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QUARTERLY REPORT

Impact of Revised UCC Article 9 on Sales and
Security Interests Involving Promissory
Notes and Payment Intangibles
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He cochairs the UCC Legislative Review Subcom-
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By Alvin C. Harrell

1.  Introduction—Scope of
Article %!

A. Expanded Scope of Article 9
1.  Summary of the Revisions

The Comment to revised section
9-101 notes that the scope of revised Ar-
ticle 9 is expanded with respect to such
things as security interests in commer-
cial {but generally not consumer} deposit
accounts,” sales of payment intangibles?
and promissory notes,* health-care in-
surance receivables,’ nonpossessory
statutory agricultural liens,” true con-
signments,” and security interests in
supporting obligations® and commercial
tort claims® (among other things}. For the
first time, Article 9 also will apply to cer-
tain transfers and security interests of
state and local governments, except those
specifically governed by other statutes.'®
Security interests in accounts, payment

. See afse Alvin C. Harrell, Diqfting Centracrs nder Revised
Article 9, 53 Consumer Fin, L, Q. Rep. 138 (1999).

I

See §9-109(0( 1), ¢d) 13}, andd Comment 16, excluding assign-
ments of deposil accants in consumer ransactions. Cilalions
herein are o revised Arficle 9 unless otherwisc noted.

3. Defined at revised § 9-102()(61) as “a gencral intangible kn-
der which thc account debtor’s principa! obligation is o mon-
ctary obligation.”

4, See § 9-109(a)3). “Promissory note” is defined for Article 9
purpises al § 9-HI2(1347), (65), to include non-segotiable
nofes.

See § U-J0(dN(8). A health-care insurance receivable is within
the definition of “account™ al § 9-102¢ai2). A sale of accounts
is eovered under § 9-FOHaM3). See afso revised § 9-408.

w

6. See §§ 9-10000(2). 9-102(aN5).
7. Sce $§ 9-109(a)4y, 0 102)(L9}(21)
8. See $59-109a), (b), 9-203, 9-308.
9. See §§ 9100(d)(12), 9-102¢a)(13)

10 See § 9-100(cH2) (narvowing Lhe exciusion of stac and locak
FoveImment seourily interests)

intangibles, health-care insurance receiv-
ables, letter-of-credit rights, and general
intangibles (such as contracts, permits,
licenses and franchise righis) are per-
mitted despite otherwise applicable
contractual or statutory limitations (or
prohibitions) on assignment.'!

2.  General Impact of the Scope
Revisions

The expanded scope of revised Article
9 brings with it an expansion of the en-
tire Article 9 world {as applicable) to new
ranges of transactions. For example, par-
ties drafting or executing commercial
deposit agreements will need to contem-
plate the possibility that such agreements
may now create a security interest as well
as a deposit relationship."” Sellers and
buyers of promissory notes will need to
contemplate the impact of Article 9 as
such sales wiil generally be deemed to
create a perfected security interest in the
buyer (under section 9-309, perfection
occurs upon attachment, which generally
means upon execution of the security
agreement).'? Similarly, sales of health-
care insurance receivables (now treated
as Article 9 “accounts”) and payment in-
tangibles {a newly defined category of
collateral) will be covered by revised

1. See §§ 9-408, 9409 fnfra note 18,

2. Under § 9-203(b)(3)(D), this secwrily agrecment need not be
authenticated, because the depository institition wil! have “con-
twel” under § 9-104. Thus the security interest can be created
by a "statement sluffer™ changing the tenus ol the deposit agree-
ment withowl the debtor's authentication, Cther secured par-
(ies can continue to wace proceeds inlo deposit accounts, hut
miay be mel with new claims by the depository institution hav-
ing a higher priarity. See §§ 9-104, 9-207. 9-327, iifra PL VIIL

13, See 8§ 9200, 9-203. 930904}, As noted énfra, however, auto-
maic perfection is not the same as astomatic priorily.
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Article 9," as sales of other accounts and
chattel paper always have been."* Agri-
cultural fienors will need to learn to
comply with Article 9, in order to take
advantage of the Article 9 perfection, pri-
ority and remedies provisions. Likewise,
with exceptions, “true” consignments
will be within Article 9, requiring some
consignors to comply with Article 9.
Letter of credit transactions {(involving a
“supporting obligation”) may now
involve Article 9,'7 and a new field of
lending on commercial tort claims may
develop, with an impact on tort claim-
ants and the plaintiffs’ bar.’® State and
local governments also will need to learn
to comply with Article 9. With this ex-
panded scope comes the potential for
more cases like Octagon Gas Systems,
Ine. v Rinumer,™ where a buyer of ac-
counts ran afoul of Article 9 in part
because he did not realize he had an Ar-
ticle 9 transaction.”

II.  Promissory Notes, Payment
Intangibles, and Related Issues

A.  Summary of the Revisions

Revised Article 9 provides special
rules governing perfection and priority as
to certain classes of collateral: deposit ac-
counts, letter of credit rights, electronic
chattel paper, investment property, instru-
ments, agricultural liens, tort claims,
payment intangibles, promissory notes,
and certificate of title goods.? Interested

4. See § 0-102(a)2), (48), (61). A sale of a payment intangibie is
automatically perfecled upon attachment. See § 9-309(3). A
sale of accounts is perfected by filing. See § 9-310(2). See afso
fra PCIL

13, Secold § 91020 13(b); of revised § 9-109¢a)3).

16, See §§ 9-308(a), 9-3 108034, 9-312(d), and 9-313(c),

17, See §§ 9-102¢ax51), (O1), (77), 9-108(a).

18, See, e.g., Craig 1. Ulman, Scope of Revised Article 9: The Ef-

fects of Inchisions and Exclusions, 54 Consumer Fin. L.Q. Rep.
156 (2000); supra note 11,

19, See § 9-109()(2).

20, 993 F2d 948 (10th 1993), cert. denied, 114 8, C1. 554 (1993},

21. See, £.g., Thomas E. Plank, When o Sale of Accounts is Not o

Sale: A Critigue of Octagon Gas, 48 Consnmer Fin. L.Q. Rep.

45 (1994); Harvell, supra note 1.

22, See $§ 9-308 through 9-316 (Farl 3, subpart 2 of revised Ar-
ticle 9); sapra, PLT; Harrell, supra note 1

parties must distinguish beiween these
and other Article 9 calegories, and
understand the permissible methods of
perfection for each,

Briefly, security interests in deposit
accounts and letter of credit rights can
be perfected only by the secured party
taking “control” of the cellateral.” Elec-
fronic chattel paper and investment prop-
erty are subject to either filing or con-
trol, though control is safer (and has a
higher priority).®* Security interests in
accounts, instrumenis, commercial tort
claims, general intangibles, and agricul-
tural liens are perfected by filing.”

The definition of “account” is ex-
panded to include some receivables that
old Article 9 would have treated as
general intangibles (e g., health-care in-
surance receivables), thereby covering
genuine sales of such receivables and
possibly requiring a filing for the first
time.” However, these should be distin-
guished from “payment intangibles,” a
new residual category defined at section
9-102(a){61) to mean a general intangible
representing an obligation for the pay-
ment of money not related to a sale or
other disposition of goods or services.
Sales of payment intangibles are covered
by revised Article 9, but perfection is au-
tomatic {and therefore does not require a
filing).” This should inclade sales of loan
syndication and securitization interests.
Sales of promissory noies likewise are
covered by revised Article 9, in contrast
to old Article 9, and perfection is auto-
matic.® Under old Article 9, security
interests in payment intangibles (as a

23, Revised §8 9-312, 9-314, “Control™ is defined at revised
4% 9-104 and 9-107,

24, Revised §§ 9-102(31) and (40); §3 9-105, 9-106 (control);
§ 9-312 (definitions); and § 9-314 {perfection).

23, Revised §§ 9-308 through 9-312. Instruments and certain other
collateral are also subjeel tu perfection by posscssion, under
§ 9-313, which may have a higher priority, e.p., under § 9-330
or § 9-331. A premissory note is an instrument. See
§ 9-102(aM65).

26. See revised.§§ 9-102{a}2) {(definition of “account™), 9-109
(scope of Artcle 9), CF old § 9-102.

27. Revised §§ 9-109, 9-309. However, note again that antomatic
perfection is not the same as pricrity,

28, Jd. Also note that perfection is nat aulomatic for a secrrity in-
terest in payment intangibles or promissory notes. Cf
§§ 9-309, 9-310.

form of general intangible)® and most
promissory notes (as instruments)™ were
covered by Article 9.*' and were subject
to perfection by filing (general intan-
gibles) or possession (instruments).*?
Revised Asticle 9 continues this cover-
age but expands it to include sales of
payment intangibles and promissory
notes, with perfection automatic upon
attachment; but sales of other general
intangibles are still excluded,* and
security interests in payment intangibles
and promissory notes are not automati-
cally perfected.®

Revised Article 9 also expands perfec-
tion by filing to cover instruments, so a
buyer of promissory notes (though auto-
matically perfected) may be subject to a
prior security interest perfected by filing,
unless the buyer has taken possession and
met the other requirements of section
9-33(or 9-331. Perfection by filing as to
promissory notes and other instruments
facilitates mortgage warehousing fi-
nance, by allowing a mortgage banker to
pledge its inventory of mortgage loans
to a lender pending a secondary market
sale, without requiring that lender to take
possession of every instrument in order
to be perfected (as under old Article 9).
But as noted above and again below at
Part II. B., this may enable such a lender
to have priority over a buyer of such
loans, unless the buyer gualifies for a
higher priority under section 9-330 or
9-331.

Revised Article 9 also provides new
rufes governing perfection as to collat-
eral in the hands of a bailee. The security

20, Seeold § 9-106.
30. See old § 9-105{13i).
3L Ol § $-102.

32, Old §§ 9-302(1}, 8-304(1), 9-305. There is also the possibility
of femporary antomatic perfection [or instruments, under old
& 9-304(4), (5.

33, Revised § 9-309(3), (4).

34, Generally, perfection is by filing. See revised § 310{a). How-
ever, there are exceplions, such as temporary automatic por-
fection lor instruments at revised § 9-312(e), and perfection by
possession for instruments ai revised § 9-313(4). Thus, secu-
vity interests in premissory notes are now subject to perfection
by either filing or possession. For a scenrity interest in general
intangibles (including payment intangibles), perfection is by
filtng only. See revised § 9-310.
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interest is perfected only when the bailee
acknowledges in an authenticated record
that it holds the coilateral for the benefit
of the secured party.” This may affect a
security interest in promissory notes that
is perfected by possession.

B. Impact of the Revisions

As noted supra, the expanded scope
of revised Article 9 means that some par-
ties previously unaffected by Article 9
will need to become acquainted with the
Axrticle 9 perfection and priority rules. For
example, sales of promissory notes se-
cured by real estate mortgages, sales of
payment intangibles (including loan syn-
dications), depasit contracts, and those
claiming agricultoral liens or perfection
through possession by an agent will be
affected by revised Article 9.

Transactions already governed by old
Article 9 may also be affected. For
example, nonbank secured lenders accus-
tomed to tracing proceeds into deposit
accounts may find that avenve blocked
by the competing claim of a depository
institution with “control” over the deposit
account (and therefore priority).” Auto-
matic perfection for buyers of payment
intangibles and promissory notes may
surprise competing parties not familiar
with revised Article 9, but may be insuf-
ficient as against a prior security interest
perfected by filing; and the new rule
at revised section 9-308(e) (mortgage se-
curing a note is subject to a perfected
security interest in the note), while merely
codifying the common law rule that
the mortgage follows the note, may be
significant in mortgage warchousing
transactions.”

The new rules governing sales
of promissory notes and payment in-
tangibles mean that virtuvally every
secondary market sale of a standard
residential mortgage or auto loan wiil be

35. Revised § 9-313(¢). CF old § 9-305. "Recerd” is defined al
revised § 9-102(a)(69) to include written and electronic records.
See also revised § 9-312{d) (2} [gouds in possession of a hmlee
wla has issued a document of tille),

36. Revised § 9-327, Seeinfra Pt ILC,

37, See infra P HI

covered by Article 9. Tf it is a sale of a
whole ioan, it will be an Article 9 sale of
chattel paper (e.g., a car loan) or a prom-
issory note (if a mortgage loan). Ifitis a
securitization or syndication {i.e., sale of
part of a loan), it will be a sale of a pay-
ment intangible. Sales of other monetary
obligations may qualify as sales of ac-
counts; if not, they likely will qualify as
a sale of a payment intangible. Al of
these sales are cavered by revised Article
9, under section 9-109, though each is
treated differently in Article 9 for pur-
poses of perfection and priority.

This brings important new ranges of
transactions into Article 9. As noted,
virtually every secondary market sale of
a real estate mortgage loan 18 now cov-
ered by Article 9, either as a sale of a
promissory note or a payment intangible.
While the buyers in such transactions are
automatically perfected, they are subject
to the first-in-time peiority rule at section
3-322(a) and therafore will be sobordi-
nate to a prior security interest perfected
by a filing against the seller, unless the
buyer of a note can achieve prierity un-
der sections 9-330 or 9-331 (and these
sections are unavailable to buyers of pay-
ment intapgibles). While provisions at
sections 9-203(b)}(2) and 9-318 are
designed to protect such buyers from
subsequent liens against the seller
(including a subsequent trustee in
bankruptcy, as in Qcragon), this offers no
protection against a prior perfected
security interest claiming under the first-
in-time rule of section 9-322(a).

. Related Perfection and
Priority Rules—Proceeds

The expanded scope of revised Article
9 brings with it other new perfection and
priority issues. For each example of a
newly-recognized Article 9 transaction,
there are new perfection, priority, transi-
tion and enforcement roles.”® Some of
these are likely to affect sales of promis-
sory notes and payment intangibles.

38, The revised Ariicle 9 prioity rules are al §§ 9-317 through
4-342,

For example, the rules for deposit ac-
counts may affect proceeds from other
collateral*® Deposit accounts are subject
to perfection and priority rules derived
from those for investment property. The
priority rules for investment property at
section 9-328 are similar to those at old
section 9-115 (formulated as part of the
1994 revisions to Articles 8 and 9). Gen-
erally perfection by control has priority
over petfection by other means, and
competing security interests perfected by
control rank according to the time of con-
trol.* This is a change from old section
0-115, which provided for security inter-
ests perfected by control to rank equally.
However, a securities intermediary with
control of a security entitlement will have
priority over all others, even those with
control.*!

Asnoted, deposit accounts are subject
to a similar system, under section 9-327,
Generally, control will trump perfection
by any other means, competing security
interests with control will rank accord-
ing to the first-in-time rule, and the
depository institution with controd will
prevail over most others.” A depository
institution’s right of set-off is given
priority over other claims to the deposit
account, including Article 9 claims to
the deposit account as proceeds of a se-
curity interest. However, there is an
overriding priority rule in favor of a non-
depository lender who chtains control by
transferring the deposit account to the
name of the fender so that the lender be-
comes the account holder on the books
of the depository institution.™ Security
interests in letter of credit rights are sub-

.

9. Ser ailsor Ben Carpenter, Security baterests in Deposit Aceounts
and Cerrificedes of Deposit Under Revised HCC Aviicle 9, supra
this issue.

40

See § 9-328(2).
41, See § 9-328(3).
42, See §9-327.

43, See § 9340, Though not without precedent, this changes the
majerity view under prior law tn mosL staies. See, e.8., Alvin
C. Harrell, Seeurity Interests in CDs: Some Recent Deveiop-
ments and Proposats, 48 Consumer Fin. L.Q. Rep. 338, 34 (-
42 (1994), Alvie C. Harrell, Securtty fnterests in Depoxit Ac-

counts: A Unique Relasionship Between the UCC and Other

Lo, 23 LLC.C L. 153, 155-65 (1990).

4. See §§ 92327440, 9-10:Ha)(3), and 9-340(c).
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ject to a priority system similar to those
for investment property and deposit
accounts.®

Section 9-322 clarifies the prioties of
proceeds claims, generally providing a
first-in-time priority rule based on the
time of filing or perfection as to the
original coilateral * However, for collat-
eral subject to perfection by means other
than filing {“non-filing collateral,” i.e.,
chattel paper, deposit accounts, ne-
gotiable documents, instruments,
investment property and letter of credit
rights), there are special proceeds rules:
(1) the original prierity in the non-filing
collaterai continues in the proceeds of
that collateral if the security interest in
the proceeds is perfected and the proceeds
are cash proceeds or the same type of
non-filing collateral;" (2) pesfection in
the non-filing collateral by means other
than filing (e.g., “control”) does not pro-
vide continuing priority as to proceeds
that are “filing collateral” (accounts, tort
claims, general intangibles, goods,
nonnegotiable documents and payment
mntangibles);*® (3) in the latter case prior-
ity is determined by a new version of the
familiar first-in-time-of-filing rle.*

HI  Realty Paper
A.  Overview of Section 9-607

Section 9-607 clarifies the collection
and enforcement rights of a secured party
with regard to account debtors and other
persons “obligated on collateral to make
payment....” The inclusion of such “other
persons” is important, because the term
“account debtor” is limited to persons
obligated on accounts, chattel paper, or
general intangibles, and does not include
persons liable on a negotiable instru-

45, See §8 9-329, 9-109(c)(4), and 5-114.
46, See § 9-322(b).

47, See § 9-323(c).

48, See § 9-322(c)2), (o).

49, See § 9-322¢d}. See ufse § 9-322, Official Comments 7, 8.

ment.™ Thus the scope of section 9-607,
covering obligors on collateral that
include but are not limited to account
debtors, is important because it applies
to obligors on real estate-secured prom-
issory notes held as collateral, whether
or not the notes are negotiable instru-
menis.” Section 9-607 clearly permits a
secured party holding such a note as col-
lateral to enforce its security interest by
notifying the maker of the collateral note
to make payments directly to the secured
party after default by the Article 9 debtor,
among other remedies.

Also importantly, section 9-607(a}3)
allows the secured party in these circum-
stances to exercise the rights of the
Article 9 debtor (e.g., the original mort-
gagee) “with respect to any property that
secures the obligations of the account
dehtor or other person obligated on
collateral....” This allows the Article 9
secured party to assert the rights of the
mortgagee and enforce the real estate
mortgage that secures the note heing held
by the Article 9 secured party as collat-
eral.” Section 9-607(h) effectuates this
by aflowing the Article 9 secured party
to record a copy of the security agree-
ment and a specified affidavit in the
appropriate real estate records, in order
to become the mortgagee of record for
purposes of nonjudicially foreclosing the
real estate mortgage. As noted in the com-
ment to section 9-607;

8. Rights Against Mortgagor of
Real Property. Subsection (b)
addresses the situzation in which
the collateral consists of a mort-
gage note (or other obligation
secured by a mortgage on real
property). After the debtor’s

50,

See § 9-102(a)(3). By the scape of the definition, the teem “ac-
count debtor” ufso exciudes those Hable on a non-negotiable
promissory nole secured by a real estale mortgage.

51, Qld § 9-502 covered account debtors and other obligors o
1%1s[rumcnt5_ but there was some vncertainly as to the defini-
tion of “insirument” at old § 9-105¢1)(i). The language al re-
vised § 9-607 is clearer, and perhaps sliphtly broader. See gein-
erally Donuld ). Rapson, Dafault and Enforcement of Secirity
Taterests Under Revised Aiticle 9, 74 Chicago-Kent L. Rev.
893 (1999). -

32, See § 9-607(a)(1)-(5),

33 See § 9-607(a)3).

{mortgagee’s) default, the se-
cured party (assignee) may wish
to proceed with a nonjudicial
foreclosure of the mortgage
securing the note but may be un-
able to do s0 because it has not
become the assignee of record.
The assignee/secured party may
ot have taken a recordable as-
signment at the commencement
of the transaction {perhaps the
mortgage note in question was
one of hundreds assigned to the
secured party as collateral).
Having defaulted, the mort-
gagee may be unwilling to sign
a recordable assignment. This
section enables the secured
party (assignee) to become the
assignee of record by recording
in the applicable real-property
records the security agreement
and an affidavit certifying de-
fault. Of course, the secured
party’s rights derive from those
of its debtor. Subsection (b)
would not entitle the secured
party to proceed with a foreclo-
sure unless the mortgagor also
were in default or the debtor
{mortgagee} otherwise enjoyed
the right to foreclose,**

B.  Implications for “Reaity
Paper”

At various times in the Article 9 revi-
sion process, there were discussions of
whether the UCC should recognize a
separate category of Article 9 collateral
in the form of “realty paper,” i.e., real
estate secured promissory notes that
would have special characteristics
somewhat like the traditional concept of
“chattel paper” under Article 9. The
special rules in Article 9 for chattel
paper, unlike those for other types of re-

54, See § 9-607, Comment 8,

35, See § 9-102{a)(11) {delinition of chattel puper}; § 9-330 (prior-
ity of purchaser of chattel paper). See generafly James M.
Swartz, Efectronic Commerce wid Irsues i Buying Chanel
FPaper, 53 Consumer Fin. 1., Q. Rep. 91 (1999},
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ceivables such as accounts,™ treat the
chattel paper as embodying the underly-
ing obligation and the security for that
obligation, and typically award priority
based on possession of the paper.”

This works well in transactions creat-
ing chattel paper, such as retail auto sales
financing, where transactions are fi-
nanced individually by dealers and the
chattel paper can then be assigned in a
secondary ransaction to an assignee who
relies on possession of the chattel paper
for priority, without the need for an
individual title or lien search.”™ But this
system of quasi-negotiability for chatte!
paper, which wraps up all of the impor-
tant rights in the paper itself and awards
priority in the whole package to whom-
ever has possession of the paper, 18
generally deemed inappropriate for cer-
tain other types of receivables such as
accounts, where individual transactions
are often small and not memorialized in
a formal piece of paper, and are often as-
signed in bulk, without an individual
review. Accounts therefore are generally
deemed suitable for perfection by a blan-
leet filing and a required lien search.

Those accustomed to purchasing or
lending on chattel paper based on the
clear-cut and simple priority rules at okd
section 9-308 (now, with some changes,
revised section 9-33(0) often regard these
chattel paper rules as 4 good mode} for
other types of transactions as weil,
perhaps including assignments of real
estate-secured notes. Hence the argument
iz often made for recognition of a new
category of Article 9 “realty paper” col-
lateral, based on the chattel paper rules.
However, attractive as the chatte] paper
rules may be (and most everyone would
admit that they work beautifully in that
context), they have not previously been
adopted for real estate, at least not di-
rectly, perhaps due to the potential for
conflict with the real estate recording

56, See & 9-302{a)(2) {delinition of “account™).

57. Thus altributing an element of negotiability o all chatiet pa-
per. whether or not it is in negotiable form. See. e.g . Donaid J.
Rapson, “Receivables™ Financing Under Revised Ariicte 4. The
Securcd Lender 91 (Sept/Oct. 1999}, Swartz. supra nate 35

38, See Swartz, swpra note 55; Rapson, supra note 537,

acts. The latter consistently award
priority based on recordation of transac-
tion-related documents, not possession of
pieces of paper.

There is, however, some inevitable
interplay (and potential for conflict)
between the claims of the holder of a ne~
gotiable instrument under UCC Articles
3 and 9,* and potentiaily competing
claims under a recorded assignment of
the mortgage pursuant to real property
law. This interplay can yield some strange
results, as in Matter of Staff Mortg. and
Inv. Corp.,” where invesiors in second
mortgage Joans recorded an assignment
of the mortgage {a deed of trust) but did
not take possession of the promissory
notes. When the assignor filed bank-
ruptey, the assignee investors were held
to have unperfected security interests in
the notes assigned to them, because they
did not take possession as required for
priority under the UCC.®' This meant the
trustee in bankruptcy had priority as to
the notes,’ and without the notes the
recorded assignment of mortgage to the
investors was worthless.

Where the opposite problem is
encountered, Le., the assignee has pos-
session of the note but no assignment of
the mortgage, most courts have recog-
nized the common law rule that the
mortgage follows the note; prierity as o
the note carries with it a right to enforce
the mortgage.® As noted by Professors
Honnold, Harris and Mooney,* even
under old Article 9 this suggests a rule
similar to that for chattel paper, whereby
apy purchaser or secured party who be-
comes the holder of the note also takes

59, See, e, UCC Articie 3 §§ 3-104, 3-201, 3-302. 3-305, 3-601
and 3-602: Article 9 §§ 9-330, 9-331.

60. 550 F2d 1228 (Yth Cir. 1977).

61, 550 F2d at 1230-31, viting old § 9-304( 1) (n security interest
in an instrument can be perfected only by possession). This
basic scenario wis repeated, with similar results, in fa re
Maryville Savings & Loan Corp., 743 FL2d 413 (6th Cir. 1984).
clarified on recensideration, 760 F2d 119 (1985).

62, See 11 11.5.C. § 544 (al.

63, See,e.g., Carpenter v, Longan, 83 US, (16 Wall} 271, 21 L.kd.
313 (18720 Jote O, Moxnon, Steves L Harris angy CHARLES
WMoy, Je.. Secowery INTERESTS 18 Prrsanae Propeay 300-

SOE (Zd Fd. 1992): infre note G7.

B A

priority as to the collateral for that note.
They guery: “Does the same resuit ob-
tain with respect to what one might call
‘realty paper.’?"™ Professors Honnold,
Harris and Mooney suggested that the
answer should be yes in many jarisdic-
tions, even under old Article 9, at least
wiere the competing claimant is a
non-reliance party such as a trustee in
bankruptcy.®® But they noted that the
result may be different where the com-
peting claimant is a bona fide purchaser
of the real estate who has relied on the
real estate records.” And the uncertainty
of the common law rule, as it relates to
interests derived from UCC Articles 3 and
9, suggested to many a need to address
these matters in revised Article 9.

The Article 9 revisions reflect de-
cisive movement in the direction of
recognizing the concept of “realty paper,”
but without using that term. Priority of a
holder of a negotiable instrument under
UCC Article 3 continues to be re-
cognized,® and the deference to real
property law continues largely as be-
fore.® There is no explicit rule for real
estate notes equivalent to the chattel
paper rules at old section 9-308 (revised
section 9-330), and no separate category
of collateral in the form of “realty paper.”
But the rules for instruments at sections
9-330 and 9-331 clearly apply to mort-
sage notes, and section 9-607(a)(3) and
(b} codify the commeon law rule of Car-
penter v. Longan.” In most circumstances
this will allow the holder of a real estate-
secured note to claim first priority and
enforce the mortgage securing the note
(even without an assignment of mort-

65. fd., at 501 (discussing old Articie 9},

66. See id., citing /n re Kennedy Mortpage Co., 17 B.R. 957 (Banke.
1. N 1982)

67. See Homnold, Harris and Mooney, supra note 63, at 500, citing
. NELSON & D. WiiTnan, BeawL EsTath Frvascr Law § 534, at
401 {2d ed. [985). This scenario is also discussed in the newer
edition of the casebouk. See Jopn 0. Honvovs, STeves L. Lak-
7rs, ann CHarLes W, Mooxey, Tr., SECURITY TwirREsTS (v PRR-
sonaL ProperTY S07-513 (20000,

68. See §9-331 (a) See atso § 9-330.
AY, See old § 9-104, revised § 9-109(d)(11).
70, 21 LEd. 313; See supra note 63, o a degree this alse codifies

Staff Marrg., 330 F.2u 1228, and Maryvilfe Savings, 743 E2d
413, See supra this text and notes 60-61.
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gage). In conjunction with the common
law rule that a mortgage alone (without
an obligation to secure) is a nullity,” this
should allow the holder of the mortgage
note to have priority over competing
claims to the mortgage (including even a
recorded assignee) in most circum-
stances, creating something like the
long-discussed concept of “realty paper.”

1V. Discharge of Liability

A related issue, that arises in the con-
text of mortgage loans being resold in
secondary market transactions, is whether
payment by the mortgagor to the initial
mortgagee will discharge the mortgagor’s
liability on the note, if the note and
mortgage were previously assigned to an-
other holder. There is a split between real
property law and the UCC on this issue
in some jurisdictions, and there is some
disagreement among scholars as to what
the rule should be. Moreover, although
the issue commonly involves real estate
mortgage loans being used as collateral
or sold in an Article 9 transaction (see
Part 11T, above), this issue is often gov-
erned by UCC Article 3 and implicates
the whole concept of negotiability, which
is central to Article 3. Thus the real con-
thict is often between UCC Article 3 and
real property law, even though the prob-
lem may arise in an Article 9 transaction.
The issue commonly arises when the
initial mortgagee negotiates or otherwise
assigns a real estate note and mortgage,”
but retains the servicing and therefore
does not notify the morigagor of the
change. The mortgagor continues to
make payments to the original mort-
gagee/assignor and may even submit
funds to the mortgagee/assignor to pay
off the loan. If the mortgagee/assignor
forwards these payments to the assignee
{who now holds the note and mortgage),
all ends well. If not, however, there

7K

72. This is the common context; however, the issie can arise wilh
rcgard 0 any negoliable instriment, cven & simple check, with
or without an underlying real cstate transaction. See, e.g.,
Nogthside Bldg. & Tnv. Co. v, Finance Co., 166 S.E.2d 608
(Ga, Ct. App. 1969) (check cashing scenario).

may be a question as to whether the
mortgagor’s payments to the original
mortgagee discharged the debt repre-
sented by the mortgage note (which has
been assigned to the subsequent holder),
although a servicing contract between the
assignor and assignee may resolve the
issue,

Under UCC Article 3, payment
discharges liability on a negotiable instru-
ment™ only if the payment is made to “a
person entitled to enforce the instru-
ment.”"™ “Person entitled to enforce the
instrument” s defined at section 3-301
to include the holder™ and certain others
with the rights of a holder, such as the
owner of a lost instrument,™ “Person en-
titted to enforce the instrument” very
likely does not include a transferor, e.g.,
the original mortgagee who has assigned
or otherwise transferred the note and
mortgage to a new holder (see, e.g.,
§9-318(a)). Thus payment to such a party
will not discharge the liability of the
mortgagor to the holder of the mortgage
note, at least under Article 9 and current
Article 3, absent a servicing contract or
similar agreement to the contrary.

A purpose of UCC section 3-602, re-
quiring payment to the holder or other
party entitled to enforce the instrument,
is to preserve the concept of negotiabil-
ity: Since the negotiable instrument
embodies the debt, possession of the
instrument carries with it the right to col-
lect the debt, and payment to someorne
not in possession (and not otherwise
entitled to enforce the note) cannot dis-
charge liability to the rightful party. Any
other rule would negate the point of ne-
gotiability. But this results in & potential

conflict with real estate law and practice,
since it is common for real estate notes
to be sold in secondary transactions while
the mortgagor cortinues to pay the origi-

73. Defined at UCC § 3-104,
74, Section 3-602(a).
75, Holder is defined at UCC § 1-201{20}.

6. Section 3-301

nal mortgagee (who “services” the
loan).”

A variation of this scenario is illus-
trated in Lambert v. Barker,” where the
Barkers financed the purchase of real es-
tate partly by signing a note and deed of
trust (i.e., a mortgage) to Davis, the seller.
Later the Barkers conveyed the property,
subject to the mortgage, to another buyer
who in torn resold the property to the
Harwoods, again subject to the mortgage.
In the meantime the original seller/mort-
gagee (Davis) sold the note and mortgage
to Lambert. The monthly payments were
to continue being made to Davis, with any
prepayment going directly to Lambert,
the new holder. The negotiable note was
endorsed by Davis and delivered to Lam-
bert, making Lambert the holder (and
person entitled to enforce the instrument)
under Article 3.7

When the Harwoods resold the prop-

erty they attempted to pay off the prior
mortgage loan by sending the payoff
amount to Davis (to whom they had been
making the payments). Unfortunately,
Davis apparently absconded with the
funds without paying Lambert. Lambert,
the holder of the note, then filed suit to
collect the note, and the Supreme Court
of Virginia ultimately ruled in Lambert’s
favor.® This meant the Harwoods would
have to pay the note again, because their
first payoff was not made to the holder
of the note and therefore did not discharge
the mortguge debt.

This rule (that the liability represented
by a negotiable instrument is discharged
only by payment to the holder), is
codified at section 3-602(a), but is dis-
approved by the Restatement of the Law
of Contracts (Mortgages) section 5.5
{1996), which allows discharge ol debt
by payment to the assignor of the debt, if
such payment is made hefore notice of
the assignment. Presumnably this would

77. If'the servicing agreement autherizes the servicer w cotlect on
behali of the assignee, the servicer could be the person entitled
to enforee the instrument, ot at jeast that person’s agent, herebhy
resolving many of these issues.

8. 348 5.R.2d 214 (5. Ci. Va. 1986).

9. See UCC §§ 1-201(20, 3-104, 3-201 and 3-602.

80, Lambers, 348 5. E2d 214,
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apply to non-negotiable mortgage noies
outside the scope of UCC Article 3. How-
ever, the 1990 revisions to Article 3
significantly expanded the scope of Ar-
ticle 3 and the concept of negotiability,
so many formerty non-negotiable real es-
tate mortgage notes are now within the
scope of Article 3.%

The Restaiement ruie is incorporated
in the Uniform Censumer Credit Code
(U3C),# but many real estate loans are
outside the scope of this provision.® Old
Article 9 contains a similar rule at old
section 9-318(3), and this was carried
forward at revised section 9-406, but this
is limited to “account debtors,” a defined
term that confines the rule to obligors on
accounts, chattel paper or general intan-
gibles, thereby avoiding conflict with
Article 3 by excluding negotiable instru-
ments from the Articie 9 rule.

Thus with regard to negotiable real
estate-secured notes, Article 3 and the
concept of negotiability have long
reigned supreme, including the rule at
section 3-602(a), essentially requiring
payment to the holder in order to dis-
charge liability on the note. The Article
9 revision process presented an opportu-
nity to revisit this, and the issue was
presented ta the Article 9 Drafting Com-
mitiee.* However, there was discomfort
at the prospect of using Article 9 to re-
vise Article 3, and the revised version of
old section 9-318(3) (revised section
9-406(a)) does not expand the scope of
the Article 9 rule beyond accounts, chat-
tel paper and payment intangibles.* Thus
at this writing the primacy of Articte 3,
including the discharge of liability rules
at section 3-602(a), continues with regard

%1, See §8 3-104(a) general requirements for negotiability}).
3-[06(b)(nonreceurse notes), 3-106(8} (FI'C holder notices).
and 3-112(b} {adjusiable interest rate notes). Nolice, however,
that the Lambers rule applics only to instruments that are nego-
tinble under Article 3, and not Lo the expanded definition of
instrment in Article 9 § 9-102a)(74) (which includes some
non-negotiable instruments)

82, Ses, e, 144 Okla Stat § 3-406,

83, Seeid. §% 3-104, 2-105.

84, See, o.g., Alvin C. Harrell, GOC Article 8 Revisions Move To-
ward Swamer 1998 Approval, Pr L. 52 Consuper Fin, 1L Q.

Rep. 219, at 223 (1998),

85, See § 9-406 (a), and Comment 2.

to real estate-secured (and other) nego-
tiable instruments. The Article 3 rule was,
however, recently reconsidered by a
Drafting Committee reviewing UCC
Asticles 3, 4 and 4A, and may soon be
revised. For now however, Lambert re-
mains the law with respect to negotiable
instruments.

V. The FTC HDC Notice

The Federal Trade Commission (FTC)
Holder in Due Course (HDC) Rule re-
quires insertion of a notice (commonly
called the FTC HDC notice) in certain
consumer credit contracts.™ However, the
scope of this rule is not universal, and
somie people (including some in the credit
industry) don’t understand when or
whether the role applies. As a result, it is
possible that there are credit contracts (in-
cluding negotiable promissory notes) that
are issued in transaciions subject to the
FTC HDC notice requirement without in-
cluding the required notice.

In a somewhat odd example of state
Jegislation designed to implement a fed-
eral agency regulation, Article 9 section
9-403(d) provides in effect that i a con-
sumer transaction is subject to the FTC
rule and the contract (or “record” in re-
vised Article 9 parlance) does not include
the required FTC HDC notice, then for
purposes of Article 9 the contract/record
will nonetheless be treated as if the re-
quired notice was included. As stated at
section 9-403(d)2), this enables the con-
sumer account debtor to assert against an
assignee of the contract/record any claims
and defenses that could be asserted
against the assignor, at least to the exfent
Article 9 applies.

This provision was included in revised
Article 9 at the behest of consumer
advocacy representatives, as part of the
consumer issues compromise that paved
the way for the approval of revised Ar-
ticle 9% Tt 1s commonly referred Lo as

6. 16 CFR PL 433,

%

§7. See. e, Alvin C.Harell, rroduction to the Svmposian, 54
Comserner Fin, Lo €, Rep. 140 (2000% Themas ). Buieweg.
New Copsumer Prowisions of Revised UCC Artick 9 id al
L83,

implementing the FTC HDC rule, but in
fact does not affect 2 HDC at all.

The HDC rule at UCC sections 3-302—
3-305 protects and applies only to the
HDC of a negotiable instrument, as per
the scope of Article 3.% Revised section
9-4(¥3(b) recognizes and essentially in-
corporates the FTC HDC rule, but only
where the “record evidences the account
debtor’s obligations.”™ “Account debtor”
is defined at section 9-102(a)(3) as: “a
person obligated on an account, chattel
paper or general intangible. The term
does not inciude persons obligated to pay
a negotiable instrument, even if the in-
strument constitutes part of chattel
paper.”®"

Therefore the recognition and incor-
poration in revised Article 9 of the FTC
HDC rule is limited to contractual obli-
gations other than negotiable instruments,
and does not apply to a negotiable
promissory note. As only a negotiabie in-
strument can give rise to a HDC in the
first place, this means that section
9-403(d) will impair HDC status only in
cases where there can be no HDC
anyway. Of course, the parties to a non-
negotiable contract may seek to create
HDC-like rights outside the scope of the
Article 3 HDC rule (as by a waiver of
defenses clause).” Section 9-403(d)
would make the FTC HDC rule appli-
cable in such a case, despite omission
from the contract of the required FTC
notice. So section 9-403(d) is far from
ineffectual. But it is perhaps misleading
to refer to section 9-403{(d) as an anti-
HDC rule; the revision incorporates the
FTC anti-HDC rule but only in cases not
involving a HDC.”?

Tn reviewing the expanded scope of
revised Article 9, it is easy to overlook
this limiting point. Section 9-403(d) ap-

48, UCC§ 3-104,

89, Section Y-403 (b) (cmphasis added). As noted supra, “record”
is dofined at revised § 9-102(a)(69) to incinde written and clec-
tronic contracts.

). Section § 9-102 (a) {3%

1. Old § 9-206; revised § 9-403 (b, (c).

97, See § 9403, Comment 3, noting that the clfeet is 1o render
certain waiver-of-defense clauses inefleclive.
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plies to a “record,” defined broadly
at section 9-102(a)(69) to ianclude ne-
gotiable instroments, and section
9-109(a)(3) extends the scope of Article
9 to cover sales of promissory notes. So
the pieces are in place for Asticle 9 to
cover negotiation of a promissory note
to a HDC. But the drafters of revised
Article 9 were careful to avoid creating
conflicts between Articles 3 and 9, and
so section 9-403(d) was carefully crafted
(by its limitation to “account debfors™)
to aveid contradiction of the Article 3
HDC roles. As a result, Article 9 applies
to sales of promissory notes, including
negotiation of a promissory note to a

HDC, but does not interfere with any of
the Article 3 rules applicable in the trans-
action. And it appears that a HDC of a
negotiable instrument will continue to en-
joy the benefits of HDC status under
UCC Article 3,” even if the instrument
was issued in violation of a consumer-
protection rule.

VI. Conclusion

The expanded scope of revised Article
O means that parties not accustomed to

93. See, e.g.. UCC § 3-305.

9. See, e.g., Circle v. Jini Waller Homes, Tnc., 335 F.2d 583 (10th
Cir. 1976). Note that, a5 a practical matler, HDC status may be
difficuir to obtain in these circumatances, as the holder may be
deemed ro have notice ol the violation. See, e.g., UCC
§§ 3-103 (a) (4), 3-302. 1-201 (253 - (27). Bul the hasic point
remains valid: If HDRC stars is achicved under Asticle 3, Ar-
ticle 9 does nor interfere.

dealing with the UCC may need to
consider the potential impact on their
business or practice, While the impact of
revised Article 9 on most real estate and
promissory note transactions is somewhat
peripheral, that impact can be important.
in the right circumstances.

This is clearly true for those who deal
with secondary-market sales of real es-
tate-secured promissory notes, which are
subject to a unique blend of rules under
the UCC and real property law. The revi-
sion of Article 9 affects this analysis, and
provides an appropriate opportunity for
interested parties to review the applicable
rules.

PROGRAM PLANNED ON PAYMENT SYSTEM,
PromMissory NOTE, AND CREDIT CONTRACT ISSUES

The Cenference on Consumer Finance Law is organizing a program to be held Oct. 17 — 18, 2002, covering issues relating to UCC Articles 3, 4
and 4A and related state and federal laws. The program will discuss the execution and assignment of credit contracts, incluc?ing but not !imited’tn
promissory notes, as well as checks, drafts, and electronic payment systems. The location is the Royal St. Charles Hotel in New Orleans, LA.
Interested parties should contact the Conference CLE office at 405-634- 1445 or (FAX) 405-634-3305. ‘

o William J. O’Connor, Jr.

this award.

William J. O’Connor, Jr. Presented with Lifetime
Achievement Award by American College of
Consumer Financial Services Lawyers

The American College of Consumer Financial Services Lawyers presented the second Senator William Proxmire Lifclime Achievement Award

M. & Connor is a lawyer who was a senior partner at Phillips, Lytle, Hitcheock, Blaine & Huber and then counsel at Marine Midland Bank in
Builalo, New York. He was lormerly Chair of the Committee on Consumer Financial Scrvices Law of the American Bar Association; had leadership
roles in the New York State Bar Association, including service as Chair of its Section of Banking, Corporation and Business Law; was a member of
the Federal Reserve Board’s Consumer Advisory Ceuncil, including a one-year stinl as its Vice Chair; served on committecs of ll;e New York State
Bankers Association and the Consumer Bankers Associalion; was 1 member of the editorial hoard of the Journal of Retail Banking; authored or co-
authored numerous books, articles, commentaries and compliance guides dealing with the Truth in Lending Act, lilc Equal Credit Oppertunity Act
Article 2 ol the Unilorm Commeicial Code and other subjects; was the Chair of the second ABA National [nstitute on Consumer Credit in 1977; ami
was a frequent speaker at various continuing legal education and similar programs including those sponsored by the Practising Law lnsliluLe: the
American Bankers Association, the American Bar Association, the National Conference of State Legislatures, and others,

In addition to his formal accomplishments, Mr. (’Connar is one ol the picneers of the practice of consumer financial services law, His prolific
scholarship and tireless dedication influenced both the substance of the law and the carcers of many lawyers now in the field.

~The award included a cash component, which Mr. O’ Connor directed be donated to the Consumer Credit Counseling Service of the Florida West
Coast, Inc., to be used to prepare model educational materials on consumer credit for students, nationwide, in grades five through twelve,

i Founded in 1994, the American College of Consumer Financial Services Lawyers is a professional association of lawyers dedicated to the
improvement and enhancement of the skill and practice of consumer financial services law and the ethics of the profession. Membership in the
College is by invitation only and is limited te lawyers who have achieved preeminence in the field and who have made repeated and substantial
contributions to the promotion of learning and scholarship through teaching, lecturing and published writings. Congratulations to Mz, (' Conner [or
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