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cate of title (see subsection (d)), the other
provisions of this Part, including the rules
governing purchase-money security inter-
ests, determine the priority of most security
interests in an accession, including the rela-
tive priority of a security interest in an
accession and a security interest in the
whole. See subsection (c).

Example 3: Debtor owns an office com-
puter subject to a security interest in favor
of SP-1. Debtor acquires memory and
grants a perfected security interest in the
memory to SP-2. Debtor installs the mem-
ory in the computer, at which time (one
assumes) SP~1's security interest attaches
to the memory. The first-to-file-or-perfect
rule of Section 9-322 governs priority in
the memory. If, however, SP-2’s security
interest is a purchase-money security in-
terest, Section 9-324(a) would afford pri-
ority in the memory to SP-2, regardless of
which security interest was perfected first.

7. Goods Covered by Certificate of
Title. This section does govern the priority
of a security interest in an accession that is
or becomes part of a whole that is subject to
a security interest perfected by compliance
with a certificate-of-title statute. Subsection

§ 9-336. Commingled Goods.

(a) [“Commingled goods.”’] In this section,
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(d) provides that a security interest in the
whole, perfected by compliance with a certif-
icate-of-title statute, takes priority over a
security interest in the accession. It enables
a secured party to rely upon a certificate of
title without having to check the UCC files
to determine whether any components of the
collateral may be encumbered. The subsec-
tion imposes a corresponding risk upon
those who finance goods that may become
part of goods covered by a certificate of title.
In doing so, it reverses the priority that
appeared reasonable to most pre-UCC
courts.

Example 4: Debtor owns an automobile
subject to a security interest in favor of
SP-1. The security interest is perfected by
notation on the certificate of title. Debtor
buys tires subject to a perfected-by-filing
purchase-money security interest in favor
of SP-2 and mounts the tires on the auto-
mobile’s wheels. If the security interest in
the automobile attaches to the tires, then
SP-1 acquires priority over SP-2. The
same result would obtain if SP-1’s securi-
ty interest attached to the automobile and
was perfected after the tires had been
mounted on the wheels.

“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.

(b) [No security interest in commingled goods as such.] A security
interest does not exist in commingled goods as such. However, a security interest
may attach to a product or mass that results when goods become commmgled

goods.

(¢) [Attachment of security interest to product or mass.] If collateral
becomes commingled goods, a security interest attaches to the product or mass.

(d) [Perfection of security interest.] If a security interest in collateral is
perfected before the collateral becomes commingled goods, the security interest
that attaches to the product or mass under subsection (c) is perfected.

(e) [Priority of security interest.] Except as otherwise provided in subsec-
tion (f), the other provisions of this part determine the priority of a security
interest that attaches to the product or mass under subsection (c).

(f) [Conflicting security interests in product or mass] If more than one
security interest attaches to the product or mass under subsection (c), the followmg

rules determine priority:
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(1) A security interest that is perfected under subsection (d) has priority over
a security interest that is unperfected at the time the collateral becomes

commingled goods.

(2) If more than one security interest is perfected under subsection (d), the
security interests rank equally in proportion to the value of the collateral
at the time it became commingled goods.

Official Comment

1. Source. Former Section 9-315.

2. “Commingled Goods.” Subsection
(a) defines “‘commingled goods.” It is meant
to include not only goods whose identity is
lost through manufacturing or production
(e.g., flour that has become part of baked
goods) but also goods whose identity is lost
by commingling with other goods from
which they cannot be distinguished (e.g., ball
bearings).

3. Consequences of Becoming “Com-
mingled Goods.” By definition, the identi-
ty of the original collateral cannot be deter-
mined once the original collateral becomes
commingled goods. Consequently, the securi-
ty interest in the specific original collateral
alone is lost once the collateral becomes
commingled goods, and no security interest
in the original collateral can be created
thereafter except as a part of the resulting
product or mass. See subsection (b).

Once collateral becomes commingled
goods, the secured party’s security interest is
transferred from the original collateral to
the product or mass. See subsection (c). If
the security interest in the original collateral
was perfected, the security interest in the
product or mass is a perfected security inter-
est. See subsection (d). This perfection con-
tinues until lapse.

4. Priority of Perfected Security In-
terests That Attach Under This Section.
This section governs the priority of compet-
ing security interests in a product or mass
only when both security interests arise un-
der this section. In that case, if both security
interests are perfected by operation of this
section (see subsections (c) and (d)), then the
security interests rank equally, in proportion
to the value of the collateral at the time it
became commingled goods. See subsection
(£)(2).

Example 1: SP-1 has a perfected security
interest in Debtor’s eggs, which have a
value of $300 and secure a debt of $400,
and SP-2 has a perfected security interest
in Debtor’s flour, which has a value of
$500 and secures a debt of $600. Debtor
uses the flour and eggs to make cakes,
which have a value of $1000. The two
security interests rank equally and share
in the ratio of 3:5. Applying this ratio to
the entire value of the product, SP-1
would be entitled to $375 (ie., 3/8 x
$1000), and SP-2 would be entitled to
$625 (i.e., 5/8 x $1000).

Example 2: Assume the facts of Example
1, except that SP-1’s collateral, worth
$300, secures a debt of $200. Recall that, if
the cake is worth $1000, then applying the
ratio of 3:5 would entitle SP-1 to $375 and
SP-2 to $625. However, SP-1 is not enti-
tled to collect from the product more than
it is owed. Accordingly, SP-1’s share
would be only $200, SP-2 would receive
the remaining value, up to the amount it
is owed ($600).

Example 3: Assume that the cakes in the
previous examples have a value of only
$600. Again, the parties share in the ratio

. of 3:5. If, as in Example 1, SP-1 is owed
$400, then SP-1 is entitled to $225 (i.e,,
3/8 x $600), and SP-2 is entitled to $375
(i.e., 5/8 x $600). Debtor receives nothing.
If, however, as in Example 2, SP-1 is owed
only $200, then SP-2 receives $400.

The results in the foregoing examples re-
main the same, regardless of whether SP-1
or SP-2 (or each) has a purchase-money
security interest. A

5. Perfection: Unperfected Security
Interests. The rule explained in the preced-
ing Comment applies only when both securi-
ty interests in original collateral are perfect-
ed when the goods become commingled
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goods. If a security interest in original collat-
eral is unperfected at the time the collateral
becomes commingled goods, subsection (f)(1)
applies.
Example 4: SP-1 has a perfected security
interest in the debtor’s eggs, and SP-2 has
an unperfected security interest in the
debtor’s flour. Debtor uses the flour and
eggs to make cakes. Under subsection (c),
both security interests attach to the cakes.
But since SP-1’s security interest was per-
fected at the time of commingling and SP-
2’s was not, only SP-1’s security interest
in the cakes is perfected. See subsection
(d). Under subsection (f)(1) and Section 9-
322(a)(2), SP-1’s perfected security inter-
est has priority over SP-2’s unperfected
security interest.

If both security interests are unperfected,
the rule of Section 9-322(a)(3) would apply.

6. Multiple Security Interests. On oc-
casion, a single input may be encumbered by
more than one security interest. In those
cases, the multiple secured parties should be
treated like a single secured party for pur-
poses of determining their collective share
under subsection (f)(2). The normal priority
rules would determine how that share would
be allocated between them. Consider the fol-
lowing example, which is a variation on Ex-
ample 1 above:

Example 5: SP-1A has a perfected, first-
priority security interest in Debtor’s eggs.
SP-1B has a perfected, second-priority se-
curity interest in the same collateral. The
eggs have a value of $300. Debtor owes
$200 to SP-1A and $200 to SP-1B. SP-2
has a perfected security interest in Debt-
or’s flour, which has a value of $500 and
secures a debt of $600. Debtor uses the
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flour and eggs to make cakes, which have
a value of $1000.

For purposes of subsection (f)(2), SP-1A
and SP-1B should be treated like a single
secured party. The collective security in-
terest would rank equally with that of SP-
2. Thus, the secured parties would share
in the ratio of 3 (for SP-1A and SP-1B
combined) to 5 (for SP-2). Applying this
ratio to the entire value of the product,
SP-1A and SP-1B in the aggregate would
be entitled to $375 (i.e., 3/8 x $1000), and
SP-2 would be entitled to $625 (i.e., 5/8 x
$1000).

SP-1A and SP-1B would share the $375 in
accordance with their priority, as estab-
lished under other rules. Inasmuch as SP-
1A has first priority, it would receive $200,
and SP-1B would receive $175.

7. Priority of Security Interests That
Attach Other Than by Operation of
This Section. Under subsection (e), the
normal priority rules determine the priority
of a security interest that attaches to the
product or mass other than by operation of
this section. For example, assume that SP-1
has a perfected security interest in Debtor’s
existing and after-acquired baked goods, and
SP-2 has a perfected security interest in
Debtor’s flour. When the flour is processed
into cakes, subsections (¢) and (d) provide
that SP-2 acquires a perfected security in-
terest in the cakes. If SP-1 filed against the
baked goods before SP-2 filed against the
flour, then SP-1 will enjoy priority in the
cakes. See Section 9-322 (first-to-file-or-per-
fect). But if SP-2 filed against the flour
before SP-1 filed against the baked goods,
then SP-2 will enjoy priority in the cakes to
the extent of its security interest.

§ 9-337. Priority of Security Interests in Goods Covered by.r Certifi-

cate of Title.

If, while a security interest in goods is perfected by any method under the law
of another jurisdiction, this State issues a certificate of title that does not show that
the goods are subject to the security interest or contain a statement that they may
be subject to security interests not shown on the certificate:

(1) a buyer of the goods, other than a person in the business of selling goods of

that kind, takes free of the security interest if the buyer gives value and receives
delivery of the goods after issuance of the certificate and without knowledge of the

security interest; and
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(2) the security interest is subordinate to a conflicting security interest in the
goods that attaches, and is perfected under Section 9-311(b), after issuance of the
certificate and without the conﬂlctmg secured party’s knowledge of the security

interest.
Official Comment

1. Source. Derived from former Section interests not shown on the certificate. Under

9-103(2)(d).

2. Protection for Buyers and Se-
cured Parties. This section affords protec-
tion to certain good-faith purchasers for val-
ue who are likely to have relied on a “clean”
certificate of title, i.e., one that neither
shows that the goods are subject to a partic-
ular security interest nor contains a state-
ment that they may be subject to security

this section, a buyer can take free of, and the
holder of a conflicting security interest can
acquire priority over, a security interest that
is perfected by any method under the law of
another jurisdiction. The fact that the secu-
rity interest has been reperfected by posses-
sion under Section 9-313 does not of itself
disqualify the holder of a conflicting security
interest from protection under paragraph
(2).

§ 9-338. Priority of Security Interest or Agricultural Lien Perfected
by Filed Financing Statement Providing Certain Incor-
rect Information.

If a security interest or agricultural lien is perfected by a filed financing.
statement providing information described in Section 9-516(b)(5) which is incorrect
at the time the financing statement is filed: ‘

(1) the security interest or agricultural lien is subordinate to a conflicting
perfected security interest in the collateral to the extent that the holder of the
conflicting security interest gives value in reasonable reliance upon the incorrect
information; and

. (2) a purchaser, other than a secured party, of the collateral takes free of the
security interest or agricultural lien to the extent that, in reasonable reliance upon
the incorrect information, the purchaser gives value and, in the case of chattel
paper, documents, goods, 1nstruments or a securlty certlﬁcate recelves delivery of
the collateral. '

Official Comment

1. Source. New. financing statement to the rights of a buyer

2. Effect of Incorrect Information in
Financing Statement. Section 9-520(a) re-
quires the filing office to reject financing
statements that do not contain information
concerning the debtor as specified in Section
9-516(b)(5). An error in this information
does not render the financing statement in-
effective. On rare occasions, a subsequent
purchaser of the collateral (i.e., a buyer or
secured party) may rely on the misinforma-
tion to its detriment. This section subor-
dinates a security interest or agricultural
lien perfected by an effective, but flawed,

or holder of a perfected security interest to
the extent that, in reasonable reliance on the
incorrect information, the purchaser gives
value and, in the case of tangible collateral,
receives delivery of the collateral. A purchas-
er who has not made itself aware of the
information in the filing office with respect
to the debtor cannot act in ‘‘reasonable reli-
ance’’ upon incorrect mformatlon

3. Relationship to Sectlon 9-507.
This section applies to financing statements
that contain information that is incorrect at
the time of filing and imposes a small risk of
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subordination on the filer. In contrast, Sec-
tion 9-507 deals with financing statements
containing information that is correct at the
time of filing but which becomes incorrect
later. Except as provided in Section 9-507
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with respect to changes in the debtor’s
name, an otherwise effective financing state-
ment does not become ineffective if the in-
formation contained in it becomes inaccu-
rate.

§ 9-339. Priority Subject to Subordination.
This article does not preclude subordination by agreement by a person entitled

to priority.

Official Comment

1. Source. Former Section 9-316.

2. Subordination by Agreement. The
preceding sections deal elaborately with
questions of priority. This section makes it
entirely clear that a person entitled to priori-
ty may effectively agree to subordinate its

claim. Only the person entitled to priority
may make such an agreement: a person’s
rights cannot be adversely affected by an
agreement to which the person is not a
party.

[SUBPART 4. RIGHTS OF BANK]

§ 9-340.

Deposit Account.

Effectiveness of Right of Recoupment or Set-Off Against

(a) [Exercise of recoupment or set-off.] Except as otherwise provided in
subsection (c), a bank with which a deposit account is maintained may exercise any
right of recoupment or set-off against a secured party that holds a security interest

in the deposit account.

(b) [Recoupment or set-off not affected by security interest.] Except as
otherwise provided in subsection (c), the application of this article to a security
interest in a deposit account does not affect a right of recoupment or set-off of the
secured party as to a deposit account maintained with the secured party.

(c) [When set-off ineffective.] The exercise by a bank of a set-off against a
deposit account is ineffective against a secured party that holds a security interest
in the deposit account which is perfected by control under Section 9-104(a)(3), if
the set-off is based on a claim against the debtor.

Official Comment

1. Source. New; subsection (b) is based
on a nonuniform Illinois amendment.

2. Set-off vs. Security Interest. This
section resolves the conflict between a secu-
rity interest in a deposit account and the
bank’s rights of recoupment and set-off.

Subsection (a) states the general rule and
provides that the bank may effectively exer-
cise rights of recoupment and set-off against
the secured party. Subsection (c) contains an
exception: if the secured party has control
under Section 9-104(a)(3) (i.e., if it has be-

come the bank’s customer), then any set-off
exercised by the bank against a debt owed by
the debtor (as opposed to a debt owed to the
bank by the secured party) is ineffective.
The bank may, however, exercise its recoup-
ment rights effectively. This result is consis-
tent with the priority rule in Section 9-
327(4), under which the security interest of
a bank in a deposit account is subordinate to
that of a secured party who has control
under Section 9-104(a)(3).

This section deals with rights of set-off
and recoupment that a bank may have un-
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der other law. It does not create a right of
set-off or recoupment, nor is it intended to
override any limitations or restrictions that
other law imposes on the exercise of those
rights.

3. Preservation of Set-Off Right.
Subsection (b) makes clear that a bank may
hold both a right of set-off against, and an

§ 9-341.

§ 9-341

Article 9 security interest in, the same de-
posit account. By holding a security interest
in a deposit account, a bank does not impair
any right of set-off it would otherwise enjoy.
This subsection does not pertain to accounts
evidenced by an instrument (e.g., certain
certificates of deposit), which are excluded

from the definition of ‘“‘deposit accounts.”

Bank’s Rights and Duties With Respect to Deposit Account.

Except as otherwise provided in Section 9-340(c), and unless the bank other-
wise agrees in an authenticated record, a bank’s rights and duties with respect to a
deposit account maintained with the bank are not terminated, suspended, or

modified by: ’

(1) the creation, attachment, or perfection of a security interest in the deposit

account;

(2) the bank’s knowledge of the security interest; or

(3) the bank’s receipt of instructions from the secured party.

Official Comment

1. Source. New.

2. Free Flow of Funds. This section is

designed to prevent security interests in de-
posit accounts from impeding the free flow
of funds through the payment system. Sub-
ject to two exceptions, it leaves the bank’s
rights and duties with respect to the deposit
account and the funds on deposit unaffected
by the creation or perfection of a security
interest or by the bank’s knowledge of the
security interest. In addition, the section
permits the bank to ignore the instructions
of the secured party unless it had agreed to
honor them or unless other law provides to
the contrary. A secured party who wishes to
deprive the debtor of access to funds on
deposit or to appropriate those funds for
itself needs to obtain the agreement of the
bank, utilize the judicial process, or comply
with procedures set forth in other law. Sec-
tion 4-303(a), concerning the effect of notice
on a bank’s right and duty to pay items, is
not to the contrary. That section addresses
only whether an otherwise effective notice
comes too late; it does not determine wheth-
er a timely notice is otherwise effective.

3. Operation of Rule. The general rule

of this section is subject to Section 9-340(c),’

under which a bank’s right of set-off may
not be exercised against a deposit account in

the secured party’s name if the right is’
based on a claim against the debtor. This
result reflects current law in many jurisdic-
tions and does not appear to have unduly
disrupted banking practices or the payments
system. The more important function of this
section, which is not impaired by Section 9~
340, is the bank’s right to follow the debtor’s

(customer’s) instructions (e.g., by honoring
checks, permitting withdrawals, etc.) until
such time as the depository institution is
served with judicial process or receives in-
structions with respect to the funds on de-
posit from a secured party who has control
over the deposit account. = = ,

- 4. Liability of Bank. This Article does
not determine whether a bank that pays out
funds from an encumbered deposit is liable
to the holder of a security interest. Although
the fact that a secured party has control over
the deposit account and the -manner by
which control was achieved may be relevant
to the imposition of liability, whatever rule
applies generally when a bank pays out
funds in which a third party has an interest
would determine liability to a secured party.
Often, this rule is found in a non-UCC ‘ad-
verse claim statute. - o

5. Certificates of Deposit. This section
does not address the obligations of banks
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that issue instruments evidencing deposits
(e.g., certain certificates of deposit).
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§ 9-342. Bank’s Right to Refuse to Enter Into or Disclose Existence
of Control Agreement.

This article does not require a bank to enter into an agreement of the kind
described in Section 9-104(a)(2), even if its customer so requests or directs. A bank
that has entered into such an agreement is not required to confirm the existence of
the agreement to another person unless requested to do so by its customer.

Official Comment

1. Source. New; derived from Section 8- agreements against their will and from the
106(g). need to respond to inquiries from persons

2. Protection for Bank. This section other than their customers.
protects banks from the need to enter into

PART 4
RIGHTS OF THIRD PARTIES

§ 9-401. Alienability of Debtor’s Rights.

~ (a) [Other law governs alienability; exceptions.] Except as otherwise
provided in subsection (b) and Sections 9-406, 9-407, 9-408, and 9409, whether a
debtor’s rights in collateral may be voluntarily or involuntarily transferred is
governed by law other than this article.

(b) [Agreement does not prevent transfer.] An agreement between the
debtor and secured party which prohibits a transfer of the debtor’s rights in
collateral or makes the transfer a default does not prevent the transfer from taking
effect.

Official Comment

1. Source. Former Section 9-311. relate to perfection, the effect of perfection

2. Scope of This Part. This Part deals ©F nhonperfection, or priority. However, it
with several issues affecting third parties mMight be inappropriate for a designation of

(i.e., parties other than the debtor and the
secured party). These issues are not ad-
dressed in Part 3, Subpart 3, which deals
with priorities. This Part primarily address-
es the rights and duties of account debtors
and other persons obligated on collateral
who are not, themselves, parties to a secured
transaction.

3. Governing Law. There was some un-
certainty under former Article 9 as to which
jurisdiction’s law (usually, which jurisdic-
tion’s version of Article 9) applied to the
matters that this Part addresses. Part 3,
Subpart 1, does not determine the law gov-
erning these matters because they do not

applicable law by a debtor and secured party
under Section 1-105 to control the law appli-
cable to an independent transaction or rela-
tionship between the debtor and an account
debtor. I ,
Consider an example under Section 9-408.
Example 1: State X has adopted this Arti-
cle; former Article 9 is the law of State Y.
A general intangible (e.g., a franchise
agreement) between a debtor-franchisee,
D, and an account debtor-franchisor, AD,
is governed by the law of State Y. D grants
to SP a security interest in its rights un-
der the franchise agreement. The fran-
chise agreement contains a term prohibit-
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ing D’s assignment of its rights under the
agreement. D and SP agree that their se-
cured transaction is governed by the law
of State X. Under State X’s Section 9-408,
the restriction on D’s assignment is inef-
fective to prevent the creation, attach-
ment, or perfection of SP’s security inter-
est. State Y’s former Section 9-318(4),
however, does not address restrictions on
the creation of security interests in gener-
al intangibles other than general intangi-
bles for money due or to become due.
Accordingly, it does not address restric-
tions on the assignment to SP of D’s
rights under the franchise agreement. The
non-Article-9 law of State Y, which does
address restrictions, provides that the pro-
hibition on assignment is effective.

This Article does not provide a specific
answer to the question of which State’s law
applies to the restriction on assignment in
the example. However, assuming that under
non-UCC choice-of-law principles the effec-
tiveness of the restriction would be governed
by the law of State Y, which governs the
franchise agreement, the fact that State X’s
Article 9 governs the secured transaction
between SP and D would not override the
otherwise applicable law governing the
agreement. Of course, to the extent that
Jurisdictions eventually adopt identical ver-
sions of this Article and courts interpret it
consistently, the inability to identify the ap-
plicable law in circumstances such as those
in the example may be inconsequential.

4. Inalienability Under Other Law.
Subsection (a) addresses the question wheth-
er property necessarily is transferable by
virtue of its inclusion (i.e., its eligibility as
collateral) within the scope of Article 9. It
gives a negative answer, subject to the iden-
tified exceptions. The substance of subsec-
tion (a) was implicit under former Article .

5. Negative Pledge Covenant. Subsec-
tion (b) is an exception to the general rule in
subsection (a). It makes clear that in secured
transactions under this Article the debtor
has rights in collateral (whether legal title or
equitable) which it can transfer and which
its creditors can reach. It is best explained
with an example.

SECURED TRANSACTIONS
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Example 2: A debtor, D, grants to SP a
security interest to secure a debt in excess
of the value of the collateral. D agrees
with SP that it will not create a subse-
quent security interest in the collateral
and that any security interest purportedly
granted in violation of the agreement will
be void. Subsequently, in violation of its
agreement with SP, D purports to grant a
security interest in the same collateral to
another secured party.

Subsection (b) validates D’s creation of the
subsequent (prohibited) security interest,
which might even achieve priority over the
earlier security interest. See Comment 7.
However, unlike some other provisions of
this Part, such as Section 9-406, subsection
(b) does not provide that the agreement re-
stricting assignment itself is ‘‘ineffective.”
Consequently, the debtor’s breach may cre-
ate a default.

6. Rights of Lien Creditors. Difficult
problems may arise with respect to attach-
ment, levy, and other judicial procedures un-
der which a debtor’s creditors may reach
collateral subject to a security interest. For
example, an obligation may be secured by
collateral worth many times the amount of
the obligation. If a lien creditor has caused
all or a portion of the collateral to be seized
under judicial process, it may be difficult to
determine the amount of the debtor’s “‘equi-
ty”’ in the collateral that has been seized.
The section leaves resolution of this problem
to the courts. The doctrine of marshaling
may be appropriate.

7. Sale of Receivables. If a debtor sells
an account, chattel paper, payment intangi-
ble, or promissory note outright, as against
the buyer the debtor has no remaining
rights to transfer. If, however, the buyer
fails to perfect its interest, then solely inso-
far as the rights of certain third parties are
concerned, the debtor is deemed to retain its
rights and title. See Section 9-318. The debt-
or has the power to convey these rights to a
subsequent purchaser. If the subsequent
purchaser (buyer or secured lender) perfects
its interest, it will achieve priority over the
earlier, unperfected purchaser. See Section
9-322(a)(1).
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§ 9-402. Secured Party Not Obligated on Contract of Debtor or in
Tort.
The existence of a security interest, agricultural lien, or authority given to a
debtor to dispose of or use collateral, without more, does not subject a secured
party to liability in contract or tort for the debtor’s acts or omissions.

Official Comment

1. Source. Former Section 9-317. or in tort merely because a security interest

2. Nonliability of Secured Party. exists or because the debtor is entitled to
This section, like former Section 9-317, re- dispose of or use collateral. This section ex-
jects theories on which a secured party pands former Section 9-317 to cover agricul-
might be held liable on a debtor’s contracts tural liens.

§ 9-403. Agreement Not to Assert Defenses Against Assignee.

(a) [“Value.””] In this section, “value” has the meaning provided in Section
3-303(a).

(b) [Agreement not to assert claim or defense.] Except as otherwise
provided in this section, an agreement between an account debtor and an assignor
not to assert against an assignee any claim or defense that the account debtor may
have against the assignor is enforceable by an assignee that takes an assignment:

(1) for value;

(2) in good faith;

(3) without notice of a claim of a property or possessory right to the property

assigned; and

(4) without notice of a defense or claim in recoupment of the type that may be

asserted against a person entitled to enforce a negotiable instrument under
Section 3-305(a).

(c) [When subsection (b) not applicable.] Subsection (b) does not apply to
defenses of a type that may be asserted against a holder in due course of a
negotiable instrument under Section 3-305(b).

(d) [Omission of required statement in consumer transaction.] In a
consumer transaction, if a record evidences the account debtor’s obligation, law
other than this article requires that the record include a statement to the effect
that the rights of an assignee are subject to claims or defenses that the account
debtor could assert against the original obhgee and the record does not include
such a statement.: - :

(1) the record has the same effect as if the record included such a statement;
and

(2) the account debtor may assert against an assignee those claims and
defenses that would have been available if the record included such a

statement.

(e) [Rule for individual under other law.] This section is subject to law
other than this article which establishes a different rule for an account debtor who
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1s an individual and who incurred the obli

household purposes.
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gation primarily for personal, family, or

(f) [Other law not displaced.] Except as otherwise provided in subsection
(d), this section does not displace law other than this article which gives effect to
an agreement by an account debtor not to assert a claim or defense against an

assignee.

Official Comment

1. Source. Former Section 9-206.

2. Scope and Purpose. Subsection (b),
like former Section 9-206, generally wvali-
dates an agreement between an account
debtor and an assignor that the account
debtor will not assert against an assignee
claims and defenses that it may have against
the assignor. These agreements are typical
in installment sale agreements and leases.
However, this section expands former Sec-
tion 9-206 to apply to all account debtors; it
is not limited to account debtors that have
bought or leased goods. This section applies
only to the obligations of an “account debt-
or,” as defined in Section 9-102. Thus, it
does not determine the circumstances under
which and the extent to which a person who
is obligated on a negotiable instrument is
disabled from asserting claims and defenses.
Rather, Article 3 must be consulted. See,
e.g., Sections 3-305, 3-306. Article 3 governs
even when the negotiable instrument consti-
tutes part of chattel paper. See Section 9—
102 (an obligor on a negotiable instrument
constituting part of chattel paper is not an
“account debtor’).

3. Conditions of Validation; Rela-
tionship to Article 3. Subsection (b) vali-
dates an account debtor’s agreement only if
the assignee takes an assignment for value,
in good faith, and without notice of conflict-
ing claims to the property assigned or of
certain claims or defenses of the account
debtor. Like former Section 9-206, this sec-
tion is designed to put the assignee in a
position that is no better and no worse than
that of a holder in due course of a negotiable
instrument under Article 3. However, for-
mer Section 9-206 left open certain issues,
e.g., whether the section incorporated the
special Article 3 definition of ‘“‘value” in
Section 3-303 or the generally applicable
definition in Section 1-201(44). Subsection
(a) addresses this question; it provides that

“value” has the meaning specified in Section
3-303(a). Similarly, subsection (c) provides
that subsection (b) does not validate an
agreement with respect to defenses that
could be asserted against a holder in due
course under Section 3-305(b) (the so-called
“real” defenses). In 1990, the definition of
“holder in due course” (Section 3-302) and
the articulation of the rights of a holder in
due course (Sections 3-305 and 3-306) were
revised substantially. This section tracks
more closely the rules of Sections 3-302, 3-
305, and 3-306.

4. Relationship to Terms of Assigned
Property. Former Section 9-206(2), con-
cerning warranties accompanying the sale of
goods, has been deleted as unnecessary. This
Article does not regulate the terms of the
account, chattel paper, or general intangible
that is assigned, except insofar as the ac-
count, chattel paper, or general intangible
itself creates a security interest (as often is
the case with chattel paper). Thus, Article 2,
and not this Article, determines whether a
seller of goods makes or effectively disclaims
warranties, even if the sale is secured. Simi-
larly, other law, and not this Article, deter-
mines the effectiveness of an account debt-
or’s undertaking to pay notwithstanding,
and not to assert, any defenses or claims
against an assignor-e.g., a “hell-or-high-wa-
ter” provision in the underlying agreement
that is assigned. If other law gives effect to
this undertaking, then, under principles of
nemo dat, the undertaking would be enforce-
able by the assignee (secured party). If other
law prevents the assignor from enforcing the
undertaking, this section nevertheless might
permit the assignee to do so. The right of the
assignee to enforce would depend upon
whether, under the particular facts, the ac-
count debtor’s undertaking fairly could be
construed as an agreement that falls within
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the scope of this section and whether the
assignee meets the requirements of this sec-
tion.

5. Relationship to Federal Trade
Commission Rule. Subsection (d) is new. It
applies to rights evidenced by a record that
1s required to contain, but does not contain,
the notice set forth in Federal Trade Com-
mission Rule 433, 16 C.F.R. Part 433 (the
“Holder-in-Due-Course Regulations”). Un-
der this subsection, an assignee of such a
record takes subject to the consumer account
debtor’s claims and defenses to the same
extent as it would have if the writing had
contained the required notice. Thus, subsec-
tion (d) effectively renders waiver-of-defense
clauses ineffective in the transactions with
consumers to which it applies.

6. Relationship to Other Law. Like
former Section 9-206(1), this section takes
no position on the enforceability of waivers
of claims and defenses by consumer account
debtors, leaving that question to other law.
However, the reference to ‘law other than
this article” in subsection (e) encompasses
administrative rules and regulations; the ref-
erence in former Section 9-206(1) that it

UNIFORM COMMERCIAL CODE
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replaces (‘‘statute or decision”) arguably did
not.

This section does not displace other law
that gives effect to a non-consumer account -
debtor’s agreement not to assert defenses
against an assignee, even if the agreement
would not qualify under subsection (b). See
subsection (f). It validates, but does not in-
validate, agreements made by a non-consum-
er account debtor. This section also does not
displace other law to the extent that the
other law permits an assignee, who takes an
assignment with notice of a claim of a prop-
erty or possessory right, a defense, or a
claim in recoupment, to enforce an account
debtor’s agreement not to assert claims and
defenses against the assignor (e.g., a ‘hell-
or-high-water” agreement). See Comment 4.
It also does not displace an assignee’s right
to assert that an account debtor is estopped
from asserting a claim or defense. Nor does
this section displace other law with respect
to waivers of potential future claims and
defenses that are the subject of an agree-
ment between the account debtor and the
assignee. Finally, it does not displace Section
1-107, concerning waiver of a breach that
allegedly already has occurred.

§ 9-404. Rights Acquired by Assignee; Claims and Defenses Against

Assignee.

(a) [Assignee’s rights subject to terms, claims, and defenses; excep-
tions.] Unless an account debtor has made an enforceable agreement not to assert
defenses or claims, and subject to subsections (b) through (e), the rights of an

assignee are subject to:

(1) all terms of the agreement between the account debtor and assignor and
any defense or claim in recoupment arising from the transaction that gave

rise to the contract; and

(2) any other defense or claim of the account debtor against the assignor
which accrues before the account debtor receives a notification of the
assignment authenticated by the assignor or the assignee.

(b) [Account debtor’s claim reduces amount owed to assignee.] Subject
to subsection (c¢) and except as otherwise provided in subsection (d), the claim of an
account debtor against an assignor may be asserted against an assignee under
subsection (a) only to reduce the amount the account debtor owes.

(c) [Rule for individual under other law.] This section is subject to law
other than this article which establishes a different rule for an account debtor who
is an individual and who incurred the obligation primarily for personal, family, or

household purposes.
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(d) [Omission of required statement in consumer transaction.] In a
consumer transaction, if a record evidences the account debtor’s obligation, law
other than this article requires that the record include a statement to the effect
that the account debtor’s recovery against an assignee with respect to claims and
defenses against the assignor may not exceed amounts paid by the account debtor
under the record, and the record does not include such a statement, the extent to
which a claim of an account debtor against the assignor may be asserted against an

Art. 9 SECURED TRANSACTIONS

assignee is determined as if the record included such a statement.

(e) [Inapplicability to health-care-insurance receivable.] This section
does not apply to an assignment of a health-care-insurance receivable.

Official Comment

1. Source. Former Section 9-318(1).

2. Purpose; Rights of Assignee in
General. Subsection (a), like former Section
9-318(1), provides that an assignee generally
takes an assignment subject to defenses and
claims of an account debtor. Under subsec-
tion (a)(1), if the account debtor’s defenses
on an assigned claim arise from the transac-
tion that gave rise to the contract with the
assignor, it makes no difference whether the
defense or claim accrues before or after the
account debtor is notified of the assignment.
Under subsection (a)(2), the assignee takes
subject to other defenses or claims only if
they accrue before the account debtor has
been notified of the assignment. Of course,
an account debtor may waive its right to
assert defenses or claims against an assignee
under Section 9-403 or other applicable law.
Subsection (a) tracks Section 3-305(a)(3)
more closely than its predecessor.

3. Limitation on Affirmative Claims.
Subsection (b) is new. It limits the claim
that the account debtor may assert against
an assignee. Borrowing from Section 3-
305(a)(3) and cases construing former Sec-
tion 9-318, subsection (b) generally does not
afford the account debtor the right to an
affirmative recovery from an assignee.

4. Consumer Account Debtors; Rela-
tionship to Federal Trade Commission
Rule. Subsections (c) and (d) also are new.
Subsection (c) makes clear that the rules of
this section are subject to other law estab-
lishing special rules for consumer account
debtors. An ““account debtor who is an indi-
vidual” as used in subsection (¢) includes
individuals who are jointly or jointly and
severally obligated. Subsection (d) applies to

rights evidenced by a record that is required
to contain, but does not contain, the notice
set forth in Federal Trade Commission Rule
433, 16 C.F.R. Part 433 (the ‘“Holder-in-
Due-Course Regulations’”). Under subsec-
tion (d), a consumer account debtor has the
same right to an affirmative recovery from
an assignee of such a record as the consumer
would have had against the assignee had the
record contained the required notice. i

5. Scope; Application to “Account
Debtor.” This section deals only with the
rights and duties of “‘account debtors’—and
for the most part only with account debtors
on accounts, chattel paper, and payment in-
tangibles. Subsection (e) provides that the
obligation of an insurer with respect to a
health-care-insurance receivable is governed
by other law. References in this section to an
“account debtor” include account debtors on
collateral that is proceeds. Neither this sec-
tion nor any other provision of this Article,
including Sections 9-408 and 9-409, pro-
vides analogous regulation of the rights and
duties of other obligors on collateral, such as
the maker of a negotiable instrument (gov-
erned by Article 3), the issuer of or nominat-
ed person under a letter of credit (governed
by Article 5), or the issuer of a security
(governed by Article 8). Article 9 leaves
those rights and duties untouched; however,
Section 9-409 deals with the special case of
letters of credit. When chattel paper is com-
posed in part of a negotiable instrument, the
obligor on the instrument is not an ““account
debtor,” and Article 3 governs the rights of
the assignee of the chattel paper with re-
spect to the issues that this section address-
es. See, e.g., Section 3-601 (dealing with
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discharge of an obligation to pay a negotia-
ble instrument).

UNIFORM COMMERCIAL CODE

§ 9-405. Modification of Assigned Contract.

(a) [Effect of modification on assignee.] A modification of or substitution
for an assigned contract is effective against an assignee if made in good faith. The
assignee acquires corresponding rights under the modified or substituted contract.
The assignment may provide that the modification or substitution is a breach of
contract by the assignor. This subsection is subject to subsections (b) through (d).

(b) [Applicability of subsection (a).] Subsection (a) applies to the extent

that:

(1) the right to payment or a part thereof under an assigned contract has not
been fully earned by performance; or

(2) the right to payment or a part thereof has been fully earned by perfor-
mance and the account debtor has not received notification of the assign-

ment under Section 9-406(a).

(¢c) [Rule for individual under other law.] This section is subject to law
other than this article which establishes a different rule for an account debtor who
1s an individual and who incurred the obligation primarily for personal, family, or

household purposes.

(d) [Inapplicability to health-care-insurance receivable.] This section
does not apply to an assignment of a health-care-insurance receivable.

Official Comment

1. Source. Former Section 9-318(2).

2. Modification of Assigned Con-
tract. The ability of account debtors and
assignors to modify assigned contracts can
be important, especially in the case of gov-
ernment contracts and complex contractual
arrangements (e.g., construction contracts)
with respect to which modifications are cus-
tomary. Subsections (a) and (b) provide that
good-faith modifications of assigned con-
tracts are binding against an assignee to the
extent that (i) the right to payment has not
been fully earned or (ii) the right to payment
has been earned and notification of the as-
signment has not been given to the account
debtor. Former Section 9-318(2) did not val-
idate modifications of fully-performed con-
tracts under any circumstances, whether or
not notification of the assignment had been
given to the account debtor. Subsection (a)

protects the interests of assignees by (i) lim-
iting the effectiveness of modifications to
those made in good faith, (ii) affording the
assignee with corresponding rights under
the contract as modified, and (iii) recogniz-
ing that the modification may be a breach of
the assignor’s agreement with the assignee.

3. Consumer Account Debtors. Sub-
section (c) is new. It makes clear that the
rules of this section are subject to other law
establishing special rules for consumer ac-
count debtors. :

4. Account Debtors on Health-Care-
Insurance Receivables. Subsection (d)
also is new. It provides that this section does
not apply to an assignment of a heath-care-
insurance receivable. The obligation of an
insurer with respect to a health-care-insur-
ance receivable is governed by other law.
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§ 9-406. Discharge of Account Debtor; Notification of Assignment;
Identification and Proof of Assignment; Restrictions on
Assignment of Accounts, Chattel Paper, Payment Intan-
gibles, and Promissory Notes Ineffective.

(a) [Discharge of account debtor; effect of notification.] Subject to
subsections (b) through (i), an account debtor on an account, chattel paper, or a
payment intangible may discharge its obligation by paying the assignor until, but
not after, the account debtor receives a notification, authenticated by the assignor
or the assignee, that the amount due or to become due has been assigned and that
payment is to be made to the assignee. After receipt of the notification, the account
debtor may discharge its obligation by paying the assignee and may not discharge
the obligation by paying the assignor.

(b) [When notification ineffective.] Subject to subsection (h), notification
is ineffective under subsection (a):
(1) if it does not reasonably identify the rights assigned;

(2) to the extent that an agreement between an account debtor and a seller of
a payment intangible limits the account debtor’s duty to pay a person other
than the seller and the limitation is effective under law other than this
article; or

(3) at the option of an account debtor, if the notification notifies the account "

debtor to make less than the full amount of any installment or other
periodic payment to the assignee, even if:

(A) only a portion of the account, chattel paper, or payment intangible has
been assigned to that assignee;

(B) a portion has been assigned to another assignee; or

(C) the account debtor knows that the assignment to that assignee is
limited. :

(c) [Proof of assignment.] Subject to subsection (h), if requested by the
account debtor, an assignee shall seasonably furnish reasonable proof that the
assignment has been made. Unless the assignee complies, the account debtor may
discharge its obligation by paying the assignor, even if the account debtor has
received a notification under subsection (a). A :

(d) [Term restricting assignment generally ineffective.] Except as other-
wise provided in subsection (e) and Sections 2A-303 and 9-407, and subject to
subsection (h), a term in an agreement between an account debtor and an assignor
or in a promissory note is ineffective to the extent that it: T

(1) prohibits, restricts, or requires the consent of the account debtor or person
obligated on the promissory note to the assignment or transfer of, or the
creation, attachment, perfection, or enforcement of a security interest in,
the account, chattel paper, payment intangible, or promissory note; or

(2) provides that the assignmént or transfer or the creation, attéchment,
perfection, or enforcement of the security interest may give rise to a
default, breach, right of recoupment, claim, defense, termination, right of
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termination, or remedy under the account, chattel paper, payment intangi-
ble, or promissory note.

(e) [Inapplicability of subsection (d) to certain sales.] Subsection (d)
does not apply to the sale of a payment intangible or promissory note.

(f) [Legal restrictions on assignment generally ineffective.] Except as
otherwise provided in Sections 2A-303 and 9407 and subject to subsections (h)
and (i), a rule of law, statute, or regulation that prohibits, restricts, or requires the
consent of a government, governmental body or official, or account debtor to the
assignment or transfer of, or creation of a security interest in, an account or chattel
paper is ineffective to the extent that the rule of law, statute, or regulation:

UNIFORM COMMERCIAL CODE

(1) prohibits, restricts, or requires the consent of the government, governmen-
tal body or official, or account debtor to the assignment or transfer of, or
the creation, attachment, perfection, or enforcement of a security interest
in the account or chattel paper; or

(2) provides that the assignment or transfer or the creation, attachment,
perfection, or enforcement of the security interest may give rise to a
default, breach, right of recoupment, claim, defense, termination, right of
termination, or remedy under the account or chattel paper.

(g) [Subsection (b)(3) not waivable.] Subject to subsection (h), an account
debtor may not waive or vary its option under subsection (b)(3).

(h) [Rule for individual under other law.] This section is subject to law
other than this article which establishes a different rule for an account debtor who
is an individual and who incurred the obligation primarily for personal, family, or
household purposes.

(1) [Inapplicability to health-care-insurance receivable.] This section
does not apply to an assignment of a health-care-insurance receivable.

() [Section prevails over specified inconsistent law.] This section pre-
vails over any inconsistent provisions of the following statutes, rules, and regula-
tions:

[List here any statutes, rules, and regulations containing provisions incon-

sistent with this section.]

Legislative Note: States that amend statutes, rules, and regulations to remove
provisions inconsistent with this section need not enact subsection (j)

Official Comment

1. Source. Former Section 9-318(3), (4).

2. Account Debtor’s Right to Pay As-
signor Until Notification. Subsection (a)
provides the general rule concerning an ac-
count debtor’s right to pay the assignor until
the account debtor receives appropriate noti-
fication. The revision makes clear that once
the account debtor receives the notification,
the account debtor cannot discharge its obli-
gation by paying the assignor. It also makes
explicit that payment to the assignor before

notification, or payment to the assignee after
notification, discharges the obligation. No
change in meaning from former Section 9-
318 is intended. Nothing in this section con-
ditions the effectiveness of a notification on
the identity of the person who gives it. An
account debtor that doubts whether the
right to payment has been assigned may
avail itself of the procedures in subsection
(c). See Comment 4. ’
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An effective notification under subsection
(a) must be authenticated. This requirement
normally could be satisfied by sending notifi-
cation on the notifying person’s letterhead
or on a form on which the notifying person’s
name appears. In each case the printed
name would be a symbol adopted by the
notifying person for the purpose of identify-
ing the person and adopting the notification.
See Section 9-102 (defining “authenticate’).

Subsection (a) applies only to account
debtors on accounts, chattel paper, and pay-
ment intangibles. (Section 9-102 defines the
term “account debtor” more broadly, to in-
clude those obligated on all general intangi-
bles.) Although subsection (a) is more pre-
cise than its predecessor, it probably does
not change the rule that applied under for-
mer Article 9. Former Section 9-318(3) re-
ferred to the account debtor’s obligation to
“pay,” indicating that the subsection was
limited to account debtors on accounts, chat-
tel paper, and other payment obligations.

3. Limitations on Effectiveness of
Notification. Subsection (b) contains some
special rules concerning the effectiveness of
a notification under subsection (a).

Subsection (b)(1) tracks former Section 9-
318(3) by making ineffective a notification
that does not reasonably identify the rights
assigned. A reasonable identification need
not identify the right to payment with speci-
ficity, but what is reasonable also is not left
to the arbitrary decision of the account debt-
or. If an account debtor has doubt as to the
adequacy of a notification, it may not be safe
in disregarding the notification unless it no-
tifies the assignee with reasonable prompt-
ness as to the respects in which the account
debtor considers the notification defective.

Subsection (b)(2), which is new, applies
only to sales of payment intangibles. It
makes a notification ineffective to the extent
that other law gives effect to an agreement
between an account debtor and a seller of a
payment intangible that limits the account
debtor’s duty to pay a person other than the
seller. Payment intangibles are substantially
less fungible than accounts and chattel pa-
per. In some (e.g., commercial bank loans),
account debtors customarily and legitimately
expect that they will not be required to pay

SECURED TRANSACTIONS
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any person other than the financial institu-
tion that has advanced funds.

It has become common in financing trans-
actions to assign interests in a single obli-
gation to more than one assignee. Requiring
an account debtor that owes a single obli-
gation to make multiple payments to multi-
ple assignees would be unnecessarily bur-
densome. Thus, under subsection (b)(3), an
account debtor that is notified to pay an
assignee less than the full amount of any
installment or other periodic payment has
the option to treat the notification as ineffec-
tive, ignore the notice, and discharge the
assigned obligation by paying the assignor.
Some account debtors may not realize that
the law affords them the right to ignore
certain notices of assignment with impunity.
By making the notification ineffective at the
account debtor’s option, subsection (b)(3)
permits an account debtor to pay the assign-
ee in accordance with the notice and thereby
to satisfy its obligation pro tanto. Under

subsection (g), the rights and duties created”

by subsection (b)(3) cannot be waived or
varied.

4. Proof of Assignment. Subsection (c)
links payment with discharge, as in subsec-
tion (a). It follows former Section 9-318(3)
in referring to the right of the account debt-
or to pay the assignor if the requested proof
of assignment is not seasonably forthcoming.
Even if the proof is not forthcoming, the
notification of assignment would remain ef-
fective, so that, in the absence of reasonable
proof of the assignment, the account debtor
could discharge the obligation by paying ei-
ther the assignee or the assignor. Of course,
if the assignee did not in fact receive an
assignment, the account debtor cannot dis-
charge its obligation by paying a putative
assignee who is a stranger. The observations
in Comment 3 concerning the reasonable-
ness of an identification of a right to pay-
ment also apply here. An account debtor
that questions the adequacy of proof submit-
ted by an assignor would be well advised to
promptly inform the assignor of the defects.

An account debtor may face another prob-
lem if its obligation becomes due while the
account debtor is awaiting reasonable proof
of the assignment that it has requested from
the assignee. This section does not excuse
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the account debtor from timely compliance
with its obligations. Consequently, an ac-
count debtor that has received a notification
of assignment and who has requested rea-
sonable proof of the assignment may dis-
charge its obligation by paying the assignor
at the time (or even earlier if reasonably
necessary to avoid risk of default) when a
payment is due, even if the account debtor
has not yet received a response to its request
for proof. On the other hand, after request-
ing reasonable proof of the assignment, an
account debtor may not discharge its obli-
gation by paying the assignor substantially
in advance of the time that the payment is
due unless the assignee has failed to provide
the proof seasonably.

5. Contractual Restrictions on As-
signment. Former Section 9-318(4) ren-
dered ineffective an agreement between an
account debtor and an assignor which pro-
hibited assignment of an account (whether
outright or to secure an obligation) or pro-
hibited a security assignment of a general
intangible for the payment of money due or
to become due. Subsection (d) essentially
follows former Section 9-318(4), but expands
the rule of free assignability to chattel paper
(subject to Sections 2A-303 and 9-407) and
promissory notes and explicitly overrides
both restrictions and prohibitions of assign-
ment. The policies underlying the ineffec-
tiveness of contractual restrictions under
this section build on common-law develop-
ments that essentially have eliminated legal
restrictions on assignments of rights to pay-
ment as security and other assignments of
rights to payment such as accounts and
chattel paper. Any that might linger for ac-
counts and chattel paper are addressed by
new subsection (f). See Comment 6.

Former Section 9-318(4) did not apply to a
sale of a payment intangible (as described in
the former provision, “a general intangible
for money due or to become due”) but did
apply to an assignment of a payment intan-
gible for security. Subsection (e) continues
this approach and also makes subsection (d)
inapplicable to sales of promissory notes.
Section 9-408 addresses anti-assignment
clauses with respect to sales of payment
intangibles and promissory notes.

UNIFORM COMMERCIAL CODE Art. 9

Like former Section 9-318(4), subsection
(d) provides that anti-assignment clauses are
“ineffective.”” The quoted term means that
the clause is of no effect whatsoever; the
clause does not prevent the assignment from
taking effect between the parties and the
prohibited assignment does not constitute a
default under the agreement between the
account debtor and assignor. However, sub-
section (d) does not override terms that do
not directly prohibit, restrict, or require con-
sent to an assignment but which might,
nonetheless, present a practical impairment
of the assignment. Properly read, however,
subsection (d) reaches only covenants that
prohibit, restrict, or require consents to as-
signments; it does not override all terms
that might “impair” an assignment in fact.

Example: Buyer enters into an agree-
ment with Seller to buy equipment that
Seller is to manufacture according to Buy-
er’s specifications. Buyer agrees to make a
series of prepayments during the construc-
tion process. In return, Seller agrees to set
aside the prepaid funds in a special ac-
count and to use the funds solely for the
manufacture of the designated equipment.
Seller also agrees that it will not assign
any of its rights under the sale agreement
with Buyer. Nevertheless, Seller grants to
Secured Party a security interest in its
accounts. Seller’s anti-assignment agree-
ment is ineffective under subsection (d);
its agreement concerning the use of pre-
paid funds, which is not a restriction or
prohibition on assignment, is not. Howev-
er, if Secured Party notifies Buyer to make
all future payments directly to Secured
Party, Buyer will be obliged to do so under
subsection (a) if it wishes the payments to
discharge its obligation. Unless Secured

_ Party releases the funds to Seller so that
Seller can comply with its use-of-funds
covenant, Seller will be in breach of that
covenant.

In the example, there appears to be a plausi-
ble business purpose for the use-of-funds
covenant. However, a court may conclude
that a covenant with no business purpose
other than imposing an impediment to an
assignment actually is a direct restriction
that is rendered ineffective by subsection (d).
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6. Legal Restrictions on Assignment.
Former Section 9-318(4), like subsection (d)
of this section, addressed only contractual
restrictions on assignment. The former sec-
tion was grounded on the reality that legal,
as opposed to contractual, restrictions on
assignments of rights to payment had largely
disappeared. New subsection (f) codifies this
principle of free assignability for accounts
and chattel paper. For the most part the
discussion of contractual restrictions in
Comment 5 applies as well to legal restric-
tions rendered ineffective under subsection

®.

7. Multiple Assignments. This section,
like former Section 9-318, is not a complete
codification of the law of assignments of
rights to payment. In particular, it is silent
concerning many of the ramifications for an
account debtor in cases of multiple assign-
ments of the same right. For example, an
assignor might assign the same receivable to
multiple assignees (which assignments could
be either inadvertent or wrongful). Or, the
assignor could assign the receivable to as-
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signee-1, which then might re-assign it to
assignee-2, and so forth. The rights and
duties of an account debtor in the face of
multiple assignments and in other circum-
stances not resolved in the statutory text are
left to the common-law rules. See, e.g., Re-
statement (2d), Contracts §§ 338(3), 339.
The failure of former Article 9 to codify
these rules does not appear to have caused
problems.

8. Comnsumer Account Debtors. Sub-
section (h) is new. It makes clear that the
rules of this section are subject to other law
establishing special rules for consumer ac-
count debtors.

9. Account Debtors on Health-Care-
Insurance Receivables. Subsection (i) also
is new. The obligation of an insurer with
respect to a health-care-insurance receivable
is governed by other law. Section 9-408 ad-
dresses contractual and legal restrictions on
the assignment of a health-care-insurance_
receivable.

§ 9-407. Restrictions on Creation or Enforcement of Security Inter-
est in Leasehold Interest or in Lessor’s Residual Inter-

est.

(a) [Term restricting assignment generally ineffective.] Except as other-
wise provided in subsection (b), a term in a lease agreement is ineffective to the

extent that it:

(1) prohibits, restricts, or requires the consent of a party to the lease to the
assignment or transfer of, or the creation, attachment, perfection, or
enforcement of a security interest in an interest of a party under the lease
contract or in the lessor’s residual interest in the goods; or

(2) provides that the assignment or transfer or the creation, attachment,
perfection, or enforcement of the security interest may give rise to a
default, breach, right of recoupment, claim, defense, termination, right of
termination, or remedy under the lease.

(b) [Effectiveness of certain te

Section 2A-303(7), a term described in
that there is:

rms.] Except as otherwise provided in
subsection (a)(2) is effective to the extent

(1) a transfer by the lessee of the lessee’s right of possession or use of the

goods in violation of the term; or

(2) a delegation of a material performance of either party to the lease contract

in violation of the term.

(c) [Security interest not material impairment.] The creation, attach-

ment, perfection, or enforcement of a security interest in the lessor’s interest under
the lease contract or the lessor’s residual interest in the goods is not a transfer that
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materially impairs the lessee’s prospect of obtaining return performance or materi-
ally changes the duty of or materially increases the burden or risk imposed on the
lessee within the purview of Section 2A-303(4) unless, and then only to the extent
that, enforcement actually results in a delegation of material performance of the
lessor.

UNIFORM COMMERCIAL CODE Art. 9

Official Comment

that otherwise is ineffective under subsec-
tion (a)(2) is effective to the extent that a

1. Source. Section 2A-303.
2. Restrictions on Assignment Gen-

erally Ineffective. Under subsection (a), as
under former Section 2A-303(3), a term in a
lease agreement which prohibits or restricts
the creation of a security interest generally
is ineffective. This reflects the general policy
of Section 9-406(d) and former Section 9~
318(4). This section has been conformed in
several respects to analogous provisions in
Sections 9406, 9-408, and 9-409, including
the substitution of “ineffective” for ‘“not
enforceable’” and the substitution of ‘‘as-
signment or transfer of, or the* creation,
attachment, perfection, or enforcement of a
security interest” for ‘“‘creation or enforce-
ment of a security interest.”

3. Exceptions for Certain Transfers
and Delegations. Subsection (b) provides
exceptions to the general ineffectiveness of
restrictions under subsection (a). A term

lessee transfers its right to possession and
use of goods or if either party delegates
material performance of the lease contract in
violation of the term. However, under sub-
section (c), as under former Section 2A-
303(3), a lessor’s creation of a security inter-
est in its interest in a lease contract or its
residual interest in the leased goods is not a
material impairment under Section 2A-
303(4) (former Section 2A-303(5)), absent an
actual delegation of the lessor’s material per-
formance. The terms of the lease contract
determine whether the lessor, in fact, has
any remaining obligations to perform. If it
does, it is then necessary to determine
whether there has been an actual delegation
of ‘“‘material performance.” See Section 2A-
303, Comments 3 and 4.

§ 9-408. Restrictions on Assignment of Pfomissory Notes, Health-
Care-Insurance Receivables, and Certain General In-
tangibles Ineffective.

(a) [Term restricting assignment generally ineffective.] Except as other-

wise provided in subsection (b), a term in a promissory note or in an agreement
between an account debtor and a debtor which relates to a health-care-insurance
receivable or a general intangible, including a contract, permit, license, or fran-
chise, and which term prohibits, restricts, or requires the consent of the person
obligated on the promissory note or the account debtor to, the assignment or
transfer of, or creation, attachment, or perfection of a security interest in, the
promissory note, health-care-insurance receivable, or general intangible, is ineffec-
tive to the extent that the term:

(1) would impair the creation, attachment, or perfection of a security interest;
or ‘

(2) provides that the assignment or transfer or the creation, attachment, or
perfection of the security interest may give rise to a default, breach, right
of recoupment, claim, defense, termination, right of termination, or remedy

* Amendments in italics approved by the Per- Code October 20, 1999.

manent Editorial Board for Uniform Commercial
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under the promissory note, health-care-insurance receivable, or general
intangible.

(b) [Applicability of subsection (a) to sales of certain rights to pay-
ment.] Subsection (a) applies to a security interest in a payment intangible or
promissory note only if the security interest arises out of a sale of the payment
intangible or promissory note.

(c) [Legal restrictions on assignment generally ineffective.] A rule of
law, statute, or regulation that prohibits, restricts, or requires the consent of a
government, governmental body or official, person obligated on a promissory note,
or account debtor to the assignment or transfer of, or creation of a security interest

in, a promissory note, health-care-insurance receivable, or general intangible,

including a contract, permit, license, or franchise between an account debtor and a
debtor, is ineffective to the extent that the rule of law, statute, or regulation:

(1) would impair the creation, attachment, or perfection of a security interest;
or '

(2) provides that the assignment or transfer or the creation, attachment, or
perfection of the security interest may give rise to a default, breach, right
of recoupment, claim, defense, termination, right of termination, or remedy
under the promissory note, health-care-insurance receivable, or general
intangible. ’ .

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

(1) is not enforceable against the person obligated on the promissory note or
the account debtor;

(2) does not impose a duty or obligation on the person obligated on the
promissory note or the account debtor; ' ‘

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

(4) does not entitle the secured party to use or assign the debtor’s rights under

~ the promissory note, health-care-insurance receivable, or general intangi-

ble, inicluding any related information or materials furnished to the debtor

in the transaction giving rise to the promissory note, health-care-insurance
receivable, or general intangible; ‘

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

(6) does not entitle the secured party to enforce the security interest in the
promissory note, health-care-insurance receivable, or general intangible.
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(e) [Section prevails over specified inconsistent law.] This section pre-
vails over any inconsistent provisions of the following statutes, rules, and regula-

tions:

[List here any statutes, rules, and regulations containing provisions incon-

sistent with this section.]

Legislative Note: States that amend statutes, rules, and regulations to remove
provisions inconsistent with this section need not enact subsectior (e).

Official Comment

1. Source. New. ,

2. Free " Assignability. This section
makes ineffective any attempt to restrict the
assignment of a general intangible, health-
care-insurance receivable, or promissory
note, whether the restriction appears in the
terms of a promissory note or the agreement
between an account debtor and a debtor
(subsection (a)) or in a rule of law, including
a statute or governmental rule or regulation
(subsection (c)). This result allows the cre-
ation, attachment, and perfection of a securi-
ty interest in a general intangible, such as
an agreement for the nonexclusive license of
software, as well as sales of certain receiv-
ables, such as a health-care-insurance receiv-
able (which is an “account”), payment in-
tangible, or promissory note, without giving
rise to a default or breach by the assignor or

from triggering a remedy of the account -

debtor or person obligated on a promissory
note. This enhances the ability of certain
debtors to obtain credit. On the other hand,
subsection (d) protects the other party—the
“account debtor” on a general intangible or
the person obligated on a promissory note—
from adverse effects arising from the securi-
ty interest. It leaves the account debtor’s or
obligated person’s rights and obligations
unaffected in all material respects if a re-
striction rendered ineffective by subsection
(a) or (c) would be effective under law other
than Article 9. '

Example 1: A term of an agreement for
the nonexclusive license of computer soft-
ware prohibits the licensee from assigning
any of its rights as licensee with respect to
the software. The agreement also provides
that an attempt to assign rights in viola-
tion of the restriction is a default entitling
the licensor to terminate the license agree-
ment. The licensee, as debtor, grants to a

secured party a security interest in its
rights under the license and in the com-
puters in which it is installed. Under this
section, the term prohibiting assignment
and providing for a default upon an at-
tempted assignment is ineffective to pre-
vent the creation, attachment, or perfec-
tion of the security interest or entitle the
licensor to terminate the license agree-
ment. However, under subsection (d), the
secured party (absent the licensor’s agree-
ment) is not entitled to enforce the license
or to use, assign, or otherwise enjoy the
benefits of the licensed software, and the
licensor need not recognize (or pay any
attention to) the secured party. Even if
the secured party takes possession of the
computers on the debtor’s default, the
debtor would remain free to remove the
software from the computer, load it on
another computer, and continue to use it,
if the license so permits. If the debtor does
not remove the software, other law may
require the secured party to remove it
before disposing of the computer. Disposi-
tion of the software with the computer
could violate an effective prohibition on
enforcement of the security interest. See
subsection (d).

3. Nature of Debtor’s Interest. Nei-
ther this section nor any other provision of
this Article determines whether a debtor has
a property interest. The definition of the
term “security interest” provides that it is
an “interest in personal property.” See Sec-
tion 1-201(37). Ordinarily, a debtor can cre-
ate a security interest in collateral only if it
has “rights in the collateral.” See Section 9-
203(b). Other law determines whether a
debtor has a property interest (“‘rights in the
collateral”) and the nature of that interest.
For example, the nonexclusive license ad-

976




Art. 9

dressed in Example 1 may not create any
property interest whatsoever in the intellec-
tual property (e.g., copyright) that underlies
the license and that effectively enables the
licensor to grant the license. The debtor’s
property interest may be confined solely to
its interest in the promises made by the
licensor in the license agreement (e.g., a
promise not to sue the debtor for its use of
the software).

4. Scope: Sales of Payment Intangi-
bles and Other General Intangibles; As-
signments Unaffected by this Section.
Subsections (a) and (c) render ineffective
restrictions on assignments only “to the ex-
tent’’ that the assignments restrict the “cre-
ation, attachment, or perfection of a security
interest,” including sales of payment intan-
gibles and promissory notes. This section
does not render ineffective a restriction on
an assignment that does not create a securi-
ty interest. For example, if the debtor in
Comment 2, Example 1 purported to assign
the license to another entity that would use
the computer software itself, other law
would govern the effectiveness of the anti-
assignment provisions.

Subsection (a) applies to a security inter-
est in payment intangibles only if the securi-
ty interest arises out of sale of the payment
intangibles. Contractual restrictions directed
to security interests in payment intangibles
which secure an obligation are subject to
Section 9-406(d). Subsection (a) also deals
with sales of promissory notes which also
create security interests. See Section 9-
109(a). Subsection (c) deals with all security
interests in payment intangibles or promis-
sory notes, whether or not arising out of a
sale.

Subsection (a) does not render ineffective
any term, and subsection (c) does not render
ineffective any law, statute or regulation,
that restricts outright sales of general intan-
gibles other than payment intangibles. They
deal only with restrictions on security inter-
ests. The only sales of general intangibles
that create security interests are sales of
payment intangibles.

5. Terminology: ‘“Account Debtor”;
‘“Person Obligated on a Promissory
Note.” This section uses the term ‘‘account
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debtor” as it is defined in Section 9-102.
The term refers to the party, other than the
debtor, to a general intangible, including a
permit, license, franchise, or the like, and
the person obligated on a health-care-insur-
ance receivable, which is a type of account.
The definition of “‘account debtor” does not
limit the term to persons who are obligated
to pay under a general intangible. Rather,
the term includes all persons who are obli-
gated on a general intangible, including
those who are obligated to render perfor-
mance in exchange for payment. In some
cases, e.g., the creation of a security interest
in a franchisee’s rights under a franchise
agreement, the principal payment obligation
may be owed by the debtor (franchisee) to
the account debtor (franchisor). This section
also refers to a “‘person obligated on a prom-
issory note,”’ inasmuch as those persons do
not fall within the definition of ‘“‘account
debtor.”

Example 2: A licensor and licensee enter
into an agreement for the nonexclusive
license of computer software. The licen-
see’s interest in the license agreement is a
general intangible. If the licensee grants to
a secured party a security interest in its
rights under the license agreement, the
licensee is the debtor and the licensor is
the account debtor. On the other hand, if
the licensor grants to a secured party a
security interest in its right to payment
(an account) under the license agreement,
the licensor is the debtor and the licensee
is the account debtor. (This section applies
to the security interest in the general in-
tangible but not to the security interest in
the account, which is not a health-care-
insurance receivable.)

6. Effects on Account Debtors and
Persons Obligated on Promissory
Notes. Subsections (a) and (c) affect two
classes of persons. These subsections ‘affect
account debtors on general intangibles and
health-care-insurance receivables and per-
sons obligated on promissory notes. Subsec-
tion (c) also affects governmental entities
that enact or determine rules of law. Howev-
er, subsection (d) ensures that these affected
persons are not affected adversely. That pro-
vision removes any burdens or adverse ef-
fects on these persons for which any rational
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basis could exist to restrict the effectiveness
of an assignment or to exercise any reme-
dies. For this reason, the effects of subsec-
tions (a) and (c) are immaterial insofar as
those persons are concerned.

Subsection (a) does not override terms
that do not directly prohibit, restrict, or re-
quire consent to an assignment but which
might, nonetheless, present a practical im-
pairment of the assignment. Properly read,
however, this section, like Section 9-406(d),
reaches only covenants that prohibit, re-
strict, or require consents to assignments; it
does not override all terms that might “im-
pair’ an assignment in fact.

Example 3: A licensor and licensee enter
into an agreement for the nonexclusive
license of valuable business software. The
license agreement includes terms (i) pro-
hibiting the licensee from assigning its
rights under the license, (ii) prohibiting
the licensee from disclosing to anyone cer-
tain information relating to the software
and the licensor, and (iii) deeming prohib-
ited assignments and prohibited disclo-
sures to be defaults. The licensee wishes
to obtain financing and, in exchange, is
willing to grant a security interest in its
rights under the license agreement. The
secured party, reasonably, refuses to ex-
tend credit unless the licensee discloses
the information that it is prohibited from
disclosing under the license agreement.
The secured party cannot determine the
value of the proposed collateral in the
absence of this information. Under this
section, the terms of the license prohibit-
ing the assignment (grant of the security
interest) and making the assignment a
default are ineffective. However, the non-
disclosure covenant is not a term that
prohibits the assignment or creation of a
security interest in the license. Conse-
quently, the nondisclosure term is enforce-
able even though the practical effect is to
restrict the licensee’s ability to use its
rights under the license agreement as col-
lateral.

The nondisclosure term also would be effec-
tive in the factual setting of Comment 2,
Example 1. If the secured party’s possession
of the computers loaded with software would
put it in a position to discover confidential
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information that the debtor was prohibited
from disclosing, the licensor should be enti-
tled to enforce its rights against the secured
party. Moreover, the licensor could have re-
quired the debtor to obtain the secured par-
ty’s agreement that (i) it would immediately
return all copies of software loaded on the
computers and that (ii) it would not examine
or otherwise acquire any information con-
tained in the software. This section does not
prevent an account debtor from protecting
by agreement its independent interests that
are unrelated to the ‘‘creation, attachment,
or perfection’”’ of a security interest. In Ex-
ample 1, moreover, the secured party is not
in possession of copies of software by virtue
of its security interest or in connection with
enforcing its security interest in the debtor’s
license of the software. Its possession is inci-
dental to its possession of the computers, in
which it has a security interest. Enforcing
against the secured party a restriction relat-
ing to the software in no way interferes with
its security interest in the computers.

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

Example 4: A debtor is the owner of a
cable television franchise that, under ap-
plicable law, cannot be assigned without
the consent of the municipal franchisor. A
lender wishes to extend credit to the debt-
or, provided that the credit is secured by
the debtor’s ‘‘going business” value. To
secure the loan, the debtor grants a securi-
ty interest in all its existing and after-
acquired property. The franchise repre-
sents the principal value of the business.
The municipality refuses to consent to any
assignment for collateral purposes. If oth-
er law were given effect, the security in-
terest in the franchise would not attach;
and if the debtor were to enter bankruptcy
and sell the business, the secured party
would receive but a fraction of the busi-
ness’s value. Under this section, however,
the security interest would attach to the

978

———a



Art. 9

franchise. As a result, the security interest
would attach to the proceeds of any sale of
the franchise while a bankruptcy is pend-
ing. However, this section would protect
the interests of the municipality by pre-
venting the secured party from enforcing
its security interest to the detriment of
the municipality.

8. Effect Outside of Bankruptcy.
The principal effects of this section will
take place outside of bankruptcy. Compared
to ‘the relatively few -debtors that enter
bankruptcy, there are many more that do
not. By making available previously un-
available property as collateral, this section
should enable debtors to obtain additional
credit. For purposes of determining wheth-
er to extend credit, under some circum-
stances a secured party may ascribe value
to the collateral to which its security inter-
est has attached, even if this section pre-
cludes the secured party from enforcing the
security interest without the agreement of
the account debtor or person obligated on
the promissory note. This may be the case
where the secured party sees a likelihood of
obtaining that agreement in the future.
This may also be the case where the se-
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cured party anticipates that the collateral
will give rise to a type of proceeds as to
which this section would not apply.

Example 5: Under the facts of Example
4, the debtor does not enter bankruptcy.
Perhaps in exchange for a fee, the munici-
pality agrees that the debtor may transfer
the franchise to a buyer. As consideration
for the transfer, the debtor receives from
the buyer its check for part of the pur-
chase price and its promissory note for the
balance. The security interest attaches to
the check and promissory note as pro-
ceeds. See Section 9-315(a)(2). This sec-
tion does not apply to the security interest
in the check, which is not a promissory
note, health-care-insurance receivable, or
general intangible. Nor does it apply to the
security interest in the promissory note,
inasmuch as it was not sold to the secured
party.

9. Contrary Federal Law. This section
does not override federal law to the contrary.
However, it does reflect an important policy
judgment that should provide a template for
future federal law reforms.

§ 9-409. Restrictions on Assignment of Letter-of-Credit Rights Inef-

fective.

(a) [Term or law restricting assignment generally ineffective.] A term

in a letter of credit or a rule of law, statute, regulation, custom, or practice
applicable to the letter of credit which prohibits, restricts, or requires the consent
of an applicant, issuer, or nominated person to a beneficiary’s assignment of or
creation of a security interest in a letter-of-credit right is ineffective to the extent
that the term or rule of law, statute, regulation, custom, or practice:

(1) would impair the creation, attachment, or perfection of a security interest
in the letter-of-credit right; or

(2) provides that the assignment or the creation, attachment, or perfection of
the security interest may give rise to a default, breach, right of recoup-
ment, claim, defense, termination, right of termination, or remedy under
the letter-of-credit right.

(b) [Limitation on ineffectiveness under subsection (a).] To the extent
that a term in a letter of credit is ineffective under subsection (a) but would be
effective under law other than this article or a custom or practice applicable to the
letter of credit, to the transfer of a right to draw or otherwise demand performance
under the letter of credit, or to the assignment of a right to proceeds of the letter of
credit, the creation, attachment, or perfection of a security interest in the letter-of-
credit right:
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(1) is not enforceable against the applicant, issuer, nominated person, or

transferee beneficiary;

(2) imposes no duties or obligations on the applicant, issuer, nominated
person, or transferee beneficiary; and
(3) does not require the applicant, issuer, nominated person, or transferee

beneficiary to recognize the security interest, pay or render performance to
the secured party, or accept payment or other performance from the

secured party.

1. Source. New.

2. Purpose and Relevance. This sec-
tion, patterned on Section 9-408, limits the
effectiveness of attempts to restrict the cre-
ation, attachment, or perfection of a security
interest in letter-of-credit rights, whether
the restriction appears in the letter of credit
or a rule of law, custom, or practice applica-
ble to the letter of credit. It protects the
creation, attachment, and perfection of a se-
curity interest while preventing these events
from giving rise to a default or breach by the
assignor or from triggering a remedy or de-
fense of the issuer or other person obligated
on a letter of credit. Letter-of-credit rights
are a type of supporting obligation. See Sec-
tion 9-102. Under Sections 9-203 and 9-308,
a security interest in a supporting obligation
attaches and is perfected automatically if the
security interest in the supported obligation
attaches and is perfected. See Section 9-107,
Comment 5. The automatic attachment and
perfection under Article 9 would be anoma-
lous or misleading if, under other law (e.g.,
Article 5), a restriction on transfer or assign-

_Official Comment

ment were effective to block attachment and
perfection.

3. Relationship to Letter-of-Credit
Law. Although restrictions on an assign-
ment of a letter of credit are ineffective to
prevent creation, attachment, and perfection
of a security interest, subsection (b) protects
the issuer and other parties from any ad-
verse effects of the security interest by pre-
serving letter-of-credit law and practice that
limits the right of a beneficiary to transfer
its right to draw or otherwise demand per-
formance (Section 5-112) and limits the obli-
gation of an issuer or nominated person to
recognize a beneficiary’s assignment of let-
ter-of-credit proceeds (Section 5-114). Thus,
this section’s treatment of letter-of-credit
rights differs from this Article’s treatment of
Instruments and investment property. More-
over, under Section 9-109(c){4), this Article
does not apply to the extent that the rights
of a transferee beneficiary or nominated per-
son are independent and superior under Sec-
tion 5-114, thereby preserving the ‘“indepen-
dence principle” of letter-of-credit law.

PART 5
FILING

[SUBPART 1.

FILING OFFICE; CONTENTS AND EFFECTIVENESS

OF FINANCING STATEMENT]

§ 9-501. Filing Office.

(a) [Filing offices.] Except as othermse provided in subsection (b), if the
local law of this State governs perfection of a security interest or agricultural lien,
the office in which to file a financing statement to perfect the security interest or

agricultural lien is:

(1) the office designated for the filing or recordmg of a record of a mortgage on

the related real property, if:
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(A) the collateral is as-extracted collateral or timber to be cut; or

(B) the financing statement is filed as a fixture filing and the collateral is
goods that are or are to become fixtures; or

(2) the office of [ ] [or any office duly authorized by [ 1], in all other cases,
including a case in which the collateral is goods that are or are to become
fixtures and the financing statement is not filed as a fixture filing.

(b) [Filing office for transmitting utilities.] The office in which to file a
financing statement to perfect a security interest in collateral, including fixtures, of
a transmitting utility is the office of [ ]. The financing statement also constitutes a
fixture filing as to the collateral indicated in the financing statement which is or is

to become fixtures. -

Legislative Note: The State should designate the filing office where the brackets
appear. The filing office may be that of a governmental official (e.g., the Secretary of
State) or a private party that maintains the State’s filing system.

Official Comment

1. Source. Derived from former Section
9-401.

2. Where to File. Subsection (a) indi-
cates where in a given State a financing
statement is to be filed. Former Article 9
afforded each State three alternative ap-
proaches, depending on the extent to which
the State desires central filing (usually with
the Secretary of State), local filing (usually
with a county office), or both. As Comment 1
to former Section 9401 observed, ‘“The
principal advantage of state-wide filing is
ease of access to the credit information
which the files exist to provide. Consider for
example the national distributor who wishes
to have current information about the credit
standing of the thousands of persons he sells
to on credit. The more completely the files
are centralized on a state-wide basis, the
easier and cheaper it becomes to procure
credit information; the more the files are
scattered in local filing units, the more bur-
densome and costly.” Local filing increases
the net costs of secured transactions also by
increasing uncertainty and the number of
required filings. Any benefit that local filing
may have had in the 1950’'s is now insub-
stantial. Accordingly, this Article dictates
central filing for most situations, while re-
taining local filing for real-estate-related col-
lateral and special filing provxsmns for trans-
mitting utilities.

3. Minerals and Timber. Under sub-
section (a)(1), a filing in the office where a

record of a mortgage on the related real
property would be filed will perfect a securi-
ty interest in as-extracted collateral. Inas-
much as the security interest does not attach
until extraction, the filing continues to be
effective after extraction. A different result
occurs with respect to timber to be cut,
however. Unlike as-extracted collateral,
standing timber may be goods before it is
cut. See Section 9-102 (defining ‘“‘goods”).
Once cut, however, it is no longer timber to
be cut, and the filing in the real-property-
mortgage office ceases to be effective. The
timber then becomes ordinary goods, and
filing in the office specified in subsection
(a)(2) is necessary for perfection. Note also
that after the timber is cut the law of the
debtor’s location, not the location of the
timber, governs perfection under Section 9-
301.

4. Fixtures. There are two ways in
which a secured party may file a financing
statement to perfect a security interest in
goods that are or are to become fixtures. It
may file in the Article 9 records, as with
most other goods. See subsection (a)(2). Or it
may file the financing statement as a ‘“‘fix-
ture filing,” defined in Section 9-102, in the
office in which a record of a mortgage on the
related real property would be filed. See
subsection(a)(1)(B).

5. Transmitting Utilities. The usual
filing rules do not apply well for a transmit-
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ting utility (defined in Section 9-102). Many
pre-UCC statutes provided special filing
rules for railroads and in some cases for
other public utilities, to avoid the require-
ments for filing with legal descriptions in
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property. Former Section 9-401(5) recreated
and broadened these provisions, and subsec-
tion (b) follows this approach. The nature of
the debtor will inform persons searching the
record as to where to make a search.

every county in which such debtors had

§ 9-502.

Contents of Financing Statement; Record of Mortgage as
Financing Statement; Time of Filing Financing State-
ment.

(a) [Sufficiency of financing statement.] Subject to subsection (b), a
financing statement is sufficient only if it

(1) provides the name of the debtor;

(2) provides the name of the secured party or a representative of the secured
party; and
(3) indicates the collateral covered by the financing statement.

(b) [Real-property-related financing statements.] Except as otherwise
provided in Section 9-501(b), to be sufficient, a financing statement that covers as-
extracted collateral or timber to be cut, or which is filed as a fixture filing and
covers goods that are or are to become fixtures, must satisfy subsection (a) and

also:
(1) indicate that it covers this type of collateral;
(2) indicate that it is to be filed [for record] in the real property records;

(3) provide a description of the real property to which the collateral is related
[sufficient to give constructive notice of a mortgage under the law of this
State if the description were contained in a record of the mortgage of the
real property]; and

(4) if the debtor does not have an interest of record in the real property,

provide the name of a record owner.

-(c) [Record of mortgage as financing statement.] A record of a mortgage
is effective, from the date of recording, as a financing statement filed as a fixture
filing or as a financing statement covering as-extracted collateral or timber to be
cut only if:

(1) the record indicates the goods or accounts that it covers;

(2) the goods are or are to become fixtures related to the real property
described in the record or the collateral is related to the real property
described in the record and is as-extracted collateral or ltimber to be cut;

(3) the record satisfies the requirements for a financing statement in this
section other than an indication that it is to be filed in the real property
records; and

(4) the record is [duly] recorded.

(d) [Filing before security agreement or attachment.] A financing state-
ment may be filed before a security agreement is made or a security interest
otherwise attaches.
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Legislative Note: Language in brackets is optional. Where the State has any special
recording system for real property other than the usual grantor-grantee index (as,
for instance, a tract system or a title registration or Torrens system) local adapta-
tions of subsection (b) and Section 9-519(d) and (e) may be necessary. See, e.g.,
Mass. Gen. Laws Chapter 106, Section 9-410.

Official Comment

1. Source. Former Section 9-402(1), (5),
(6).

2. *“Notice Filing.”” This section adopts
the system of “notice filing.”” What is re-
quired to be filed is not, as under pre-UCC
chattel mortgage and conditional sales acts,
the security agreement itself, but only a
simple record providing a limited amount of
information (financing statement). The fi-
nancing statement may be filed before the
security interest attaches or thereafter. See
subsection (d). See also Section 9-308(a)
(contemplating situations in which a financ-
ing statement is filed before a security inter-
est attaches).

The notice itself indicates merely that a
person may have a security interest in the
collateral indicated. Further inquiry from
the parties concerned will be necessary to
disclose the complete state of affairs. Section
9-210 provides a statutory procedure under
which the secured party, at the debtor’s re-
quest, may be required to make disclosure.
However, in many cases, information may be
forthcoming without the need to resort to
the formalities of that section.

Notice filing has proved to be of great use
in financing transactions involving invento-
ry, accounts, and chattel paper, because it
obviates the necessity of refiling on each of a
series of transactions in a continuing ar-
rangement under which the collateral
changes from day to day. However, even in
the case of filings that do not necessarily
involve a series of transactions (e.g., a loan
secured by a single item of equipment), a
financing statement is effective to encom-
pass transactions under a security agree-
ment not. in existence and not contemplated
at the time the notice was filed, if the indica-
tion of collateral in the financing statement
is sufficient to cover the collateral con-
cerned. Similarly, a financing statement is
effective to cover after-acquired property of
the type indicated and to perfect with re-

spect to future advances under security
agreements, regardless of whether after-ac-
quired property or future advances are men-
tioned in the financing statement and even if
not in the contemplation of the parties at
the time the financing statement was autho-
rized to be filed.

3. Debtor’s Signature; Required Au-
thorization. Subsection (a) sets forth the
simple formal requirements for an effective
financing statement. These requirements
are: (1) the debtor’s name; (2) the name of a
secured party or representative of the se-
cured party; and (3) an indication of the
collateral.

Whereas former Section 9-402(1) required
the debtor’s signature to appear on a financ-
ing statement, this Article contains no signa-
ture requirement. The elimination of the
signature requirement facilitates paperless
filing. (However, as PEB Commentary No.
15 indicates, a paperless financing statement
was sufficient under former Article 9.) Elimi-
nation of the signature requirement also
makes the exceptions provided by former
Section 9402(2) unnecessary.

The fact that this Article does not require
that an authenticating symbol be contained
in the public record does not mean that all
filings are authorized. Rather, Section 9-
509(a) entitles a person to file an initial
financing statement, an amendment that
adds collateral, or an amendment that adds
a debtor only if the debtor authorizes the
filing, and Section 9-509(d) entitles a person
other than the debtor to file a termination
statement only if the secured party of record
authorizes the filing. Of course, a filing has
legal effect only to the extent it is autho-
rized. See Section 9-510.

Law other than this-Article, including the
law with respect to ratification of past acts,
generally determines whether a person has
the requisite authority to file a record under
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this Article. See Section 1-103. However,
under Section 9-509(b), the debtor’s authen-
tication of (or becoming bound by) a security
agreement ipso facto constitutes the debtor’s
authorization of the filing of a financing
statement covering the collateral described
in the security agreement. The secured party
need not obtain a separate authorization.

Section 9-625 provides a remedy for unau-
thorized filings. Making an unauthorized fil-
ing also may give rise to civil or criminal
liability under other law. In addition, this
Article contains provisions that assist in the
discovery of unauthorized filings and the
amelioration of their practical effect. For
example, Section 9-518 provides a procedure
whereby a person may add to the public
record a statement to the effect that a fi-
nancing statement indexed under the per-
son’s name was wrongfully filed, and Section
9-509(d) entitles any person to file a termi-
nation statement if the secured party of rec-
ord fails to comply with its obligation to file
or send one to the debtor, the debtor autho-
rizes the filing, and the termination state-
ment so indicates. However, the filing office
is neither obligated nor permitted to inquire
into issues of authorization. See Section 9-
520(a).

4. Certain Other Requirements. Sub-
section (a) deletes other provisions of former
Section 9-402(1) because they seems unwise
(real-property description for financing
statements covering crops), unnecessary
(adequacy of copies of financing statements),
or both (copy of security agreement as fi-
nancing statement). In addition, the filing
office must reject a financing statement lack-
ing certain other information formerly re-
quired as a condition of perfection (e.g., an
address for the debtor or secured party). See
Sections 9-516(b), 9-520(a). However, if the
filing office accepts the record, it is effective
nevertheless. See Section 9-520(c).

5. Real-Property-Related Filings.
Subsection (b) contains the requirements for
financing statements filed as fixture filings
and financing statements covering timber to
be cut or minerals and minerals-related ac-
counts constituting as-extracted collateral. A
description of the related real property must
be sufficient to reasonably identify it. See
Section 9-108. This formulation rejects the
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view that the real property description must
be by metes and bounds, or otherwise con-
forming to traditional real-property practice
in conveyancing, but, of course, the incorpo-
ration of such a description by reference to
the recording data of a deed, mortgage or
other instrument containing the description
should suffice under the most stringent stan-
dards. The proper test is that a description
of real property must be sufficient so that
the financing statement will fit into the real-
property search system and be found by a
real-property searcher. Under the optional
language in subsection (b)(3), the test of
adequacy of the description is whether it
would be adequate in a record of a mortgage
of the real property. As suggested in the
Legislative Note, more detail may be re-
quired if there is a tract indexing system or
a land registration system.

If the debtor does not have an interest of
record in the real property, a real-property-
related financing statement must show the
name of a record owner, and Section 9-
519(d) requires the financing statement to
be indexed in the name of that owner. This
requirement also enables financing state-
ments covering as-extracted collateral or
timber to be cut and financing statements
filed as fixture filings to fit into the real-
property search system.

6. Record of Mortgage Effective as
Financing Statement. Subsection (¢) ex-
plains when a record of a mortgage is effec-
tive as a financing statement filed as a fix-
ture filing or to cover timber to be cut or as-
extracted collateral. Use of the term “record
of a mortgage” recognizes that in some sys-
tems the record actually filed is not the
record pursuant to which a mortgage is cre-
ated. Moreover, ‘“mortgage” is defined in
Section 9-102 as an ‘“‘interest in real proper-
ty,” not as the record that creates or evi-
dences the mortgage or the record that is
filed in the public recording systems. A rec-
ord creating a mortgage may also create a
security interest with respect to fixtures (or
other goods) in conformity with this Article.
A single agreement creating a mortgage on
real property and a security interest in chat-
tels is common and useful for certain pur-
poses. Under subsection (c), the recording of
the record evidencing a mortgage (if it satis-

984




B IV T Y

Art. 9 SECURED TRANSACTIONS

fies the requirements for a financing state-
ment) constitutes the filing of a financing
statement as to the fixtures (but not, of
course, as to other goods). Section 9-515(g)
makes the usual five-year maximum life for
financing statements inapplicable to mort-
gages that operate as fixture filings under
Section 9-502(c). Such mortgages are effec-
tive for the duration of the real-property
recording.

Of course, if a combined mortgage covers
chattels that are not fixtures, a regular fi-
nancing statement filing is necessary with
respect to the chattels, and subsection (c) is

§ 9-503

inapplicable. Likewise, a financing statement
filed as a “fixture filing”is not effective to
perfect a security interest in personal prop-
erty other than fixtures.

In some cases it may be difficult to deter-
mine whether goods are or will become fix-
tures. Nothing in this Part prohibits the
filing of a ‘‘precautionary” fixture filing,
which would provide protection in the event
goods are determined to be fixtures. The fact
of filing should not be a factor in the deter-
mining whether goods are fixtures. Cf. Sec-
tion 9-505(b).

§ 9-503. Name of Debtor and Secured Party.
(a) [Sufficiency of debtor’s name.] A financing statement sufficiently pro-

vides the name of the debtor:

(1) if the debtor is a registered organization, only if the financing statement
provides the name of the debtor indicated on the public record of the
debtor’s jurisdiction of organization which shows the debtor to have been

organized;

(2) if the debtor is a decedent’s estate, only if the financing statement provides
the name of the decedent and indicates that the debtor is an estate;

(3) if the debtor is a trust or a trustee acting with respect to property held in
trust, only if the financing statement:

(A) provides the name specified for the trust in its organic documents or,
if no name is specified, provides the name of the settlor and additional
information sufficient to distinguish the debtor from other trusts
having one or more of the same settlors; and

(B) indicates, in the debtor’s name or otherwise, that the debtor is a trust
or is a trustee acting with respect to property held in trust; and

(4) in other cases:

(A) if the debtor has a name, only if it provides the individual or
organizational name of the debtor; and

(B) if the debtor does not have a name, only if it provides the names of the
partners, members, associates, or other persons comprising the debtor.

(b) [Additional debtor-related information.] A financing statement that
provides the name of the debtor in accordance with subsection (a) is not rendered

ineffective by the absence of:

(1) a trade name or other name of the debtor; or

(2) unless required under subsection (a)(4)(B), names of partners, members,
associates, or other persons comprising the debtor.

(c) [Debtor’s trade name insufficient.] A financing statement that pro-
vides only the debtor’s trade name does not sufficiently provide the name of the

debtor.
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(d) [Representative capacity.] Failure to indicate the representative capaci-
ty of a secured party or representative of a secured party does not affect the

sufficiency of a financing statement.

(e) [Multiple debtors and secured parties.] A financing statement may
provide the name of more than one debtor and the name of more than one secured

party.

Official Comment

1. Source. Subsections (a)(4)(A), (b),
and (c) derive from former Section 9-402(7);
otherwise, new. - - -

2. Debtor’'s Name. The requirement
that a financing statement provide the debt-
or’s name is particularly important. Finane-
ing statements are indexed under the name
of the debtor, and those who wish to find
financing statements search for them under
the debtor’s name. Subsection (a) explains
what the debtor’s name is for purposes of a
financing statement. If the debtor is a “reg-
istered organization” (defined in Section 9-
102 so as to ordinarily include corporations,
limited partnerships, and limited liability
companies), then the debtor’s name is the
name shown on the public records of the
debtor’s “jurisdiction of organization” (also
defined in Section 9-102). Subsections (a)(2)
and (a)(3) contain special rules for dece-
dent’s estates and common-law trusts. (Sub-
section (a)(1) applies to business trusts that
are registered organizations.)

Subsection (a)(4)(A) essentially follows the
first sentence of former Section 9-402(7).
Section 1-201(28) defines the term “organi-
zation,” which appears in subsection (a)(4),
very broadly, to include all legal and com-
mercial entities as well as associations that
lack the status of a legal entity. Thus, the
term includes corporations, partnerships of
all kinds, business trusts, limited liability
companies, unincorporated associations, per-
sonal trusts, governments, and estates. If
the organization has a name, that name is
the correct name to put on a financing state-
ment. If the organization does not have a
name, then the financing statement should
name the individuals or other entities who
comprise the organization.

Together with subsections (b) and (c), sub-

section (a) reflects the view prevailing under
former Article 9 that the actual individual or

organizational name of the debtor on a fi-
nancing statement is both necessary and suf-
ficient, whether or not the financing state-
ment provides trade or other names of the
debtor and, if the debtor has a name, wheth-
er or not the financing statement provides
the names of the partners, members, or as-
sociates who comprise the debtor.

Note that, even if the name provided in an
initial financing statement is correct, the
filing office nevertheless must reject the fi-
nancing statement if it does not identify an
individual debtor’s last name (e.g., if it is not
clear whether the debtor’s name is Perry
Mason or Mason Perry). See Section 9-
516(b)(3)(C).

3. Secured Party’s Name. New subsec-
tion (d) makes clear that when the secured
party is a representative, a financing state-
ment is sufficient if it names the secured
party, whether or not it indicates any repre-
sentative capacity. Similarly, a financing
statement that names a representative of
the secured party is sufficient, even if it does
not indicate the representative capacity.

Example: Debtor creates a security inter-
est in favor of Bank X, Bank Y, and Bank
Z, but not to their representative, the col-
lateral agent (Bank A). The collateral
agent is not itself a secured party. See
Section 9-102. Under Sections 9-502(a)
and 9-503(d), however, a financing state-
ment is effective if it names as secured
party Bank A and not the actual secured
parties, even if it omits Bank A’s represen-
tative capacity.

Each person whose name is provided in an
initial financing statement as the name of
the secured party or representative of the
secured party is a secured party of record.
See Section 9-511.
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4. Multiple Names. Subsection (e)
makes explicit what is implicit under former
Article 9: a financing statement may provide
the name of more than one debtor and se-
cured party. See Section 1-102(5)(a) (words
in the singular include the plural). With

§ 9-504.
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Indication of Collateral.

§ 9-505

respect to records relating to more than one
debtor, see Section 9-520(d). With respect to
financing statements providing the name of
more than one secured party, see Sections 9-
509(e) and 9-510(b).

A financing statement sufficiently indicates the collateral that it covers if the

financing statement provides:

(1) a description of the collateral pursuant to Section 9-108; or
(2) an indication that the financing statement covers all assets or all personal

property.

Official Comment

1. Source. Former Section 9-402(1).

2. Indication of Collateral. To comply
with Section 9-502(a), a financing statement
must “indicate’”’ the collateral it covers. A
financing statement sufficiently indicates
collateral claimed to be covered by the fi-
nancing statement if it satisfies the purpose
of conditioning perfection on the filing of a
financing statement, i.e., if it provides notice
that a person may have a security interest in
the collateral claimed. See Section 9-502,
Comment 2. In particular, an indication of
collateral that would have satisfied the re-
quirements of former Section 9—402(1) (i.e.,
‘“a statement indicating the types, or de-
scribing the items, of collateral’”) suffices
under Section 9502(a). An indication may
satisfy the requirements of Section 9-502(a),
even if it would not have satisfied the re-
quirements of former Section 9-402(1).

This section provides two safe harbors.
Under paragraph (1), a ‘‘description” of the
collateral (as the term is explained in Sec-
tion 9-108) suffices as an indication for pur-

§ 9-505.

poses of the sufficiency of a financing state-
ment.

Debtors sometimes create a security inter-
est in all, or substantially all, of their assets.
To accommodate this practice, paragraph (2)
expands the class of sufficient collateral ref-
erences to embrace “‘an indication that the
financing statement covers all assets or all
personal property.” If the property in ques-
tion belongs to the debtor and is personal
property, any searcher will know that the
property is covered by the financing state-
ment. Of course, regardless of its breadth, a
financing statement has no effect with re-
spect to property indicated but to which a
security interest has not attached. Note that
a broad statement of this kind (e.g., ‘“ail
debtor’s personal property’’) would not be a
sufficient “‘description” for purposes of a
security agreement. See Sections 9-
203(b)(3)(A), 9-108. It follows that a some-
what narrower description than “all assets,”
e.g., “‘all assets other than automobiles,” is
sufficient for purposes of this section, even if
it does not suffice for purposes of a security
agreement.

Filing and Compliance With Other Statutes and Treaties for

Consignments, Leases, Other Bailments, and Other

Transactions.

(a) [Use of terms other than ‘‘debtor’ and ‘‘secured party.”’] A consigh-

or, lessor, or other bailor of goods, a licensor, or a buyer of a payment intangible or
promissory note may file a financing statement, or may comply with a statute or
treaty described in Section 9-311(a), using the terms ‘“‘consignor’, ‘“‘consignee”,
“lessor”’, “lessee”, “bailor”’, ‘bailee”, “licensor”, “licensee”, ‘“‘owner”’, ‘“‘registered
owner’’, “buyer’”, “seller’”’, or words of similar import, instead of the terms

“secured party’’ and ‘‘debtor’’.
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(b) [Effect of financing statement under subsection (a).] This part
applies to the filing of a financing statement under subsection (a) and, as appropri-
ate, to compliance that is equivalent to filing a financing statement under Section
9-311(b), but the filing or compliance is not of itself a factor in determining
whether the collateral secures an obligation. If it is determined for another reason
that the collateral secures an obligation, a security interest held by the consignor,
lessor, bailor, licensor, owner, or buyer which attaches to the collateral is perfected
by the filing or compliance.

UNIFORM COMMERCIAL CODE

Official Comment

1. Source. Former Section 9-408. contrary or may be ambiguous. If so, it may

2. Precautionary Filing. Occasionally,
avunts arise concerning whether a transac-
tion creates a relationship to which this Arti-
cle or its filing provisions apply. For exam-
ple, questions may arise over whether a
“lease” of equipment in fact creates a securi-
ty interest or whether the ‘“‘sale’’ of payment
intangibles in fact secures an obligation,
thereby requiring action to perfect the secu-
rity interest. This section, which derives
from former Section 9408, affords the op-
tion of filing of a financing statement with
appropriate changes of terminology but
without affecting the substantive question of
classification of the transaction.

3. Changes from Former Section 9-
408. This section expands the rule of Section
9-408 to embrace more generally other bail-
ments and transactions, as well as sales
transactions, primarily sales of payment in-
tangibles and promissory notes. It provides
the same benefits for compliance with a stat-
ute or treaty described in Section 9-311(a)
that former Section 9-408 provided for fil-
ing, in connection with the use of terms such
as “lessor,” “‘consignor,” etc. The references
to “owner” and “registered owner’ are in-
tended to address, for example, the situation
where a putative lessor is the registered
owner of an automobile covered by a certifi-
cate of title and the transaction is deter-
mined to create a security interest. Although
this section provides that the security inter-
est is perfected, the relevant certificate-of-
title statute may expressly provide to the

be necessary or advisable to amend the cer-

tificate-of-title statute to ensure that perfec-
tion of the security interest will be achieved.

As does Section 1-201, former Article 9
referred to transactions, including leases and
consignments, “intended as security.” This
misleading phrase created the erroneous im-
pression that the parties to a transaction can
dictate how the law will classify it (e.g., as a
bailment or as a security interest) and thus
affect the rights of third parties. This Article
deletes the phrase wherever it appears. Sub-
section (b) expresses the principle more pre-
cisely by referring to a security interest that
““secures an obligation.” ‘

4. Consignments. Although a ‘true”
consignment is a bailment, the filing and
priority provisions of former Article 9 ap-
plied to ‘“‘true” consignments. See former
Sections 2-326(3), 9-114. A consignment
“intended as security” created a security
interest that was in all respects subject to
former Article 9. This Article subsumes most
true consignments under the rubric of “se-
curity interest.” See Sections 9-102 (defini-
tion of ‘“consignment”), 9-109(a)(4), 1-
201(37) (definition of “security interest’).
Nevertheless, it maintains the distinction be-
tween a (true) ‘‘consignment,” as to which
only certain aspects of Article 9 apply, and a
so-called consignment that actually ‘“‘secures
an obligation,” to which Article 9 applies in
full. The revisions to this section reflect the
change in terminology. :

§ 9-506. Effect of Errors or Omissions.

(a) [Minor errors and omissions.] A financing statement substantially
satisfying the requirements of this part is effective, even if it has minor errors or
omissions, unless the errors or omissions make the financing statement seriously

misleading.
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