

· Didn’t do appropriate maintenance and advertising

· Maybe only sellers of jets should become secured creditors of jets because only they have the expertise to perform these sales
· Attachment and Perfection

· ATTACHMENT—the creation of a security interest in collateral

· Attachment is necessary and sufficient to enforce the security interest AGAINST THE DEBTOR (need perfection to enforce it against third-parties)

· § 9-203(b) lists requirements for attachment

· Attachment occurs as soon as all three requirements are satisfied.
· (1) value has been given

· includes everything, including past consideration
· (2) debtor has rights in the collateral

· (3) debtor has authenticated a security agreement which contains a description of the collateral OR the collateral is in the POSSESSION of the creditor
· Possession—covers pawnshops
· Security Agreement—what qualifies?

· In re Ace Lumber Supply, Inc
· Creditor took notes during conversation about loan, and filed financing statement covering the collateral

· Bankruptcy trustee is contesting motion for lifting automatic stay by secured creditor by saying there was no attachment
· Question is whether financing statement signed by the debtor can serve as the security agreement for purposes of § 9-203(b).  ANSWER: NO, not standing alone!

· All a financing statement does is provide notice that there MAY be a security interest, it DOES NOT CREATE ONE
· [Under new Art 9 debtor signature NOT REQUIRED on financing statement—will that affect this rule?  If debtor now signs financing statement doesn’t that tend to demonstrate an intent to create a security interest?—Debtor must still authorize a financing statement to be file.  § 9-509(a)(1)]

· Court adopts composite document rule.  In re Amex-Protein Development Corp.

· All documents will be looked at, including financing statement to determine whether a security interest has been created

· BUT need some authenticated writing to the effect that a security interest has been created, not satisfied here
· Court requires document to be authenticated by a debtor.  Other courts do not.  Longtree Ltd v Resource Control.

· Justifications for the Requirement of an Authenticated Security Agreement—Similar to Statute of Frauds

· Evidentiary—formality of act provides evidence of intent to enter into agreement

· Cautionary—makes debtor think about what he is doing

· Channeling—parties can choose between informal and legal means of making agreements, this channels their choice of legal means into one type of expression

· Minimizing litigation—about what collateral is covered, etc

· Sufficient Description of Collateral in a Security Agreement.  § 9-108
· Goal is that creditor, debtor, and strangers can identify the specific goods that are the collateral in a security agreement

· § 9-108(a) a description is sufficient if it “reasonably identifies what is described”

· A UCC definition is sufficient.  § 9-108(b)(3) (but NOT for consumer goods, § 9-108(e)(2))

· In re Carlos
· If collateral is such that debtor may own other similar items—the description must enable a third party to distinguish the collateral from similar property
· Court adopts community standard rule—if people in the community would have more than one, then collateral must be described with greater specificity

· In re Ziluck
· Security agreement applied to “all merchandise charged to your Account”

· Court says this is sufficient, contra Carlos
· § 9-108(c)—new Article 9 description MUST be more specific than “all the debtor’s assets”

· Later-filled in description of collateral in security agreement—Courts are split

· Not sufficient.  In re Hewn.

· Sufficient.  In re Blundell; In re Allen.

· PERFECTION—necessary to enforce a security interest in collateral against third-parties, as in priority
· The key is notice—notice to other potential creditors of the debtor that a security interest might exist with respect to the collateral.
· Priority rules are all default and can be contracted out of

· You can contract to be subordinate, but not senior to other lienholders

· You can also demand a negative pledge, so that debtor cannot further encumber the collateral / assets—this can protect a senior lienholders equity cushion’s effects on debtor incentives

· Isn’t Priority Unfair?

· Peerless Packing Co v Malone & Hyde—court rejects claim by unsecured creditors of unjust enrichment because secured creditor strictly foreclosed on debtor after debtor had ordered a bunch more inventory from unsecured creditors and secured creditor knew he was going to do that…their remedy is with the debtor.

· REQUIREMENTS FOR PERECTION

· Automatic perfection

· Purchase money security interests in consumer goods
· Filing a financing statement

· Taking possession of the collateral.  § 9-313(a).

· Prevents debtor misbehavior

· But some collateral is only useful in debtor’s possession

· Taking control of the collateral (like a deposit account at the bank that is the creditor).  § 9-314.

· THE FILING SYSTEM

· Balancing costs in the system

· Filing costs

· Searching costs

· Maintenance costs

· Want to minimize the sum of these costs
· Multiplicity of different filing systems

· Real estate filing system (usually local)

· UCC filing systems (usually statewide systems)

· Specialized systems

· Automobiles

· Certain kinds of licenses

· Trademarks, patents, copyrights, airplanes—federal system

· In re Peregrine (Kozinski concludes that cannot perfect a security interest in copyrights by filing in state system—federal system preempts)

· But see Joseph v 1200 Valencia, Inc (federal filing not sufficient to perfect in a trademark)

· Financing Statements

· § 9-502(a)—Financing Statement Must Contain

· (1) name of debtor

· (2) name of secured party or representative

· (3) indication of collateral covered by financing statement

· Debtor’s signature not required, but debtor’s authorization to file financing statement is required.  § 9-509(a)(1).  Signing a security agreement is authorization under § 9-509(b).
· Debtor’s name
· § 9-503(a) tells you what name to use depending on what sort of entity the debtor is

· § 9-506(c) says that an error in name is ‘seriously misleading’ so as to render the financing statement ineffective IF A SEARCH UNDER THE CORRECT NAME WOULD NOT TURN UP THE FILING STATEMENT.  § 9-506(b)

· In re Wardcorp (good cite for manual system)

· ITT Commercial Finance v Bank of the West
· In re Tyler (good cite for computer system)

· Trade names are insufficient,  § 9-503(c).

· Indication of the collateral
· § 9-504—sufficient if

· (a) satisfies § 9-108 (as for security agreements)

· (b) says it covers all assets or all personal property

· Will contain description of the collateral usually broader than collateral actually covered by security agreement—merely provides notice

· § 9-210 allows a debtor to request that a creditor confirm what the actual collateral is, as opposed to merely what is described in the financing statement

· Request can only be made by debtors.  Comment 3

· Potential creditor should not rely on financing statement alone, but investigate what actual collateral is.  Comment 2

· Benefits (?) of the Filing System
· Potential creditors or buyers of personal property use many mechanisms to check out the seller with respect to concerns other than whether a security interest exists

· Investigation (like a credit check, criminal record check, etc)

· Reps and warranties

· Guarantees

· Performance bonds

· Art 9 supplements these by adding the filing system, but the filing system DOESN’T EVEN TELL YOU IF THE DEBTOR OWNS THE COLLATERAL—a simple bailment can defeat it

· Triantis thinks that if we got rid of the filing system (and allowed just automatic perfection) private mechanisms might take up the slack (see credit bureaus)

· Characterizing Collateral for the Purpose of Perfection
· Classification of collateral determines

· What methods of perfection are available

· Filing

· Possession

· Control

· Automatic (PMSIs in consumer goods, excluding cars)

· Where filing must occur

· Types of Collateral

· Chattel paper.  § 9-102(11)

· Paper that evidences a monetary obligation AND a security interest in specific goods OR a lease of specific goods

· A security agreement + promissory note OR a lease

· Instrument.  § 9-102(47)

· Negotiable instrument or

· Like a check, ultimate payee takes free of any defenses intermediary may have had against original payor

· Any writing that evidences a right to payment of a monetary obligation that is

· NOT itself a security agreement or lease

· IS THE TYPE transferred by delivery in the ordinary course of business

· In re Latin Investment Corp
· CD bearing legend “non-negotiable” and “non-transferable” was used as collateral

· Question is whether this is an instrument (can be perfected by possession) or a general intangible (cannot be perfected by possession)

· Court holds that business practice NOT the legend controls this determination and says this is an instrument
· Documents
· [writing evidencing a non-monetary obligation]

· Account.  § 9-102(2)

· Right to payment of a monetary obligation incurred as the result of service, transfer or property, etc.

· That is not a chattel or an instrument

· Example: accounts receivable for stereo store (they sell you a stereo, you incur a monetary obligation—that’s an account)

· General intangible.  § 9-102(42)

· Any personal property that is not an account, chattel paper…or instrument

· Example: a straight loan
· More of a financial obligation

· Goods
· Inventory v Equipment
· Inventory is “held by a person for sale or lease or to be furnished under a contract for service.”  § 9-102(48)

· INCLUDES raw materials and works-in-progress 

· Equipment is defined as “not inventory”  § 9-102(a)(33). [CHECK THIS]

· Consumer goods
· Bought for or used in primarily household role

· Collateral NOT covered by UCC Art 9
· Real property

· Wage claims

· Insurance policies and claims

· Non-commercial tort claims

· Bluxhome Street Associates v Fireman’s Fund Insurance Co
· FF challenges BSA’s priority over tort claim of debtor

· Court says tort claim not covered by UCC and therefore

· No statutory perfection requirement means NO PERFECTION REQUIREMENT

· Automatic perfection!

· Could have chosen other rules, or required reasonable notice

· CAN PERFECT BY POSSESSION

· Goods (consumer goods, equipment, inventory, etc)

· Instruments

· Money (only way to perfect a security interest in cash)

· Tangible chattel paper

· CANNOT PERFECT BY POSSESSION

· Accounts

· General intangibles

· EXCEPTIONS TO THE FILING REQUIREMENT FOR PERFECTION
· Lease or Security Interest?
· Art 9 applies to security interest NOT leases, but you can dress up a security interest to look like a lease

· If you think something is a lease and it turns out not to be—you might be pretty surprised when you find out you had to perfect!  But you can play it safe by filing anyway.  § 9-505.

· § 1-207(37) defines “security interest” and provides factors to determine whether you have a security interest or a lease

· Is a security interest (possibly) IF:

· Lessee does not have a termination right AND
· Original term of lease ≥ remaining economic life of goods

· Lessee is bound to renew lease for remaining economic life of goods

· Lessee has option to renew for remaining economic life for no additional consideration

· (phantom option—will always be exercised because lessee will have a lot of equity in the collateral)

· Lessee has an option to buy the collateral for no additional consideration

· NOT AUTOMATICALLY A SECURITY INTEREST IF

· PV of lease payments ≥ fair market value of goods at present

· Lessee assumes risk of loss or agrees to pay taxes, etc

· Lessee has option to renew or become the owner

· Remember that leases can be rejected by a bankruptcy trustee!

· Automatic Perfection of PMSI in Consumer Goods.  § 9-309(1).
· Consumer goods—goods used or bought for use primarily for personal, family, or household purposes.  § 9-102(23)

· PMSI—purchase money security interest

· Security interest is given in the asset financed by the credit the asset secures

· Important tracing element—need to know money lent was spent on the good purchased

· Justification

· Consumer goods have high depeciation, so unlikely anyone else will want to lend against them—therefore no notice needed

· But what about big-ticket items—some states have dollar cut-offs
· Protection for purchasers.  § 9-320(b).  A purchaser will take free of any security interest in consumer goods if

· No knowledge of security interest AND

· Purchased for value AND

· Purchased for consumer use AND

· No financing statement filed

· So we screw you if the creditor happened to file—seems to cover the big-ticket item problem

· SO creditors will still file if they are worried debtor might sell collateral and it is worth enough

· Change of use
· What happens if the good starts getting used as equipment?  Triantis thinks that burden should be on original creditor and if use changes they should file a financing statement
· Alternative would be to make potential second creditor investigate former uses of the collateral to make sure there wasn’t an automatically perfected PMSI out there!

· CONTRAST this result with the usual rule that BEFORE ATTACHMENT a change of use changes the characterization of collateral.  See In re CH Butcher Jr (in Examples Book)

· SECURED PARTY WILL STILL WANT TO FILE FINANCING STATEMENT to protect from a good faith purchaser for value under § 9-320(b)
· Automatic Perfection by Virtue of Possession
· Non-legal reasons for creditor to wish to keep possession

· Worried about debtor misbehavior

· Low cost of keeping possession relative to risk of debtor misbehavior

· The burden of filing is rarely the reason creditors take possession
· Possession provides notice to third-parties, so no filing is needed since possession suggests ownership and debtor will have a hard time encumbering or selling property he does not possess

· Collateral and Scope of Article 9

· Obligatons secured: usually described in security agreement
· Courts will use law of contract to determine what obligations are secured including parol evidence rule, mutual mistake-reformation, etc

· See, for example, State Bank of La Crosse v Elsen—both parties thought that security interest covered one of two obligations, mortgage read as if it covered both, court reformed mortgage after bank tried to foreclose

· Security interest can secure FUTURE obligations (like future advances).  § 9-204(c).

· Description of the Collateral in a Security Agreement—Specificity
· Goal is that creditor, debtor, and strangers can identify the specific goods that are the collateral in a security agreement

· § 9-108(a) requires that a description if it “reasonably identifies what is described”

· In re Carlos
· If collateral is such that debtor may own other similar items—the description must enable a third party to distinguish the collateral from similar property
· Court adopts community standard rule—if people in the community would have more than one, then collateral must be described with greater specificity

· In re Ziluck
· Security agreement applied to “all merchandise charged to your Account”

· Court says this is sufficient, contra Carlos
· § 9-108(c)—new Article 9 description MUST be more specific than “all the debtor’s assets”

· After Acquired Property—security interests allowed under § 9-204(a).
· Very common to have security interests in after acquired property, especially when the interest is in accounts or inventory or general intangibles
· Security interest attaches when the debtor acquires rights in the collateral.  This might be when goods are identified to the contract.  Compare Daniels v Bank of Hayward.  § 2-501(1).

· Stoumbos v Kilimnik
· Court endorses but does not adopt default rules for after acquired property

· No express language needed for “inventory” to include after acquired inventory

· Makes sense because no reasonable creditor would lend against an ever dwindling amount of collateral
· Express language requires to cover after acquired equipment
· In this case security interest was limited by express language to inventory on a certain date, so it expressly did not cover after acquired inventory
· Certain Things Cannot Be Collateral
· INDIVIDUALS
· Property of a personal nature (clothes, household goods, wedding rings, tools of the trade)—rules vary by state, but FTC regs forbid the granting of a nonpossessory nonpurchase money security interest in these items

· Why not allow a security interest in these things

· Very low value—secured creditor might take them just to be spiteful and then throw them out…socially inefficient outcome

· But this is ex post efficiency
· Could be ex ante efficient to allow security interests like these because threat of loss of personal possessions get debtor LOWER INTEREST RATES

· This makes the security interest in the nature of the hostage (high value to parents, low value to kidnappers)

· Collateral with idiosyncratic value the best form of collateral!

· Less potential for violence in repossession
· Explains exception for possession

· EXCEPTION FOR PMSI

· FTC and Bankruptcy Code specifically allow for this.  BC § 522(f).

· Why?
· Creditor more likely to actually value consumer good he is in the business of selling [but clothing?]

· Cautionary function—the good would not have been purchased but for the PMSI

· We trust people to buy what they want / need and allowing a PMSI facilitates those purchases
· BUT: why allow a PMSI in a TV, but NOT a loan against a TV to take a Spanish class?

· Monitoring?  Maybe we are worried bad things will be done with cash loaned against a TV (like buying drugs), whereas market regulates PMSIs (you can’t get a PMSI in coke)

· EXCEPTION FOR POSSESSION

· Allows pawnshops to operate

· Future Wages—not covered by Article 9.  § 9-109(d)(3). Note that businesses can encumber future earnings by granting a security interest in accounts.

· Why not allow security interests in this?
· Paternalism--People are bad at assessing PV of their future wages

· Gives creditor a lot of leverage—but gives debtor lower interest rate
· Bad effect on individual’s incentive to work
· Maybe losing your job isn’t so bad, or getting a promotion not so good

· Explains distinction between wages already earned (which can be subject to a security interest) and wages not yet earned

· Same justification of the bankruptcy discharge—want to restore incentive to work or earn profits

· Disability benefits, pensions, etc (in most jurisdictions) also excluded—why?

· Paternalism—the whole reason for these programs

· Worry that without this money you will be a burden on the state

· Worry that debtor can externalize costs of risky behavior with funds obtained on credit backed by pensions (onto family members or government)

· In re Green (ERISA anti-alienation provisions prevent granting a security interest in pension payments)

· BUSINESSES
· § 1-201(37)—“security interest” is an interest in personal property or fixtures—what about valuable nonproperty?
· Licenses
· Some courts hold that these are nonproperty and therefore cannot be subject to a security interest under Article 9

· They are revocable (although rarely revoked)

· Usually cannot be transferred

· See for example, Jackson v Miller (security interest in liquor license void because state statute said license was a personal privilege and not property)

· Other courts take more policy-oriented approach and allow security interes in licenses.  See In re Ridgely Communications.

· Franchises
· Usually unassignable by contract
· Typical sale of franchise occurs as follows

· Seller finds buyer, who agrees to purchase all assets of franchise contingent on franchisor’s willingness to grant a new franchise to buyer
· Allows for quality control of new franchisees

· In re SRJ Enterprises, Inc
· Debtor operated Nissan dealership

· Two creditors

· One financed floor inventory

· Another gave additional financing

· Question is whether fee paid to debtor for termination of franchise is “proceeds” of the franchise, and therefore subject to the security interests of the creditors
· Bankruptcy trustee is fighting this characterization, on behalf of unsecured creditors, who will share in the fee it is not subject to a security interest

· Court takes expansive view of “property” equating it with almost anything of value…and allows secured creditors to collect

· The prohibition on assignability of the franchise does not restrict granting a security interest in it, adopting Ridgely approach, aknowledging that in these cases foreclosure is not an option.
· PRIORITY

· Justifications for Priority

· Interest rate redistribution
· Granting secured status to one creditor lowers interest rate granted by that creditor, BUT will also raise interest rates offered by unsecured creditors—NET WASH
· Opportunism story—debtors could use secured creditor to take advantage of unsecured creditors that cannot adjust their interest rates

· Tort claimants

· Tradespeople who deliver on credit

· Exploiting monitoring efficiencies

· Secured creditor has lower monitoring costs (because they are secured)

· BUT unsecured creditor will incur increased monitoring costs

· Priority will be socially efficient in two scenarios:
· 1) secured creditor is an ineffcient monitor and unsecured creditor is a good monitor, so granting secured status exploits this monitoring efficiency
· For example, bank takes security interest in whole business and lets unsecured creditors blow the whistle when the firm is in financial distress (they monitor more frequently—bank just looks at balance sheets)

· 2) secured creditor is a good monitor over a specific type of collateral, so granting him a security interest in that collateral enables him to exploit his monitoring efficiencies and offer a lower interest rate as a result
· This is best justfied in the PMSI setting

· Eliminating Over / Under Investment Problem

· Last in time creditor has priority

· You would lend in the shadow of a risk that your debtor will get other creditors who will then have priority over you

· No one would ever lend in the first place, but if they did you would have a problem of overinvestment—every shitty project could get funding because creditors will have priority in a last-in-time scheme

· First in time creditor has priority

· Provides notice to later creditors

· Problem of Debt Overhand / Underinvestment
· Insolvent or near-insolvent company has great investment opportunity

· Current creditors will not lend unless they are given all profits from the investment, meaning debtor has no incentive to invest at all
· Neither will other lenders, because firm is insolvent—new lenders WILL WANT PRIORITY over previous creditors

· Moreover, insolvent companies will have no incentive to DISCOVER these profitable opportunities because of this precise problem

· This is why we have later in time exceptions to the first in time rule!

· PMSI

· Since creditor finances purchase of collateral he will be a good check on whether this is a good investment (will only lend if value of asset ≥ amount of loan)

· But this assumes there is NO SPILLOVER effect between PMSI collateral and other assets in the firm

· If there is negative spillover then the prior secured creditor will get screwed because PMSI creditor will not internalize these losses
· Project finance

· Public Choice Explanation

· Some types of creditors are good lobbyists and think they can get short term gain out of having priority until market readjusts

· This might explain statutory liens

· Judicial Liens—unsecured creditors ain’t shit until they get one
· Unsecured creditors become lien creditors when they

· Get a judgment and a writ of execution and levy on the property

· Record a judgment in a real property recording system

· Attach the property in a judicial proceeding (pre-trial remedy)

· Garnishment of third-party debts to the debtor (also usually a pre-trial remedy)

· PRIORITY AMONG UNSECURED CREDITORS

· These liens rank in priority with respect to each other in first-in-time priority (the effective date varies from state to state)

· Date of levy

· Date of delivery of the writ to the sheriff

· Date of service of a writ of garnishment

· Date of recordation of judgment

· Bankruptcy
· Trustee has the status of a super-lien creditor as of the day of bankruptcy—priority over all remaining unsecured creditors that have NOT gotten liens yet

· So we have a race to the courthouse and a race to get in there before bankruptcy
· GOOD: moves up the date of crisis and signals when a company is going under, rewarding those who are good monitors

· After bankruptcy this would be destructive because everyone already knows the company is in trouble

· [BAD: perhaps encourages inefficient levels of monitoring, which is not costless]

· Standstill agreements—agreements among creditors not to get liens in order to forestall bankruptcy, rare today now that Chapter 11 is common

· Secured Creditors v Lien Creditors

· Secured Creditors prevail over judicial lienholders if they FILE OR PERFECT before the unsecured creditor becomes a lien creditor
· Usually what happens is that a lien creditor will be in court alleging that a prior security interest

· Never attached

· Insufficient description of collateral

· No written security agreement

· Was never perfected

· No financing statement

· Improperly filed financing statement

· Bankruptcy prevents any later perfection of security interests—if you snoozed you lose, provides an incentive for a secured party to perfect

· Also don’t want secret liens out there that surprise everyone

· WHAT ABOUT PMSIs? [CHECK]
· PMSIs
· Can prime liens created before perfection if the PMSI is PERFECTED within 20 days of attachment.  § 9-317(e)

· Enables delivery to occur before filing of financing statement…otherwise PMSI creditors might want to wait to file before delivery

· Future Advances
· § 9-323(b) gives future advances priority relating back to the original filing
· MUST NOT HAVE KNOWLEDGE of the prior lien when the advance is made OR the advance must be pursuant to a commitment entered into without knowledge of the lien

· If within 45 days of levy by lien creditor, knowledge is irrelevant
· Justification

· Bank gets to create a claim to the debtor and protect its screening and investigation investment from vulturing credtors

· Knowledge?
· The filing system is meant to avoid problems with the determination of subjective facts like ‘knowledge’—why reintroduce the problem here?

· It is the middle ground between two extremes:
· All future advances take priority

· But secured creditor will not be deterred from advancing to a debtor in financial trouble

· Gives debtor incentive to engage in risky behavior and soak the firm at the expense of subordinated lienholders

· Transaction-time based approach—later future advances are subordinate

· Banks have no incentive to invest in initial screening and information gathering

· Secured creditor will have to search for new liens each time an advance is to be made

· Uni Imports, Inc v Exchange National Bank of Chicago
· Question is whether nonadvances like costs of collection (and interest, taxes, fees, etc)have priority over prior liens
· ENBC extended revolving line of credit to debtor with broad security interest and cross-default provisions

· UNI became lien creditor via writ of execution and sent copy of writ to ENBC to notify them
· Dick Warner (CA2) said that nonadvances were not included in § 9-323(b) exception and therefore not subject to that rule and automatically related back to original security agreement without limitation (picking default rule of relation back)

· If lenders could not get these to have priority, they might just foreclose rather than pay fees and attempt to keep debtor afloat

· Debtors also have less discretion with nonadvances than with future advances—they are put to set purpose

· Court here grudgingly agrees with Dick Warner result

· Notes that nonadvances could be used to squeeze out lien creditors and that secured creditor is the better monitor

· Ignores that this might be helpful in keeping debtor afloat and lead to payment for the lien creditors—whether this is good or bad depends on the use of the nonadvance indebtedness

· Court gets it wrong by saying we prefer future advances because they add value, not remembering that some nonadvances just transfer liability from one party (the state) to another (the creditor)

· And we worry about the incentives of the debtor with future advances
· Secured Creditors v Statutory Lienholders—statutory liens differ state to state, although we talked about the most common types

· Statutory liens have priority over other unsecured creditors and also sometimes over prior secured creditors
· § 9-333—grants possessory liens created by statute or rule of law priority over security interests in the same collateral
· Why should we grant priority over prior secured creditors?

· Example

· GMAC advances $10k for a new car to Debtor, secured by a PMSI in the car, perfected by a notation on the certificate of title with the DMV

· Car is now worth $7k, and it breaks down

· Repairs will cost $3k and Debtor brings it to garage for repair

· Now garage has $3k lien that will prime the PMSI of GMAC
· This is GOOD if the repairs performed really add $3k to the value of the car

· This is BAD is the repairs add less than $3k to the car, because the repair was inefficient

· Gives lienholder incentive to perform (since they get priority)

· But might lead them to do more than is necessary because they know they will be paid
· Debtor might not care because they have no equity in collateral and therefore is a bad monitor of the collateral
· Secured creditor wants repairs done that maintain collateral value
· Types of Statutory liens

· Artisans Liens
· Has origins in common law—artisans have a lien against personal property that they improved or repaired

· Must be in possession of the property in order to have the lien

· This is a later-in-time exception to our general first in time rule

· Encourages overinvestment by debtor in repairs, etc

· Also allows for overcollateralization of debt to artisan (contra PMSI)

· Tough to segregate value of work done on property from property itself, however

· Hospital Lien
· Hospital treating patient has lien against any tort claim he might have against tortfeasor

· Again no link between price of treatment and size of judgment—overcollateralized in the extreme in many cases
· Could be the result of a public choice problem here—hospitals lobbied for this lien

· Garage Keepers’ Lien—for repairs to motor vehicles

· Possession apparently not required

· Landlord’s lien—against chattels on the property

· Majority rule—does not prime prior security interests in the chattels

· Perhaps because landlords do not add value to the chattels
· Also looks like a public choice story (landlords beat unsecured creditors but can’t beat banks)

· Environmental liens
· State cleanup costs create lien with priority over all others against property

· Encourages secured creditors to monitor for environmental problems on the property—perhaps this is the proper distribution of monitoring competencies

· Secured Creditor Responses to Statutory Lien Priority

· Covenants not to do anything that will give rise to such a lien (unlikely to be effective)

· Payment
· Since statutory liens tend to be small, secured creditor gets right to pay them to prevent foreclosure by statutory lienholder

· Waiver—creditor can require debtor to get a waiver from statutory lienholders (common in construction)

· Monitoring (see environmental liens)

· Secured Creditor v Secured Creditor

· GENERAL RULE: FIRST TO FILE OR PERFECT.  § 9-322(a)(1)—priority by filing extends only to what is described in the filing statement
· Note this does not require attachment, just filing—perfection requires attachment, however.

· Knowledge NOT relevant
· The ‘perfect’ part of the rule is meant to cover automatic perfection

· The ‘file’ part of the rule is meant to protect the filing system

· Otherwise you could search the filing system, file a financing statement, and then have the rug pulled out from under you by someone else perfecting by filing and attaching in between you filing and you perfecting your interest.

· One filing statement is sufficient to protect numerous security interests
· EXCEPTION.  § 9-325

· Security interests perfected against a transferee are subordinated to those against a transferor

· In other words a perfected security interest follows the collateral and has priority over an “after acquired” security interest which attaches when the collateral is transferred, even if that security interest was filed first!

· No point in having it any other way—how could someone search the filing system for prior filings against everyone the debtor might sell the collateral to?!
· Future advances—all relate back to filing, irrespective of knowledge

· Later secured creditors take their interest with the knowledge that they will be subordinate to future advances by senior secured creditors

· Can contract around this by contracting with senior secured creditor.  § 9-339.

· Security Interests in After Acquired Property and PMSIs
· Inventory

· If a debtor has financed his purchase of inventory, a financing statement covering “inventory” will as a default cover after-acquired inventory as well—so will the security agreement

· A PMSI can give an inventory financier priority over this prior filing, but PMSIs in inventory are subject to special restrictions

· § 9-324(b)

· Must file before relinquishing possession of the inventory to the debtor—NO GRACE PERIOD

· Must search filing system and give notice to secured creditors with filings against inventory of the debtor that PMSI creditor intends to acquire a PMSI
· This makes PMSIs in inventory tough to do, because we are worried about double-lending!
· Unlikely debtor will want to do this—inventory financing is a relational contract—lender wants debtor to do well and increase amount of business

· Equipment

· PMSI perfection

· Must perfect by filing within 20 days of delivery to debtor.  § 9-324(a).

· If requirements of § 9-324 are fulfilled, later PMSI in equipment will have priority over earlier filed security interest in after-acquired equipment

· Multiple PMSIs in same collateral
· Can have two PMSIs (each financing part of purchase money) in collateral

· § 9-324(g) gives priority to PMSI of vendor of collateral
· Otherwise, first to file or perfect holds

· PMSIs in Proceeds
· Generally PMSIs also extend to proceeds from the collateral.  § 9-324(a).

· BUT PMSIs in inventory can only extend to proceeds that take the form of chattel paper, instruments, and cash NOT accounts
· REASON: Debtor gets loan from Bank 1 against accounts, then gets inventory financing (through PMSI) from Bank 2, then starts selling inventory on credit, Bank 2’s PMSI would prime Bank 1’s security interest in accounts!

· So exception enables secured lending against accounts
· PMSIs and Cross-collateralization
· A PMSI can be part of a larger obligation between creditor and debtor, but the burden is on the secured creditor to prove what part of the balance is the PMSI part.  § 9-103(f).

· PMSI in multiple items
· If purchased at the same time, then some authorities take it that each piece of collateral is subject to a PMSI in the full amount (even though this may be far greater than its ‘real’ purchase price)

· A PMSI in inventory doesn’t even require the purchase to have been made at the same time.  § 9-103(b)(2).

· Otherwise the tracking required of a secured creditor would be too onerous with respect to some types of inventory (like groceries)
· ACCESSIONS AND COMMINGLING

· Accession.  § 9-335

· An accession is something that is goods “that are physically united with other goods in such a manner that the identity of the original goods is not lost.”  § 9-102(1).

· § 9-335(c)—normal priority rules apply for security interests in accessions (first to file or perfect)

· § 9-335(e)—on default
· secured creditor can remove accession if he has a security interest in it AND has priority over all others having an interest in the whole
· prior lienholder

· prior secured creditor

· NOTE: accession purchased on a perfected PMSI will have priority over any previously perfected interest in the greater machine, unless that security interest WAS ALSO a PMSI.  § 9-324(g).
· NOTE: secured creditor in accession CANNOT hold up secured creditor in whole for difference in value of the whole with and without accession because secured creditor can always pay debtor this amount to exercise equity of redemption to get accession back.

· Commingling. § 9-336

· Commingled goods “means goods that are physically united with other goods in such a manner that their identity is lost in a product or mass.”  § 9-336(a).

· Security interest in collateral that becomes commingled has priority over unperfected security interest in the collateral.  § 9-336(f)(1).

· Conflicting security interests in a commingled mass share pro rata in proportion to the value of the collateral at the time it became commingled goods.  § 9-336(f)(2)

· Unlike most parts of the code this requires a COURT to assess the “value” of the collateral—similar to determinations of what constitutes “adequate protection” in bankruptcy

· Earlier code used pro rata sharing proportional to COSTS—problem with this is that it gives lenders incentives to finance bad loans because they get pro rata protection in a greater whole according to how big the loan is

· FIXTURES

· Construction finance
· Typically debtor’s bank finances construction, not general contractor’s bank, because debtor’s bank is in better position to monitor what debtor does with building (which will affect the building’s value)

· Stage financing—bank wants to ensure that construction is quality so they finance the construction in observable stages (walls up, roof on, etc)

· Monitoring incentives are inverse to priority, so when cash flows from bank to debtor to contractor to subcontractor to employees the right monitoring efficiencies are exploited
· A construction lien will give a subcontractor who performs work priority over the bank, making the bank and debtor the monitors of the general contractor

· ARTICLE 9 SECURITY INTERESTS IN FIXTURES

· Must file in the real property system, filings in the Art 9 system will be sufficient to defeat lien creditors only, not later mortgages or fixture filings in the real property system,  § 9-334(e)(3).

· GENERAL RULE: security interests in fixtures are subordinate to mortgages in the real property

· Security interest v ordinary mortgage or other encumbrance

· Priority is determined by first to file in the real property system SUBJECT TO A PMSI EXCEPTION

· § 9-334(d), a security interest in fixtures will have priority over a mortgage IF

· (1) it is a PMSI

· (2) real property interest arose before the goods became fixtures AND

· (3) PMSI is perfected by a fixture filing before the goods became fixtures OR 20 days thereafter

· § 9-334(e) sets up a general fist to file system, but it is complicated

· § 9-334(h) Construction mortgages—NO PMSI exception, construction mortgage will have priority IF—(pure first to file system)

· Mortgage is recorded before goods become fixtures AND

· Goods become fixtures before the completion of construction

· Why?
· Just like PMSI in inventory—want construction lender to finance purchase of fixtures too

· Good story: spillovers from fixture to value of building as a whole that are not internalized by a PMSI seller

· Bad story: financier wants a monopoly

· Similar to system for construction liens, except construction liens do not require a security agreement

· Lien arises as soon as lienholder has done his work and will have priority as of the beginning of construction

· For improvements they have priority as of the recording of a claim of lien

· If debtor has right to remove fixtures, fixture filings will have priority.  § 9-334(f)(2).

· Holder of mortgage can always consent to granting of priority in fixtures.  § 9-334(f)(1).

· MARSHALING

· Cross-collateralization—more than one piece of collateral secures the same obligation and creditor can proceed against the collateral of his choice in the order of his choice

· EXAMPLE:

· Two pieces of collateral, A1 and A2, both securing obligations of 100

· A1 now has value 50 and A2 now has value 150

· Without cross-collateralization
· If D defaults on both obligations then C can foreclose on A1 for 50 and A2 for 100, meaning he gets 150 on obligations of 200

· With cross-collateralization
· If D defaults on both obligations then C can foreclose on both A1 and A2 and get 200 back on the 200 of obligations!

· C gets the benefit of increases in value of the collateral
· Is this efficient?  YES.

· If C is a bad monitor then the more secure we can make him the more we can exploit monitoring efficiencies

· If C is a good monitor we want to give him the incentive to monitor all secured assets rather than just those that are out of the money right now

· What is Marshaling?
· Same example as before but now say that A2 has appreciated to 200, say C2 has a junior security interest in A2 for 50

· If both debts are in default, C might just choose to foreclose against A2 only and get his 200, then the value of A1 will be shared among unsecured creditors AND C2’s junior interest in A2 will be extinguished!
· So C2 wants C to foreclose on A1 first, so that the remainder of A2 will be available for him and not the unsecured creditors

· Marshaling is an equitable doctrine that forces a secured creditor to foreclose against certain assets as opposed to certain others
· In re Robert E. Derecktor of Rhode Island, Inc
· Director is a shipbuilding and repair company with two creditors, PA and FDIC

· PA has junior security interests in

· After acquired equipment, machinery, inventory, and other tangible property

· FDIC has senior security interests in

· Accounts, contracts, contract rights, inventory and equipment, general intangibles, machinery, docks, and personal property

· FDIC proceeds against equipment first and then contracts

· PA wants marshaling to force FDIC to go against contracts first, so value will be left in PA’s collateral after FDIC is through
· Bankruptcy trustee objects because marshaling would hurt unsecured creditors

· Court GRANTS motion to marshal
· Doctrine is meant to protect junior secured creditors—who have bargained for their security interests
· Doctrine of prejudice to other creditors only applies to secured creditors, not to unsecured creditors

· BUT—PA knew it was taking a junior security interest and that it did not have a security interest in the contracts—why should it benefit from another creditor’s security interests?

· Requirements for marshaling

· Common debtor

· Assets must be in the hands of that common debtor (cannot marshal as between guarantor and debtor)

· Compare marshaling to the decision of a bank to go after a guarantor—we don’t fetter the decision there (guarantor or debtor) even though the unsecured creditors of either might prefer it either day

· Seller v Secured Creditor of After Acquired Property

· Nemo dat—you cannot transfer rights you do not have—codified in the UCC at § 2-403

· IF property is stolen, no one can ever get good title, even if they are a good faith purchaser

· Generally a bailee cannot grant a valid security interest in collateral or sell it to a good faith purchaser for value who will be protected from the true owner

· BUT if owner entrusts goods to a merchant who deals in the sale of such goods and then sells the property to a good faith purchaser, then the purchaser will take free of the owner’s interest.  § 2-403(2).

· AND if the owner is defrauded or otherwise grants voidable title in a transaction of purchase a subsequent good faith purchaser would be safe.  § 2-403(1)

· This is particularly important because the UCC defines a secured creditor as a ‘good faith purchaser’ when a security interest attaches to collateral under an after-acquired property clause
· In re Samuels (CA5) (debtor paid for cattle by check and brought them within after acquired property clause, then checks bounced—court held that creditor was a good faith purchaser for value and that the security interest had priority).  § 2-403(1) (debtor took title through bad check, but had power to grant a security interest nonetheless)

· This stuff is only relevant when a seller tries to cancel a sale because of a bounced check or fraud or something
· Sellers Solutions to an After-acquired Property Clause
· PMSIs—but often granting a PMSI is an event of default under many security agreements that allow lenders to call the loan

· Retention of title—must be careful not to create a security interest

· Consignment—this is just a PMSI.  § 9-103(d).

· Sellers right of reclamation under § 2-702(2), but this is subject to the rights of a good faith purchaser

· In re M Paolella & Sons, Inc
· Debtor is a distributor of tobacco products

· MNC is a general lender and has extended a line of credit

· Secured by broad security interest and perfected by filing

· Line of credit has been out of formula for some time, and MNC has used influence to effectively control debtor and get information

· Such control can be good because it helps to turn debtor around

· Can be bad because it allows creditors to feed their liens
· Debtor purchases inventory on credit from suppliers

· Suppliers had a personal guarantee from president and took a standby letter of credit from another bank

· These were canceled by bank and debtor
· Suppliers continue to supply inventory to debtor for whatever reasons (maybe they are under pressure to produce good short term results)

· MNC steps in and takes possession of company and assets (including inventory)...debtor ends up in bankruptcy

· Suppliers challenge priority of MNC to inventory, saying that MNC was not a good faith purchaser

· UCC right of reclamation—rejected, MNC is a good faith purchaser

· Equitable subordination—rejected, no inequitable conduct, citing Kham & Nate’s Shoes (Easterbrook)

· Why not allow suppliers to win here?

· Cannot verify feeding the lien from legitimately trying to help the debtor turn things around—courts will not be any good at this either

· One hurts other creditors and one helps

· This looks like a preference, which could be rejected in bankruptcy anyway—but the preference rules rely only on verifiable factors

· What would happen if we granted the right of reclamation here?
· GOOD RESULTS

· Would deter MNC from feeding its lien

· MNC would monitor more because it stood to lose more since inventory would not be a part of its collateral

· BUT if more inventory is a good investment, MNC will still want debtor to do it and let it happen
· If it’s a bad investment it won’t happen because MNC has no reason to let it happen anymore

· BAD RESULTS

· will make sellers much more willing to sell to an insolvent firm on credit, rather than being on notice that such sales are at their own risk

· will deter bank from doing things that bring debtor out of insolvency

· The current rule puts the screening obligation on suppliers—is this the most efficient result?

· NEXT EVIL STRATEGY—MNC will try to have a firesale on inventory and make it into unidentifiable proceeds before suppliers can do anything and just feed MNC’s accounts lien instead of its inventory lien
· Unjust Enrichment—authors think this is a great idea, Triantis thinks it is dumb...this is just another side of the lender liability argument

· Buyers from Debtor v Secured Creditors

· GENERAL RULE: security interest continues notwithstanding the disposition of the collateral.  § 9-315(a).
· Good—facilitates the granting of credit

· Bad—if there were no exceptions this would impede transactions involving any collateral that could be the subject of a security interest

· EXCEPTION(S)—Triantis believes there is one exception, that of authorized disposition, and that sale in the ordinary course of the seller’s business is just a special instance of implied authorization.  See Tambro Fabrics (getting the right result but for the wrong reason)

· § 9-315(a)(1)—authorized disposition, a debtor can sell collateral free of any security interest if authorized by the secured creditor

· Can be express or implied

· Authorization can be at any time, at the creation of the financing or later—inventory financing is an example of authorization at creation

· Creditor might want to monitor to whom stuff will be sold

· But this creates opportunity for secured creditor hold-up
· Typical condition—notice and immediate transfer of proceeds to amount outstanding on the loan (as in the floor plan financing agreement)

· § 9-320(a)—a buyer in the ordinary course of the seller’s business takes free of any security interest

· Seller must be the original debtor that created the security interest, otherwise could use a straw man to defeat security interest

· Knowledge of security interest irrelevant, BUT KNOWLEDGE THAT SALE WILL VIOLATE SECURITY AGREEMENT DEFEATS buyer protection.  § 1-201(9).
· § 9-320(b)—buyer for value of consumer goods to be used as consumer goods without knowledge of the security interest and before a financing statement is filed
· Why make a consumer purchaser search for a financing statement?  Seems a little excessive

· Daniel v Bank of Hayward
· Bank has a floor financing plan with debtor / car dealer

· Financing Structure

· Dealer would order car

· GM sends sight draft to bank, instructing bank to pay for car and identifying car by VIN
· Bank prepares note, debtor signs note and then bank pays GM and car is transferred transferred to debtor, BUT MSO is given to bank
· Since MSO is needed to sell the car, bank controls sale by controlling MSO
· Daniels trades in old car for new one as part of purchase price

· Before Daniels gets car, debtor defaults and Bank forecloses and seizes inventory, won’t release MSO unless Daniels pays off the entire note—Daniels does it, but then sues for the money back

· Is Daniels a § 9-320(a) buyer in the ordinary course?

· Question is when Daniels becomes a ‘buyer’

· Court adopts a test similar to Article 2, where Daniels becomes a buyer when the goods become identified to the contract—Daniels wins

· If purpose of MSO retention was to have notice of sale then this is no problem—they still get notice

· If purpose was to screen buyers then this case undermines that portion of the agreement

· Tambro Fabrics Corp
· Deering made fabrics

· Sold some to Mill Fabrics but kept possession in their warehouse (common practice)—took a security interest in the fabrics (perfected automatically by possession)

· Tambro asked Deering to sell them fabric
· Deering said “we’re out but why don’t you buy it from Mill Fabrics”

· Tambro did, question is: will Tambro qualify as a buyer in the ordinary course under § 9-320(a)
· Court says yes

· DRAFTERS of UCC freaked out, and § 9-320(e) prohibits the exception from applying when the collateral is in the possession of the secured party

· Triantis

· The real issue here is that Deering knew the sale was going to happen and implicitly authorized it
· PROCEEDS.  § 9-315

· Justification for allowing security interest to attach to proceeds

· Provides the best monitoring at the moment when the debtor might most misuse cash or other proceeds from collateral

· If you have a PMSI then you will be more on top of when the collateral is sold than if y you just have a security interest in general intangibles

· What are ‘proceeds’?
· McLemore v Mid-South Agri-Chemical Corp
· Debtor-farmer has two secured creditors with security interests in the corn crop of the debtor

· Debtor gets payment from FDA not to grow crops—subsidy

· Court says this is ‘proceeds’ of the later grown crops
· JUSTIFICATION

· Remember an interest rate reduction is just distributional (from unsecured creditors to secured creditors)

· Our usual justification for priority is monitoring efficiencies
· No monitoring efficiency here

· BUT, if this were not proceeds then unsecured creditors could pay off debtor to participate in government program—we are worried about inefficient entry into the program
· Allow the security interest to attach to the proceeds then the unsecured creditor will be indifferent to this decision

· Attachment to identifiable proceeds occurs automatically.  § 9-315(a)(2).

· PERFECTION IN PROCEEDS

· Bartering—direct exchange of collateral for goods, no cash intermediary

· If the proceeds are covered by the original financing statement, security interest in proceeds is automatically perfected.
· If the proceeds are NOT covered by the original financing statement and could be covered by a filing in the same office, security interests in proceeds is automatically perfected as well.  § 9-315(d)(1)

· Everyone is on notice that bartered proceeds of whatever is in financing statement might be covered without further filing
· If the proceeds are NOT covered by the original financing statement and a filing against them would be in another office then the SECURED PARTY MUST REFILE WITHIN 20 DAYS (of debtor’s receipt of new collateral).  § 9-315(d)(3)

· Identifiable cash proceeds—perfection is automatic.  § 9-315(d)(2)

· Cash is identifiable by “a method of tracing, including application of equitable principles”  § 9-315(b)(2)

· Burden is on secured party to trace

· UCC protects those that receive disbursements from cash proceeds.  § 9-332(b)—they take free of any security interest

· Lowest intermediate balance rule—if cash proceeds go into a bank account then the amount of collateral a secured creditor will have will be the lowest amount in the account between the time the collateral is deposited and the time the rule is applied
· This only becomes important when the balance in the account falls below the amount of the collateral

· In re Oriental Rug Warehouse Club
· Yashar is perfected secured creditor of Debtor in rugs for sale

· Debtor sells rugs and uses proceeds to buy more rugs

· Yashar wants to foreclose against new rugs, but does not know how much was paid for the new rugs, etc...

· Could have monitored

· Could have requred separate accounts

· Could have used a lock box

· Court rejects claim—the question is who is the best monitor of the collateral other than the debtor?
· Proceeds of cash proceeds.  SECURED CREDITOR MUST REFILE within 20 days (of the detbor’s receipt of the new collateral) under § 9-316(d)(3) unless the original financing statement covers the new proceeds
· Cannot have a fractional security interest in collateral, so if cash proceeds are X and are used to purchase goods for X + Y then security interest in proceeds of cash proceeds cannot be perfected
· Sometimes lender will call the loan (selling collateral is usually an event of default) rather than refile because the new proceeds are more volatile than the old collateral
· BANKRUPTCY

· Why have bankruptcy?

· Financial distress and economic distress are not the same—a firm might be insolvent but be capable of getting back to profitability

· Since we have an asset based system a firm’s value might be greater than the sum of its assets—we want to preserve this going concern surplus
· An asset based system does not do this outside of bankruptcy because there are collective action problems—even if it will benefit all creditors to preseve the business, they each have incentives to go after their collateral

· When we know that there is financial distress—there is no longer any use to be had in the race to the courthouse (whose benefits were informational), so we have bankruptcy to STOP THE RACE (because racing costs money)

· Why file for bankruptcy?

· Managers—like Chapter 11 because they get to keep their jobs

· Shareholders—like bankruptcy because firm is insolvent and this way they get an option on the firm that might be way out of the money now, but under reorganization might come into the money and still has some value

· This comes at the expense of the creditors—who bear the risk that the liquidation value will fall over the time of bankruptcy

· BUT if going concern value after reorganization > debt value bankruptcy is socially optimal
· Unsecured Creditors

· Want to avoid the race

· Orderly liquidation will get more than a state fire sale on writ of execution

· Unsecured creditors are residual claimants that might not get much unless there is reorganization

· Bankruptcy might help by rejecting certain transactions as preferences

· Could look at creditors at having an out-of-the money option

· Marshaling is available (presumably just for secured creditors, however)

· Screening
· By Court—if liquidation is more appropriate than reorganization, court can order liquidation (no going concern surplus to protect

· By Secure Creditors—by motion for lifting automatic stay and adequate protection

· The Automatic Stay
· Stops all creditors collection efforts and stops the race for unsecured creditors and secured creditors that have not perfected their security interests

· Renders ineffective all covenants and acceleration rights
· Claims are automatically accelerated in bankruptcy
· In place of all the covenants, creditors get constant monitoring by bankruptcy court and the opportunity to go to court and oppose actions of the debtor they think are bad

· Secured Creditors’ Motion to Lift the Stay—these happen very early on because most courts make adequate protection retroactive to date of motion (some do date of bankruptcy petition)
· Stay must be lifted if  BC § 362(d):

· (1) there is no equity in the collateral that the trustee or debtor might realize for unsecured creditors AND

· (2) the collateral is not necessary to an effective reorganization OR

· (3) the debtor cannot provide the creditor with ‘adequate protection’ of the secured creditor’s interest
· Can look at ‘adequate protection’ as a check on debtor’s insistence that there is a going concern surplus associated with these assets—it makes the debtor put his money where his mouth is
· Adequate protection does not extend to the time value of money.  Timbers
· Those secured creditors that are over-secured can continue to accrue contract interest on the debt, however

· The result of the Timbers rule is that adequate protection is a less perfect check on the existence of the going concern surplus
· Bankruptcy is supposed to be Pareto optimal—someone is made better off (unsecured creditors) without making anyone worse off
· Timbers changes that, making secured creditors a little worse off in order to help unsecured creditors

· Secured creditors will charge a higher rate of interest ex ante knowing this rule, however
· In re Craddock-Terry Shoe Corp
· Two secured creditors, L and W

· Both have security interests in mailing lists and customer lists and catalogues

· Creditors want stay lifted—they argue:

· No reorganization will be effective

· No adequate protection for the value of the collateral, which is declining (mailing lists become more stale as time goes on and bankruptcy has reputational tolls)

· Adequate protection depends on valuation of collateral
· Debtor says it is worth much less than secured creditors say

· Do we use fair market value or value of collateral to debtor?

· FMV, obviously, that’s what the secured creditor will get if he forecloses and sells the collateral

· Adequate protection is the opportunity cost for not having the asset in the outside world—if this is less than the going concern surplus then it is a socially optimal thing to do
· Creditors get alternate liens in other collateral
· UNSECURED CREDITORS do NOT continue to have interest accrue on their claims post-petition.  BC § 502(b)(1).  Neither do undersecured creditors.  BC § 506(b)

· Incentive effects

· Not getting interest gives creditors an incentive to get through reorganization ASAP

· Giving oversecured creditors the benefit of interest makes sense because they bear the downside risk on their collateral and this gives them a disincentive to RUSH the process

· Two unsecured creditors with the same interest rate will not change their pro rata share by accruing interest on their claims
· Two unsecured creditors with different interest rates
· One sophisticated and one unsophisticcated—no reason to enhance the sophisticated creditor’s share by allowing his pro rata share to increase

· Lending at different times, with different risks and market rates—can conceive of bankruptcy as ‘re-extending’ the loan at a new rate, which should be the same for all unsecured creditors

· CRAMDOWN.  In creditors object to a reorganization, the court can approve a reorganization plan that gives the creditor property with a value as of the effective date of the plan that is not less than the amount of the secured claim (this is nearly always the promise of future payments)

· We use the PV of such future payments and the market rate of interest (which might be disputed)

· BC § 1325(a)(5)

· PROCEEDS IN BANKRUPTCY

· Debtor in Possession will want to use collateral and liquid assets subject to security interests during reorganization
· Debtor must ask court for permission to use cash collateral and must provide adequate protection by providing liens in other property (for instance property purchased with the cash collateral)

· DEBT OVERHANG
· If there is a debt overhang in the company and a security interest in after acquired property, no creditor will lend to the DIP to invest in new equipment because that equipment will feed the liens of the secured creditors

· Two solutions

· PMSI—but you cannot get a PMSI to pay your employees’ wages so they make more inventory!

· BC § 552 cuts off after-acquired property security interest—so you can borrow money and give someone priority in it!

· Red Herring—the problem with after acquired property clauses is that they allow shifting of resources from assets available to unsecured creditors to feed the liens of secured creditors

· BUT unsecured creditors never get shit

· This is about financing efficient investments and getting around the problem of debt overhang
· In re Delbridge—the question here is whether milk is the product of a cow and therefore a security interest continues in it as ‘proceeds’

· Court says that milk is a product, but then uses equitable powers (BC § 552(b)) to factor cow depreciation and amount of labor input by farmer to determine how much of an interest the secured creditor should get in the milk\

· Key here is debt overhang—why would debtor milk the cow if all he did was feed the lien of the secured creditor

· Need to let him participate in the returns

· Same as a debtor with a bunch of unfinished inventory and a secured creditor with an after acquired interest in inventory—while finished inventory is a product of unfinished inventory the logic of this case gives the debtor an incentive to finish the inventory
· Resembles the rule for commingled collateral in Article 9!  Here was ALSO RELY ON VALUATION BY THE COURT of the value of the milk and farmer’s input

· METHODS FOR DIP TO GET FINANCING

· PMSI

· Security interest in after-acquired property created with new financing

· § 552(b) equitable assignment of value based on contribution to finished product

· DIP FINANCING

· In re 495 Central Park Avenue
· Debtor owns commercial building and is in Chapter 11

· Property is subject to mortgage in default, mortagor would like to foreclose

· Is there a bankruptcy purposes here?
· There is only one asset—how can there be a going concern surplus or a collective action problem among creditors that threatens that surplus?
· The synergies here are between the managers and the asset, not between assets
· But couldn’t secured creditor just hire the same managers?
· Debtor wants to renovate building to get better tenants for $625k debtor wants to prime secured creditor’s lien in order to finance this renovation

· § 364 allows a court to authorize different types of financing

· Administrative expense priority—for anyone who contributes value to a debtor in bankruptcy—higher than all unsecured creditors
· Includes bankruptcy trustee

· Condition for reorganization is that all of these have to be paid in full (but in liquidation unlikely to get anything)

· Lien on unencumbered property or a junior lien on encumbered property

· Senior priority in already-encumbered assets that prime senior secured creditors
· Problem here is that this is NOT LIKE a PMSI—priority here is over the whole property and massively oversecured…we need to watch out for OVERINVESTMENT (investors only face the upside, so they will be more willing to make risky or bad investments)

· BAD STORY: debtor is just trying to play out their option (in this case betting on real estate prices) by keeping itself going
· GOOD STORY: debtor wants to restore the company to solvency and make a good investment that debt overhang currently makes impossible
· Court must be convinced that
· No alternative financing is available

· Adequate protection is provided to the senior creditor

· Again this is alike a check on whether or not this project is profitable

· BUT UNLIKE a motion to lift the stay, here the court must assign a value to the investment
