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ABSTRACT

This Article examines the trend in commercial finance law to reduce or eliminate the
obligation to give notice of nonpossessory interests in personal property in systems such as those
created by Article 9 of the Uniform Commercial Code. Although the purpose and merits of
such systems have long been debated, they have generally been viewed as effective solutions to
the problem of secret liens—interests in property that were neither recorded nor otherwise readily
observable.

Two recent sets of legislative developments suggest that we may care much less about the
problem of secret liens than we are willing to acknowledge. First, recent revisions to Article 9 of
the UCC, which governs many commercial finance transactions, tolerate secvet liens that may
arise on such increasingly important assets such as data, intellectual property, bank accounts,
and securities. Second, states have recently begun to enact non-uniform legislation designed to
promote asset securitizations. This legislation often gives fully preemptive effect to the parties’
contracts, which would, incidentally, appear to displace rules on notice filing that might
otherwise apply. It effectively ends the obligation to give notice.

This Article offers three arguments against this trend. First, tolerance of secret liens
challenges recent developments in our understanding of the relationship between property
rights and information costs. Second, notice filing systems will act as proxy for the
information that might otherwise be generated within tightly knit merchant communities.
Third, these systems may have important behavioral consequences both for those required to
provide the notice and for the audience for the information thus provided. This Article
therefore counsels caution in enacting legislation that would diminish or dilute notice filing in

commercial finance transactions.

*  Associate Professor of Law, Temple University-Beasley School of Law. This Article has
benefited from the contributions of Claire Hill, Dave Hoffman, Pete Huang, Ronald Mann,
Greg Mitchell, Kathleen Noonan, The Honorable Frederick N. Smalkin, Paul Shupack, Jay
Westbrook, and participants at the 2003 meetings of the Canadian Law and Economics
Association and the Midwest Law and Economics Association. Excellent research and
administrative support were provided by Richard Smith, Meghan McFarland, and Kelly
Phillips, as well as the staff of University of Baltimore Law librarian, Will Tress. The research
for this Article was supported, in part, by generous grants from the Temple University-Beasley
School of Law and the University of Baltimore Law School Foundation. Errors and omissions
are the author’s.
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One of the Ten Commandments of Mercantile Law is that an effective
[notice] filing system is the center pole that holds up the entire personal

property security tent.'

[I]t is certainly observable that [notice] filing offices tend to collect a
good deal of dust between the visits of creditors seeking information.’

Commentators have wondered for some time just what it is we want the
[notice] filing system to achieve.’

INTRODUCTION

Pity the poor financing statement.

This much-maligned document was once the centerpiece of
most important commercial finance transactions. Until recently, to
make generally enforceable any loan or similar transaction involving
personal property, this simple statement identifying the borrower,
the lender, and the property involved had to be filed in a public
office designated by applicable law, usually Article 9 of the Uniform
Commercial Code (“UCC”)." If the form® was properly completed
and filed, and the underlying contracts were executed, the lender’s
rights in the borrower’s property would be “perfected™—
enforceable not only against the borrower but also against anyone
else seeking to stake a claim in that property, such as buyers, other
creditors, or a bankruptcy trustee.

As a general matter, the function of the financing statement,
also known as a “UCC-1,” has not been in dispute.6 In theory, the
UCC-1 “put[s] a person on notice of the existence of a security
interest in a particular type of property so that further inquiry can

' James J. White, Reforming Article 9 Priorities in Light of Old Ignorance and New Filing Rules,
79 MINN. L. REV. 529, 530 (1995).

* John de]. Pemberton, Jr., Notice Filing for Assignment of Accounts Receivable, 13 LAW &
CONTEMP. PROB. 643, 664 (1948) (citation omitted).

*  Peter A. Alces, Abolish the Article 9 Filing System, 79 MINN. L. REV. 679, 705 (1995).

‘ U.C.C. § 9401 (2000); U.C.C. § 9-310(a) (2003).

* A form of financing statement as envisioned by UCC § 9-521 is attached as Annex A.
Copyright by the American Law Institute and the National Conference of Commissioners on
Uniform State Laws. Reproduced with the permission of the Permanent Editorial Board for
the Uniform Commercial Code. All rights reserved.

®  As discussed infra in Part III, the larger informational system, of which the financing
statement is a part, has been the subject of some controversy. Indeed, an entire symposium
issue of the Minnesota Law Review was devoted to the question. See “Managing the Paper Trail™
Evaluating and Reforming the Article 9 Filing System, 79 MINN. L. REV. 519 (1995).
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be made ....” The role of notice has, in general, also been well

understood: “[O]ne of the most firmly rooted doctrines of the
common law,” Grant Gilmore has observed, was “the protection of
creditors against undisclosed interests in property.™

The financing statement has thus been viewed as a potent
antidote to the problem of secret liens—the ancient conflict that
arises whenever one party asserts an interest in property that is
neither recorded nor otherwise readily observable.” Secret liens are

Heights v. Citizens Nat'l Bank, 342 A.2d 738, 743 (Pa. 1975). “The purpose of a’
notice filing statute is to give protection to a creditor by furnishing to others intending to
enter a transaction with the debtor a starting point for investigation which will result in fair
warning concerning the transaction contemplated.” TMMB Funding Corp. v. Associated
Food Stores, Inc., 136 A.D.2d 540, 542 (N.Y. App. Div. 1988) (citation omitted); see also
Marine Drilling Co. v. Hobbs Trailers, 697 S.W.2d 831 (Tex. Ct. App. 1985); Waterfield v.
Burnett (In re Burnett), 21 B.R. 752 (Bankr. D.N.M. 1982); Abney v. L. T.T. Diversified Credit
Corp. ({n reEnvtl. Elec. Sys., Inc.), 11 B.R. 965 (Bankr. N.D. Ga. 1981).

* 1 GRANT GILMORE, SECURITY INTERESTS IN PERSONAL PROPERTY § 3.2, at 67; § 8.7, at
274 (1965) (“In the history of our security law there has been one constant factor: whenever a
common law device has been covered by a statute, some form of public recordation or filing
has been required as a condition of perfection of the security interest.”). Gilmore was a
principal drafter of the UCC As Peter Coogan, another prominent participant in the
development of the UCC, explained:

A history of chattel security could well be written in terms of the 400 year struggle

by debtors and their secured creditors to create security interests of various sorts in

the debtors’ property without affording notice to buyers or other creditors, and the

attendant demands by unsecured creditors generally for some kind of notice when

all or part of the debtors’ assets become subject to security interests. The parties

favoring secrecy have, for the most part, been the losers.
Peter F. Coogan, Public Notice Under the Uniform Commercial Code and Other Recent Chattel Security
Laws, Including “Notice Filing,” 47 IowA L. REV. 289 (1962) (footnote omitted).

See, e.g., Nunnemaker Transp. Co. v. United Calif. Bank, 456 F.2d 28, 36 (9th Cir.
1972) (suggesting in dicta that there is “no risk of a secret lien” where there has been
“compliance with the notice filing provisions of the Uniform Commercial Code”) (citations
omitted); Admor’s Office World, Inc. v. Bank Leumi Trust Co. (In r¢ Admor’s Office World,
Inc.), No. 91-B-10773, 1992 WL 350577, at *2 (Bankr. S.D.N.Y. Nov. 12, 1992) (“The Code
seeks to protect against the secret lien and at the same time to promote notice filing.”) (citing
Matter of Pasco Sales Co., 52 A.D.2d 138, 143 (N.Y. App. Div. 1974); Beneficial Fin. Co. v.
Kurland Cadillac-Oldsmobile, Inc., 32 A.D.2d 643, 645 (N.Y. App. Div. 1969)); United States v.
Birco Mining Co. (In re Birco Mining, Inc.), 10 B.R. 545, 548 (Bankr. N.D. Ala. 1981) (“The
law decries a ‘secret lien,” Corn Exchange Bank v. Klauder, 318 U.S. 434 [(1943)], and notice
filing is now an accepted part of commercial law.”).

As Professor Alces explained:

The filing system [] prevents pure debtor fraud—the kind that the debtor commits
without the help of a collusive creditor by granting successive collateral interests in
the same property without notifying each secured party of the (prior) adverse
claimants. This is the true secret lien problem and, for some, it is the raison d’etre of
the filing system. If the filing system did not provide an effective means to avoid the
risk of pure debtor fraud, there might not be any remaining viable argument in
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universally castigated. As the United States Court of Appeals for the
Fourth Circuit observed long ago, “[s]ecret liens have always been
repugnant to the law.”’ Karl Lewellyn more colorfully equated the
secret lien with “that rat in Denmark.”

The problem of secret liens is, in many respects, central to basic
questions posed by property law: Who has what rights with respect
to what things? At this level, property law addresses what Thomas
Merrill and Henry Smith characterize as a “massive coordination
problem.”” When property law works, it does so because, as Carol

Rose has observed, its “rules. .. signal to all of us, in a clear and
distinct language, precisely what our obligations are and how we
may take care of our interests . . . . I know where I stand and so does

everyone else” in relation to any given item of property.” The
problem of secret liens challenges all of this because the secrecy of

favor of the filing system. So if there is to be a filing system, it must reduce, if not

eliminate entirely, this fraud risk.
Alces, supra note 3, at 703,

' Holt v. Albert Pick & Co., 25 F.2d 378, 380 (4th Cir. 1928); see In re Reliance Equities,
Inc., 966 F.2d 1338, 1343 (10th Cir. 1992) (“[Tlhe Bankruptcy Act abhor[s] secret
liens....") (citation omitted); In re Brownsville Brewing Co., 117 F.2d 463, 464 (3d Cir. 1941)
(characterizing Pennsylvania as “a State whose ‘abhorrence of the secret lien’ did not even
admit of the palliative of recording”) (quoting Martin v. Mathiot, 14 Serg. & Rawle 214 (Pa.
1826); Commercial Casualty Ins. Co. v. Williams, 37 F.2d 326, 327 (4th Cir. 1930) (“Secret
liens are repugnant to the law . . ..”); HK Porter Co. v. Boyd, 171 F. 305, 312 (3rd Cir. 1909)
(“No citation of authority is requisite to support the proposition that . . . a secret lien could
not avail against an attachment or execution creditor, not chargeable with knowledge or
notice of its existence . . . .”); In re Nolan Motor Co., 25 F. Supp. 186, 189 (D.D.C. 1938) (“The
giving of a secret lien and the attempt to enforce such a lien against the claims of creditors
represented by the trustee in bankruptcy is repugnant not only to the spirit but to the letter of
the Bankruptcy Act.”); In re Collins Hosiery Mills, 19 F. Supp. 500, 502 (E.D. Pa. 1937)
(“[T)he common law of Pennsylvania . . . abhors a secret lien.”); In re Stein, 17 F. Supp. 587,
591 (E.D. Pa. 1936) (Dickenson, ]., dissenting) (“[T]he law abhors secret liens and the like.”);
In re].F. Grandy & Son, 146 F. 318, 323 (D.S.C. 1906) (A “secret lien would be abhorrent to
equity . ..."); In reNoack, 44 B.R. 172, 175 (Bankr. E.D. Wis. 1984) (“In the final analysis, the
facts of each particular case shall govern, always bearing in mind the Uniform Commercial
Code’s abhorrence of secret liens.”) (citing JAMES J. WHITE & ROBERT S. SUMMERS, HANDBOOK
OF THE LAW UNDER THE UNIFORM COMMERCIAL CODE § 22-3, at 883 (2d ed. 1980)); In re Loop
Hosp. P’ship, 35 B.R. 929, 936 (Bankr. N.D. Ill. 1983) (“The UCC has an ‘abhorrence of
secret liens.””) (citing WHITE & SUMMERS, HANDBOOK OF THE LAwW UNDER THE UCC § 22-3, at
883 (2d ed. 1980)). For a general discussion of secret liens, see Julian B. McDonnell, in 1
PETER F. COOGAN ET AL., SECURED TRANSACTIONS UNDER THE UNIFORM COMMERCIAL CODE
19 1.01-1.06 (1999).

"' SeeKarl N, Llewellyn, Across Sales on Horseback, 52 HARV. L. REV. 725, 730 (1939).

" Thomas W. Merrill & Henry E. Smith, What Happened to Property in Law and Economics?, 111
YALE LJ. 857, 387 (2001) [hereinafter Merrill & Smith, Law and Economics).

*  Carol M. Rose, Crystals and Mud in Property Law, 40 STAN. L. REV. 577 (1988).
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the property interest obscures—indeed, cloaks—the signal that
would otherwise tell the world that someone has a nonpossessory
interest in the encumbered property.

Despite many legitimate concerns with secret liens, two recent
sets of legislative developments suggest we may care much less about
the problem than we are willing to acknowledge. First, Article 9 of
the UCC, which governs many commercial finance transactions, and
which was revised effective 2001, appears increasingly tolerant of
secret liens. For a variety of complex reasons explained below
(some intended, some perhaps not), security interests in such
important assets as data, intellectual property, bank accounts, and
investment securities will in many cases be undiscoverable from the
public record.

Second, and perhaps more controversially, several states have
recently enacted non-uniform legislation designed to promote asset
securitizations.” At least in theory, a securitization differs from a
traditional loan because the “debtor” in the securitization “sells”
property, rather than encumbers it. Sometimes called “structured
financings,” transactions with these general contours were
apparently central to much of Enron’s activities."

The drive to enact facilitation statutes stems in large part from a
concern that courts may second-guess the contracted-for character

" Revised Article 9 has been enacted in all states and in most went into effect July 1

2001. See National Conference of Commissioners on Uniform State Laws, Why States Should
Adopt the Uniform Commercial Code—Revised Artticle 9, at hitp://www.nccusl.org/Update/
uniformact_why/uniformacts-why-ucca92.asp (last visited Feb. 22, 2005).

¥ See, e.g., DEL. CODE ANN. tit. 6, §§ 2701A-2703A (2004). Other states that have
recently enacted similar statutes include Alabama, ALA. CODE § 35-10A-2(a)(1) (2004);
Louisiana, LA. REV. STAT. ANN. § 10:9-109(e) (West 2002); North Carolina, N.C. GEN. STAT.
§ 25-9A-102 (2002); Ohio, OHIO REV. CODE ANN. § 1109.75 (Anderson 2002); Texas, TX. Bus.
& CoM. § 9.109(e) (Vernon 2002). The most recent addition to the field is Virginia, VA. CODE
ANN. § 6.1.473 (Michie 2004).

*  There has already been some effort to distinguish securitizations from the types of
transactions in issue in Enron. Se, e.g., Steven L. Schwarcz, Enron and the Use and Abuse of
Special Purpose Entities in Corporate Structures, 70 U. CIN. L. REV. 1309, 1314 (2002) [hereinafter
Schwarcz, Enron]. Schwarcz has argued that “unlike in Enron, structured transactions
[(securitizations)] typically transfer substantive risk away from the company originating, or
sponsoring the transaction ....” Steven L. Schwarcz, Rethinking the Disclosure Paradigm in a
World of Complexity, 2004 U. ILL. L. REV. 1, 34 [hereinafter Schwarcz, Complexity]. As discussed
in Part IL.C., infra, the securitization facilitation statutes would, by their terms, insulate these
transactions from all other applicable rules, including those on notice filing, even if they had
none of the distinctive virtues identified by Professor Schwarcz. See Jonathan C. Lipson,
Enron, Asset Securitization and Bankruptcy Reform: Dead or Dormant?, 11 J. BANKR. L. & PRAC. 101
(2002) [hereinafter Lipson, Enron] (discussing Enron’s use of securitization).
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of the transaction, and treat it not as a sale, but as a ﬁnancing.l7 If
so, the property allegedly sold would remain available for the
debtor’s other creditors to share if the debtor went into bankruptcy.
These statutes purport to solve this problem by giving full
preemptive power to the underlying contracts (e.g., the sales
documents).” If these statutes mean what they say, they should
create an enormous exception to all state-law based notice filing
systems, including those contemplated by the UCC. They effectively
end the obligation to give notice.

This Article considers how we have come to diminish the role
of notice filing and what that might mean. Although the subject
matter may be technical, the thesis of the Article is simple:
Reducing public notice of nonpossessory interests in property
increases the likelihood of secret liens, which, in turn, creates direct
and indirect costs (economic and otherwise) that have not been
fully considered.

Part I provides a brief history of notice in commercial finance
law and the role that notice filing has played in generating and
disseminating information about property in and across commercial
communities. This information has historically played an important
part in deterring—or avoiding—secret liens. Part I concludes with a
discussion of the modern systems by which notice of nonpossessory
interests is given in commercial finance transactions, including the
UCC-1 financing statement system.

Part II explains in detail three common sets of commercial
finance transactions that may now, despite these systems, give rise to
secret liens: (i) secured transactions involving data or intellectual
property; (ii) control security interests; and (iii) asset securitization
transactions subject to facilitation statutes. In all three, a secured
party, or other financing party, will have a nonpossessory interest in
a debtor’s property that is not readily discoverable from the public
record. Even if such transactions were not intended to harm
creditors or anyone else, they would nevertheless create secret liens
because there is no public, verifiable system that determines the
existence and nature of these rights.

" Securitization has, in Professor Mann’s view, “produced a powerful impetus for

legislation ensuring that those transactions receive favorable treatment in bankruptcy.”
Ronald J. Mann, The Rise of State Bankruptcy-Directed Legislation, 25 CARDOZO L. REV. 1805, 1816
(2004).

18

See supra note 15.
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Part III considers how our law has grown—and continues to
grow—increasingly tolerant of secret liens. This Part argues, in
essence, that we have been seduced by a series of arguments about
the economics of commercial finance law and notice filing.
Economically, the arguments posit, notice filing regimes impose
direct and indirect costs of compliance that fail to produce
corresponding informational benefits. Unfortunately, the economic
arguments are incomplete, often speculative, and, in any case, lack
empirical support.

Part IV considers these developments in light of three
arguments against this trend and in favor of more widespread notice
filing regimes. First, this Part examines the trend in property theory
to link property rights with information costs. The recent work of
Thomas Merrill and Henry Smith, for example, suggests that
property rights arise and are enforceable when they are readily
discoverable.” Undercutting the notice filing system challenges this
developing understanding of property rights.

Second, this Part examines the role that information about
property plays more generally in commercial communities, based
both on the historical analysis set forth in Part I and the recent
empirical work of Robert Ellickson” and Lisa Bernstein,” whose
findings suggest that community structures can often be a proxy for
more formal information-generating rules which might govern
notice filing. An inference from their work, however, might be that

19

See, e.g., Merrill & Smith, Law and Economics, supranote 12; Thomas W. Merrill & Henry E.
Smith, Optimal Standardization in the Law of Property: The Numerus Clausus Principle, 110 YALE
L.J. 1 (2000) [hereinafter Merrill & Smith, Optimal Property]; Thomas W. Merrill & Henry E.
Smith, The Property/Contract Interface, 101 COLUM. L. REV. 773, 83342 (2001) [hereinafter Merrill &
Smith, Interface]. Henry Smith has elaborated on some of their work in Henry E. Smith, The Language
of Property: Form, Context and Audience, 55 STAN. L. REV. 1105 (2003). A recent article critical of certain
aspects of the Merrill and Smith approach appears in Henry Hansmann and Reinier Kraakman,
Property, Contract, and Verification: The Numerus Clausus Problem and the Divisibility of Rights, 31 J.
LEGAL STUD. 373 (2002). As discussed infra, Hansmann and Kraakman nevertheless claim
there exists a strong link between notice and property rights, a claim which current trends
would appear to undermine. See infra notes 366-70 and accompanying text.

*  ROBERT C. ELLICKSON, ORDER WITHOUT LAW: HOW NEIGHBORS SETTLE DISPUTES 52-
53, 72-76 (1991) [hereinafter ELLICKSON, ORDER]; Robert C. Ellickson, Property in Land, 102
YALEL.J. 1315, 1320-21 (1993).

*  See Lisa Bernstein, Merchant Law in a Merchant Court: Rethinking the Code’s Search for
Imminent Business Norms, 144 U. PA. L. REV. 1765 (1996); Lisa Bernstein, Opting Out of the Legal
System: Extralegal Contractual Relations in the Diamond Industry, 21 J. LEGAL STUD. 115 (1992)
[hereinafter Bernstein, Diamond Industry]; Lisa Bernstein, Private Commercial Law in the Cotton
Industry: Creating Cooperation Through Rules, Norms, and Institutions, 99 MICH. L. REv. 1724
(2001).
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in the absence of well-defined community structures, more formal
information devices like notice filing take on increasing importance.

Third, this Part considers some of the behavioral implications
of notice filing and, in particular, the indirect effects that
mandatory notice filing might have on those obligated to make the
filings. This Part observes that forcing debtors to disclose
information in financing statements may have valuable cautioning
and reflexive functions, which provide systemic integrity.

The Article concludes not with a call for reform, but instead a
note of caution, urging those who would further undermine the
UCC-1 financing statement system to consider carefully the
collateral consequences of such moves.

I. A SHORT HISTORY OF NOTICE, PROPERTY, AND COMMUNITY IN
COMMERCIAL FINANCE LAW

The problem of secret liens is, in many respects, a subset of the
basic informational problems embodied in the law of property:
How do we know who has what rights with respect to what things?
Historically, information about property was signaled by physical
phenomena: Peaceful possession, for example, was often strong
evidence of ownership. This may have made sense in a simpler
world. As societies became more complex and disaggregated,
however, physical observations in defined community structures
could no longer provide reliable information about a debtor’s
property.  As increasingly complex (and potentially devious)
transactions occurred in increasingly sophisticated forms, notice
filing became a proxy for the information and controls that
community might otherwise have provided.

A. Possession as Notice

Historically, possession was viewed as the basis of property
rights,” and this would appear to be as true of the security interest
(“pledge”) as any other property interest.” If creditor A took

? See, e.g., Richard Epstein, Possession as the Root of Title, 13 GA. L. Rev. 1221 (1979);
Carol M. Rose, Possession as the Origin of Property, 52 U. CHL L. REV. 73 (1985) [hereinafter
Rose, Possession]. Or, in the immortal words of English playwright Colley Cibber (1671-1757),
“Possession is eleven points in the law.” COLLEY CIBBER, WOMAN'S WIT, act 1.
®  “The legal system’s original method of providing [information about ownership] was

to give primacy to possession. At common law, a debtor’s possession of personal property



430 EMORY BANKRUPTCY DEVELOPMENTS JOURNAL [Vol. 21

possession of debtor B’s flock of sheep to secure B’s debt to A, at
least in theory, there would be no doubt in the minds of those
asserting an interest in B's property about B’s rights in the sheep:
To all appearances, he had none. And, conversely, where B did
have possession, it would be reasonable for creditors or purchasers
to conclude that he did, in fact, have title or some other equally
important set of rights (e.g., a lien). Possession was property. Or,
perhaps more accurately, the signal sent by peaceful possession was
said to justify the conclusion that the possessor had a “property
interest” in the thing possessed.

Perhaps the most famous articulation of the link between
notice and possessory property rights in the commercial context
appears in Clow v. Woods.* In Clow, a tanner, Hancock, conveyed to
creditors, Clow and Sharp, mortgages on Hancock’s vats of hides
and tanning equipment.” The creditors neither took possession of
this personal property collateral nor recorded the mortgage.” The
debtor’s former business partner, Poe, sued for his share of the
value of the firm, obtained a judgment, and sent the sheriff to
execute on the same hides and equipment.” The secured creditors
sued the sheriff seeking to recover the proceeds of the sale of this
property, arguing in substance that their mortgage had priority over
Poe’s execution lien.” Unfortunately for the secured creditors, the
Pennsylvania Supreme Court declined to enforce their mortgage,
viewing it as fraudulent in law, if not in fact.”

assured a prospective creditor that the debtor could give him an unencumbered interest in
that property.” Douglas G. Baird & Thomas H. Jackson, Possession and Ownership: An
Examination of the Scope of Article 9, 35 STAN. L. REv. 175, 180 (1983) (footnote omitted)
[hereinafter Baird & Jackson, Possession and Ounership). According to Baird and Jackson, this
was because “possession has been viewed as the best available source of information
concerning ‘ownership’ of most types of personal property.” Id. (citing 13 Eliz., ¢. 5 (1570);
Twyne’s Case, 76 Eng. Rep. 809 (1601)). Baird and Jackson have developed a fairly elaborate
theory about the relationship between property rights and information, which has important
implications for the ongoing debate about the notice filing system. See Douglas G. Baird &
Thomas H. Jackson, Information, Uncertainty, and the Transfer of Property, 13 J. LEGAL STUD. 292
[hereinafter Baird & Jackson, Uncertainyy]; see also Douglas G. Baird, Notice Filing and the
Problem of Ostensible Oumership, 12 J. LEGAL. STUD. 53 (1983) [hereinafter Baird, Ostensible
Ouwnership].
* 5 Serg. & Rawle 275 (Pa. 1819).
*  Id.at276.
*Id
7.
Id.
Id. at 283, 288. The court held the mortgage transaction was a per se fraud against
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Clow turned, in significant part, on the informational problem
created by the separation of property right from possessory fact.
Judge Gibson reasoned that the “secrecy” of the mortgages (security
interests) would harm other creditors of the debtor, Hancock,
because these other creditors would mistakenly rely on the apparent
value of his hides and equipment in deciding to lend to him.” His
ownership of this property, ostensibly free and clear of the rights of
all others, would induce unwitting, and perhaps unsophisticated,
creditors to extend unsecured credit at their peril. Judge Gibson
opined:

[A] creditor ought not to be suffered to secure himself by means that
may ultimately work an injury to third persons. . .. Where possession
has been retained without any stipulation in the conveyance, the
cases have uniformly declared that to be, not only evidence of fraud,
but fraud per se. Such a case is not inconsistent with the most perfect
honesty; yet a court will not stop to inquire, whether there be actual
fraud or not; the law will impute it, at all events, because it would be
dangerous to the public to countenance such a transaction under any
circumstances. The parties will not be suffered to unravel it, and
show, that what seemed fraudulent, was not in fact so. Would it be
less against sound policy to suffer a vendor to remain in possession,
under an agreement to that effect expressed in the conveyance, and
thus to create a secret [e]ncumbrance on his personal property,
when to the world he appears to be the absolute owner, and gains
credit as such.”

Clow thus articulated what came to be known as the problem of
ostensible ownership—the making of credit or other investment
decisions in reliance on the potentially misleading appearance that
a debtor has rights in property by virtue of physical possession.

Some have questioned whether ostensible ownership creates
much of a problem.” Professor Mooney, for example, has argued

creditors and was void under the Statute of 13 Elizabeth. Id. at 288. As discussed infra, the
Statute of 13 Elizabeth was the earliest form of the prohibition on transfers of property that
hinder, delay, or defraud creditors. See infra notes 53, 55-61 and accompanying text.

*  Clow, 5 Serg. & Rawle at 279 (The contract between the debtor and creditors was a
“secret matter[] between the parties themselves, and can afford no notice to creditors.”).

' Id. at 280, 281.

®  See Baird & Jackson, Possession and Ownership, supra note 23, at 178 n.15.

See, e.g., Charles Mooney, Jr., The Mystery and Myth of “Ostensible Oumership” and Article 9

Filing: A Critique of Proposals to Extend Filing Requirements to Leases, 39 ALA. L. REV. 683, 725-38,
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that creditors and others are unlikely to rely, reasonably or
otherwise, on the mere fact that a debtor possessed certain assets
when making a credit or other investment decision.* Mooney’s
argument centers principally on proposals to extend notice filing
rules to personal property leasing transactions.” Mooney
successfully argues notice filing would add nothing to such
transactions because sophisticated creditors either already knew the
debtor leased its property, or did not care one way or the other.*
Because ostensible ownership problems by definition involve
misplaced reliance on a debtor’s property, and creditors rarely rely
in “unreasonable” ways, Mooney concludes that “[plerhaps there is
no real ‘problem’ at all.”™

While possession technically remains a viable method of
creating and enforcing property interests in commercial finance
transactions,” it would appear Mooney is at least partially right

738 n.160 (1988) [hereinafter Mooney, Myth] (critiquing claim that possession creates an
“ostensible ownership” problem).

¥ I at 740 (“Although hard empirical data remains elusive, a review of Code cases
dealing with priority disputes between lessors and third parties supports the argument that
mistaken and detrimental reliance on lessees’ possession of equipment is not commonplace.”)
(footnote omitted).

See generally Amelia H. Boss, The History of Article 2A: A Lesson Jor Practitioner and Scholar
Alike, 39 ALA. L. REV. 575 (1988).

* Mooney, Myth, supra note 38, at 785-88.

¥ Id. at 740. It should be noted that personal property leasing cases sometimes have
important implications for notice filing. The so-called recharacterization cases hold generally
that a lease that was, in substance, a secured financing may be recharacterized as such and, if
the lessor (read: secured party) failed to give required notice, it would lose its priority to a
bankruptcy trustee. See, e.g., Duke Energy Royal, LLC v. Pillowtex Corp. (In re Pillowtex, Inc.),
349 F.3d 711 (3d Cir. 2003) (setting forth criteria for determining whether transaction is a
“true lease” or “disguised financing”); In re PCH Assocs., 949 F.2d 585, 595-97 (2d Cir. 2001)
(citing PCH Assocs. v. Liona Corp., 55 B.R. 273 (Bankr. S.D.N.Y. 1985)); In re Independence
Vill, Inc., 52 B.R. 715 (Bankr. E.D. Mich. 1985).

UCC §9-505 now explicitly contemplates—and permits—the filing of precautionary
financing statements. In at least some states that might be a good idea, because a sale-
leaseback that is not recorded may be treated as a fraudulent transfer. California Civil Code
§ 3440, for example, makes a sale-leaseback void as against creditors of the transferor unless a
UCC financing statement is filed in the office of the California Secretary of State prior to the
sale and a notice of the intended transfer is published not less than ten days before the
transfer. CAL. Civ. CODE § 3440 (West 2004).

* UCC §9-313(c) provides that a secured party may take and perfect a possessory
security interest in certain types of collateral in the physical possession of some third party
(i.e., not the debtor) so long as the third party has agreed that it holds the collateral for the
benefit of the secured party. Possessory security interests are not only permitted with respect
to most tangible collateral, but are actually required to perfect a security interest in money.
Id. § 9-312(b) (3). The possessory security interest is presumed to perform the informational
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because it is simply not clear what “possession” means.” As any first-
year law student can attest, possession is a highly elusive concept. In
simpler times, Professor Rose may well have been correct that
original possessory claims to property “look[] like a kind of speech,
with the audience composed of all others who might be interested
in claiming the object in question.”™ Today, however, we do not
“possess” most of the things we claim to possess in ordinary
language. Professor Schroeder has elaborated on this point, noting
that the enormous number of potential, complex property
relationships, coupled with the development of fictitious legal
entities such as corporations, which may hold and convey interests
in property, make physical custody an extremely poor signal of any
information about either the property itself or its “ostensible”
owner."

The ambiguity of possession also infects the creditor’s side of
things. For example, even if a lender has actual physical possession,
we still do not know what to make of potential creditors of the

functions one might ordinarily associate with notice filing because it is an exception to the
general rule that a financing statement must be filed to perfect a security interest. Id. § 9-
310(b)(6). It is also considered a proxy for the contract that creates a security interest, a
written or electronic security agreement. Id. §9-203(b)(3) (B)-(C). This is somewhat
surprising, given that the UCC provides no guidance about what “possession” might mean for
these purposes. The UCC “does not define ‘possession.’” Id. §9-313 cmt. 3. The UCC
“adopts the general concept [of possession] as it developed under former Article 9.” Id.
While former Article 9, § 9-305, certainly contemplated the creation and perfection of security
interests by secured party possession, it also said little about what possession might have meant
in this context. See U.C.C. § 9-305 (2000).

* [t is this uncertainty that led Professor Phillips to observe that “business people look
to written, not possessory evidence of ownership. And this view leads generally to recognizing
filing, but not possession[,] as a means of notice.” David M. Phillips, Flawed Perfection: From
Possession to Filing Under Article 9 (pt. 1), 59 B.U. L.Rev. 1, 35 (1979).

“  Rose, Possession, supra note 22, at 78-79.

“* See Jeanne L. Schroeder, Death and Transfiguration: The Myth that the U.C.C. Killed
“Property,” 69 TEMP. L. REv. 1281 (1996); Jeanne L. Schroeder, Some Realism About Legal
Surrealism, 37 WM. & MARY L. REv. 455, 486-87 (1996) [hereinafter Schroeder, Surrealism]
(“Regardless of what has been historically assumed, contemporary property practices suggest
that, today, physical custody provides very, very little (if any) information about ownership.”).
Professor Schroeder thus argues with some force that possession in commercial law is at best a
metaphor for what she calls “sensuous grasping.” Id. at 455. Yet, as Schroeder observes, it is a
metaphor that fails to serve commercial law well. /d. at 492. It is simply not meaningful to view
transactions in intangible property—which is increasingly where the real value is—as like a physical
conveyance, a simple “farmer’s transaction.” Id. (citing Karl N. Llewellyn, Across Sales on
Horseback, 52 HARV. L. REV. 725, 732 (1939)). For example, investment property (e.g., stocks and
bonds) often exists in complex networks of computers which are owned, and perhaps “possessed,” by
firms, which are then linked in complex, pyramidal broker-dealer relationships. See Prefatory Note,
U.C.C. Art. 8 (1994) (discussing evolution of securities holding systems).
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possessory creditor. After all, it is entirely conceivable that A (B's
creditor) may take possession of B's property to secure B's
obligation. But it is at least theoretically possible that A may have its
own creditor or purchaser (C).” Why should C be any less gullible
than B's creditors? Does not A’s possession of B's property signal to
A’s secondary stakeholders, such as C, the very same thing that B's
possession would signal to B’s creditors, etc?® How would C know
from observing A’s possession that Bretains an interest (e.g., equity)
in the property?

Possession undoubtedly sends an ambiguous signal, but that is
only half the story. As discussed in Part IV.C infra, we are just
beginning to develop theories about how human beings process
information and form judgments in the presence of ambiguity. It
would appear that in smaller and more tightly knit communities,
possession may well have been an effective signal. Otherwise, it
seems unlikely possession could ever have been an acceptable
means of distributing property rights. If so, Clow is ultimately wrong
in result, even if it may be correct in its policy concerns. If, as seems
likely, Hancock’s creditors—and in particular, Poe, the creditor and
former business partner—knew or had reason to know that Clow
and Sharp had a mortgage on Hancock’s property, what value
would notice filing or creditor possession have added? How did Poe
or anyone else mistakenly rely on Hancock’s (the debtor’s)
possession?

Perhaps the ultimate problem with the possessory security
interest has only indirectly involved information. This is the
practical problem arising from the fact that, as the economy grew in
depth, breadth, and complexity, possessory security interests
became neither useful nor appealing to those engaged in
increasingly sophisticated mercantile transactions.” If true to form,
the debtor could not possess or make use of property held by the
secured creditor. Hancock, the tanner in Clow, would not have
been able to produce the leather goods that were presumably his

42

See Baird & Jackson, Uncertainty, supra note 23, at 307.

Baird and Jackson dismiss this problem of “repledge” as being “largely a theoretical
one.” Id. Presumably they were not thinking about the role that transactions of this type play
in the securities markets. Professor Kettering has, however, found examples of this problem,
especially as to the complex pyramidal transactions among securities broker-dealers. See
Kenneth C. Kettering, Repledge and Pre-Default Sale of Securities Collateral Under Revised Article 9,
74 CHI-KENT L. REV. 1109 (1999).

*  Baird & Jackson, Uncertainty, supra note 23, at 308.

9
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stock in trade and the sale of which would make it possible for him
to repay the loan. If not true to form, there remained the distinct
possibility of ex post judicial nullification. For manufacturers, this
meant their equipment could not secure a loan; for merchants, the
same prohibition limited the value of their inventory. Nor could
future interests secure present loans. Nor could intangible rights
serve as collateral, and so on. Possession thus became a speed bump
on the road to increasingly complex, disaggregated property
rights.” Increasingly dynamic uses of property would render
possession vestigial at best and misleading at worst.

B.  Notice Systems

Given these problems with the possessory security interest, it is
not surprising that pressure developed to find an alternative to the
information problems presented by the possessory security interest.
The alternative was notice filing.” Linking the right to enforce a
nonpossessory interest in property (e.g., 2 security interest) to
publicly filed notice of that interest has had a long and complex
career. Since notice filing systems exploded with the disaggregation
of community during the industrial revolution, it may also be that
notice filing developed as a proxy for the information that
possession would once have provided to creditors in smaller, more
tightly-knit communities.

1. The Roots of Notice Filing: Recordation, Fraudulent Conveyance,
and Sign Posting

Separating property from information about it—conveying
property information in some way other than possession—well
precedes the modern notice filing systems we have today.” Indeed,

©  See JAMES WILLARD HURST, LaW AND THE CONDITIONS OF FREEDOM 9-10 (1956)
(“[P]revailing nineteenth century attitudes in fact made private property pre-eminently a
dynamic, not a static institution.”).

* At least originally, however, it was not considered to be a particularly good one.
Professor Gilmore observed, “[o]riginally filing was looked on as merely an alternative, a less
desirable alternative, to possession taken by the secured party.” GILMORE, supranote 8, § 15.1,
at 462.

7 At one level, linking nonpossessory property rights to notice goes back at least as far
the ancient Greeks, for whom the “horos” gave posted notice of an interest in real property.
As Benito Arruiiada explains:

[H] oroi contained the essential data of the encumbrance (always, the nature of the
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even while Clow might have counseled that possession was the only
(or principal) method of creating an effective security interest in
personal property in the early nineteenth century, real property
rights were already being reified in recordation systems that would
be the forerunners of the notice filing systems that became
ubiquitous in the latter half of that century.

In England, for example, recordation systems developed with
respect to real property and were used as a matter of choice® or
custom.” In colonial North America, real property recording
systems performed several different functions. Certain communities
in Massachusetts, for example, may have used recording and
acknowledgment rules to limit the admission of new members of the
community or to control improvements to property.” More

horos as security, and more often, but not always, the existence of a written
agreement, the name of the creditor, and the amount of the debt) and, in some
cases, the name of the person who kept the document of the transaction,
supposedly to make it possible for third parties to collect more information. This
system was one of the first to make an hypotheca possible—namely the use of land as
collateral without temporarily transferring ownership or possession to the lender.
Benito Arrunada, Property Enforcement as Organized Consent, 19 J.L. ECON. & ORG. 401, 412
(2003).

*®  SeeJohn Hanna, The Extension of Public Recordation, 31 COLUM. L. REV. 617, 620 (1931)
(“Prior to the Norman [CJonquest there seems to have been a system of voluntary registration
of land deeds in monasteries.”). Even where not voluntary, Professor Bowers reports they may
have been easily circumvented. See James W. Bowers, Of Bureaucrats’ Brothers-in-Law and
Bankruptcy Taxes: Article 9 Filing Systems and the Market for Information, 79 MINN. L. REv. 721,
72223 (1995). The 1535 English Statute of Enrollments, which required recordation of a
“bargain and conveyance” of real property often failed, Bowers argues, because lawyers simply
papered around the transaction. Id. at 731; see Hanna, supra, at 619 (discussing Statute of
Enrollments).

“ Ina 1907 issue of Green Bag, Joseph H. Beale, Jr. suggests borough custom in England
required the registration of deeds to real property and might have influenced the settlers in
Massachusetts and Virginia. SeeJoseph H. Beale, Jr., The Origin of the System of Recording Deeds
in America, 19 GREEN BAG 335, 338 (1907). The custom of London, for example, was said to
be as follows:

The persons that sealed the deed must go before the Lord Mayor, or the Recorder

and one Alderman, and make acknowledgement that the same is their act and

deed; if a wife be a party, she is to be examined by them, whether it was done with

her full and free consent, without any kind of compulsion; in testimony of which

the Lord Mayor or the Recorder and Alderman set their hands to it, for which each

may’demand 4d[] and the attorney’s fee for the judgment is 2d. Afterwards the

deed must be delivered to the clerk of the Inrolments [sic] who at the next

Hustings will cause proclamation to be made thereof according to the customs of

the court.
1d. (quoting WILLIAM BOHUN, PRIVILEGIA LONDINI 241 (3d ed. 1728)).

*  Id. at 336-37 (citing BOSTON RECORD COMMISSIONER'S REPORTS, vol. iv,, p. 8 & vol. ii,
p- 5 (1635); CAMBRIDGE TOWN RECORDS, vol. ii. pp. 4, 10 (1632)).
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frequently, it appears that recordation was viewed as a way to
address the problem of fraudulent conveyance—a conveyance
intended to place property out of the reach of creditors.”  For
example, in 1640, both Jamestown™ and the Massachusetts court”
enacted rules providing that a nonpossessory interest in real
property—title or mortgage—would be treated as fraudulent unless
publicly recorded.”

The problem of fraudulent conveyances appears to have had a
significant influence on the development of notice filing rules and
provides some insight into the historic role that community might
play in all of this. In Twyne’s Case” for example, one Pierce was
indebted to Twyne and to another creditor.” “In secret,” however,

 Id at 335 (citing HENING’S STATUTES, vol. I, p. 227); see Mark DeWolfe Howe, The
Recording of Deeds in the Colony of Massachusetts Bay, 28 B.U. L. REV. 1 (1948).

®  Beale, supra note 49, at 335.

4. at 337. The Massachusetts rule provided as follows:

For avoyding all fraudulent conveyences, & that every man may know what estate or

interest other men may have in any houses, lands or other hereditamants they are

to deale in, it is therefore ordered, that after the end of this month no morgage,

bargaine, sale, or graunt hearafter to bee of any houses, lands, rents, or other

hereditamants shalbee of force against any other person except the graunter & his
heires, unless the same bee recorded, as is hereafter expressed.
I Records of Massachusetts 116 (1640).

Perhaps foreshadowing the streamlined notice requirements of the UCC, the ordinance
further provided that “it is not intended that the whole bargaine, sale, & c. shalbee entered,
but onely the names of the graunter & grauntee, the thing & the estate graunted & the date;
and all such entryes shalbee certified to the recorder at Boston.” Beale, supra note 49, at 337.
As discussed below, the modern UCC-1 financing statement requires only a cursory recitation
of the debtor (grantor), secured party (grantee), and brief description of the collateral.
U.C.C § 9-503(a) (2003).

Hanna also suggests colonial law embraced recordation as a response to the problem of
fraudulent conveyance. See Hanna, supra note 48, at 620 (“England has influenced American
law makers in the drafting of recording statutes... as [demonstrated by] the statutes of
fraudulent conveyances and reputed ownership.”) (citing Statute of Elizabeth, 13 Eliz., c. 5§ 2
(1570)).

%  Pprofessor Howe uncovered certain amendments to Massachusetts’ statute suggesting
that recording was required only where a grantor (i.e., debtor) retained possession following a
conveyance. See Howe, supra note 51, at 4 (“[Tlhe provision in the Code of 1648 makes it
abundantly clear that recording would thereafter be required only if the grantor remained in
possession.”).

*® 76 Eng. Rep. 809 (Star Chamber 1601). The Star Chamber was enforcing the Statute
of 13 Elizabeth, id. at 810, which provided that transfers with the “intent[ ] to delay, hinder or
defraud, creditors and others” were void, provided for recovery of the “whole value of. ..
goods and chattels” transferred, to be shared by the Crown and aggrieved parties, such as
creditors, and provided for criminal sanctions against the parties to the transfer. 13 Eliz., c. 5
§2.

® [d. at810-11.
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Pierce conveyed all of his property to Twyne in satisfaction of the
debt.”” Despite the conveyance, Pierce nevertheless continued to act
as if the property remained his, including by marking and selling
sheep as if they were his, and not Twyne’s.”® In avoiding the
conveyance, the Star Chamber reasoned “a secret transfer is always a
badge of fraud.””

One way to understand fraudulent conveyance was as an affront
to community norms. The statute that Twyne’s Case enforced—the
Statute 13 Elizabeth chapter 5—was enacted in part to deal with
debtors who would remove themselves and/or their property from
the community once it became apparent that they could not satisfy
their debts.” Professor Flint explains:

Overburdened debtors in the fourteenth and fifteenth centuries
frequently transferred all their lands and goods to their friends in
trust for use of the grantor through fictitious sales, fled to one of the
numerous sanctuaries where the king’s courts’ power did not govern,
lived luxuriously from the income of the property transferred until
the creditor accepted payment of a small portion of the debt and
released the remainder, then returned, and had back their

property.”

¥ Id. at811.

* I

® Id. Professor Mooney and others have argued that Twyne was a case chiefly about
fraud and not, as Baird and Jackson claim, about ostensible ownership. See Mooney, Myth,
supra note 33, at 727 n.166. Cf Baird & Jackson, Ostensible Ownership, supra note 23,

*® See supra note 55 for the text of Statute 13 Elizabeth c. 5. The Statute of Elizabeth is
the forerunner of all modern fraudulent conveyance statutes, including the Uniform
Fraudulent Conveyance Act, 7A U.L.A. 2 (1999) and the Uniform Fraudulent Transfer Act, 7A
U.L.A. 266 (1999). Either the Fraudulent Conveyance Act, the Fraudulent Transfer Act, or a
common law expression of the Statute 13 Elizabeth is in force in every state in the United
States.

o George Lee Flint, Jr., Secured Transactions History: The Fraudulent Myth, 29 N.M. L. REV.
363, 380 (1999) (citations omitted) [hereinafter Flint, Fraudulent Myth]. The problem of
fraudulent conveyance differs in some respects from the problem of secret liens. At least
historically, as in Tuyne’s Case, a fraudulent conveyance involved a transfer of property after a
debt was incurred and not satisfied. Placing the property out of reach of the creditor was the
chief evil in such cases. Secret lien cases, however, often involved a transfer of property prior
to a debt being incurred. The problem of fraudulent conveyance is thus largely ex post, while
the problem of secret liens may be ex post or ex ante. Yet the essential informational
problem is the same in both. The actual secrecy of the transaction in Twyne’s Case, and the
presumptive secrecy of the transaction in Clow, appear to have been as troubling as any ill
intent in either to evade creditors.
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Recordation systems appear to have developed, in part, as an
informational proxy for possession which could deter or correct the
problems of fraudulent conveyances and secret liens. Although
these systems existed even before the American Revolution,” they
began to flourish later, in the early part of the nineteenth century
with a view to preventing or remedying problems like those in
Twyne’s Case.”® Recording was viewed as a means of deterring the
actual or constructive fraud presumed to be at the heart of the non-
possessory property interest.” To the extent that fraudulent
conveyances were a transgression of community norms, the
compulsory disclosure of information became a method of
regulating that which the community could not.

These systems bloomed with the industrial revolution and its
insatiable appetite for liquidity. As Professor Gilmore explained:

The unprecedentedly rapid expansion of industrial facilities created
an equally unprecedented demand for credit. The financing
institutions which were the source of credit naturally desired security
for the loans.... As industrialization progressed, personal rather
than real property came to be the principal repository of wealth. The
mortgage on Blackacre would no longer be enough to support the
merchant’s insatiable demand for credit and the banker’s demand
for security. Nor would the medieval institution of pledge suffice to
take up the slack of ... [industrial] property which could not be
pledged because it had to be used in the borrower’s business

The story of how the equipment and the rolling stock and the stock
in trade came to be available as collateral is essentially the story of

®  See id. at 363 n.5; see also George Lee Flint, Jr., Secured Transactions History: The Impact
of Textile Machinery on the Chattel Mortgage Acts of the Northeast, 52 OKLA. L. REV. 303 (1999);
George Lee Flint, Jr., Secured Transactions History: The Nerthern Struggle to Defeat the Judgment
Lien in the Pre-Chattel Morigage Act Era, 20 N. ILL. U. L. REV. 1 (2000). Professor Flint has
recently argued that concerns about secret liens may have influenced legislatures enacting
chattel mortgage acts before the Industrial Revolution. See George Lee Flint, Jr. & Marie
Juliet Alfaro, Secured Transactions History: The First Chattel Mortgage Acts in the Anglo-American
World, 30 WM. MITCHELL L. REv. 1403, 1450-51 (2004).

®  See GILMORE, supra note 8, §§ 2.1-2.2, at 25-27 (discussing history of chattel mortgage
acts as response to problems of fraudulent conveyance). Compare Flint, Fraudulent Myth, supra
note 61, at 367 (“This study importantly eliminates Gilmore’s implication of the
nonpossessory secured transaction as a fraudulent transaction.”). For purposes of this Article,
it is not necessary to resolve whether nonpossessory secured transactions were or were not
fraudulent. The ultimate questions are why public notice systems took hold and whether they
continue to make sense.

“  GILMORE, supranote 8, §§ 2.1-2.2, at 25-27.
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. . . 65
personal property security law in the nineteenth century.

These developments presented policy makers with a choice.
On the one hand, they could do nothing, and tolerate the growing
likelihood that creditors and other potential investors would be
duped by the potentially misleading appearance that property in
fact belonged to the possessor. They might then take refuge in the
possibility that merchant communities would develop methods of
communication that would reliably distribute this information.”
Alternatively, they could establish systems to force this information
into the public domain. To a significant degree, they chose the
latter.”

Yet, if policy makers chose to force merchants and financers to
disclose nonpossessory interests in personal property through public
notice systems, they did not—at least initially—appear concerned
with the efficiency or simplicity of such systems.” Rather, while
growing industrialization in the nineteenth century may have sought
increasingly efficient methods of creating liquidity, it would appear
that commercial finance statutes of that era were anything but
simple. First, the recording systems did not, strictly speaking,
require notice filing.” Rather, being rooted in the real property
recordation systems, they usually called for the recording of
elaborate documentation, including the filing of the mortgage itself
and sometimes ancillary materials, such as affidavits and
acknowledgments of good faith and consideration.” These
additional documents were, in Professor Gilmore’s estimation, “self-
serving,” and reflected “the deep-rooted nineteenth century

® Id. §2.1, at 25. Of course, Professor Gilmore also observed that the same pressures

that led to a wide variety of complex alternatives to the pledge were not replicated in England,
where commercial needs were addressed “in an altogether simpler fashion.” Id.

* One example of this might be the posting of signs indicating the presence of a
factors’ lien, a phenomena discussed infra in notes 73-78 and accompanying text.

" The author notes parenthetically that at least one other factor likely motivated policy
makers at this time: raising revenue. As discussed in part II1.B.1, infra, a number of writers
have argued that many of the more formal information systems designed to solve the problem
of secret liens were in whole or in part tax schemes. See, ¢.g., Mooney, Myth, supra note 33, at
726 n.162 (citing 1 GARRARD GLENN, FRAUDULENT CONVEYANCES AND PREFERENCES § 61b-c, at
89-93 (rev. ed. 1940)).

See GILMORE, supranote 8, § 15.2, at 466.
® Seeid.

™ See, e.g., id.; Coogan, supra note 8, at 291.
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suspicion that a [non-possessory] mortgage on personal property
was in all probability a species of fraudulent conveyance.”"

Second, because there were several different independent
security devices, there were several different independent recording
systems.” Because lenders frequently had to engage multple
security systems, they had to comply with multiple notice systems.
While this would presumably have increased the incidence of
innocent mistakes, it is not apparent that it resulted in more or,
more importantly, better information on which creditors and other
investors could rely.

This tendency to confuse quantity of information with quality
persisted into the early twentieth century, reaching an apex of sorts
with the enactment of the factors’ lien acts. These acts often
required both notice filing and the posting of signs on debtors’
doors. The prototype for this type of law was the New York Factors’
Lien Act,” enacted after some political skirmishing in 1911.% As
enacted, the law provided:

Liens upon merchandise or the proceeds thereof created by
agreement for the purpose of securing the repayment of loans. ..
made upon the security of said merchandise . . . shall not be void or
presumed to be fraudulent or void as against creditors or otherwise,
by reason of want of delivery to or possession on the part of the

3

GILMORE, supra note 8, § 15.2, at 466.
See id. § 15.1, at 463 (“The typical pre-Code pattern included separate filing systems
for chattel mortgages, for conditional sales, for trust receipts, for factors’ liens, and for
assignments of accounts receivable.”).

® NY. SEss. Laws 1911, ch. 326, § 1, amended by N.Y. SEss. Laws 1931, ch. 766; N.Y.
SEss. Laws 1935, ch. 690; N.Y. SEss. Laws 1943, ch. 635; N.Y. SESS. LAws 1954, ch. 594, as
amended, N.Y. PERS. PROP. LAW § 45 (1954).

™ The Factors’ Lien Act was initially vetoed in 1910, the year it was introduced in New
York. See Robert M. Zinman, Dominion and the Factor’s Lien: Does Section 45 of the New York
Personal Property Law Abrogate the “Dominion Rule”?, 30 FORDHAM L. REV. 59, 70 (1961). The
history of the initial veto and subsequent modification and enactment of the Factors’ Lien Act
is somewhat confused. Peter Coogan indicates that Governor Charles Evans Hughes vetoed
the legislation because it lacked a provision requiring sign posting. Coogan, supra note 8, at
294 n.8. Professor Zinman and several other authors he cites suggest the Act originally
contained only the sign posting requirement and not the additional requirement of notice
filing. See Zinman, supra, at 68. The weight of authority would appear to be on Professor
Zinman’s side. See #d. at 68 n.51. In any case, the important point is not the legislative history
of the Act, but how public notice may or may not solve property information problems, like
those of secret liens. Problems with sign posting and the factors’ liens acts in general are
discussed in a symposium issue of Law and Contemporary Problems. See Symposium, Secured
Commercial Financing, 13 LAW & CONTEMP. PROB. 553 (1948).

72
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lienor, whether such merchandise shall be in existence at the time of
the creation of the lien or shall come into existence subsequently
thereto ... provided there shall be placed and maintained in a
conspicuous place at the entrance of every building . . . at which such
merchandise . . . shall be located ... a sign on which is printed. ..
the name of the lienor and . .. provided further that a notice of the
lien is filed . . .."

Duplicative  notice—filed and posted—was justified on
informational grounds. In support of the Factors’ Lien Act,
Assemblyman (later Governor) Alfred E. Smith argued, “[a]ll that
the bill does is to substitute public notice for actual possession of the
goods.” Notice—by filing and sign posting—was, in Smith’s words,
“a form of constructive possession of the goods.” If one believed
possession was a meaningful method of conveying information
about property, one might then accept the idea that notice filing
was at least as effective.”

Factoring is a good example of how notice filing became proxy
for information a community might otherwise have generated about
a debtor’s property. Factoring began as a form of consignment sales
transaction:” Remote manufacturers, often garment makers, would
deliver goods to factors in the cities, who would sell the goods and
remit proceeds to the manufacturer.” So long as the factor had
possession, it appeared the factor also had a lien." Problems arose
for factors, however, when the manufacturers began to retain
possession of their finished goods in warehouses they owned or
leased in the sales markets, while factors continued to provide
financing, principally by purchasing the receivables that would be

® N.Y. SEss. Laws 1911, ch. 326, § 1.

Zinman, supra note 74, at 70 (citations omitted).

Id.

See supra notes 3843 and accompanying text.

See Herbert R. Silverman, Factoring: Its Legal Aspects and Economic Justifications, 13 LAW
& CONTEMP. PROB. 593 (1948). Silverman has suggested that, broadly understood, factoring
well preceded the law of the United States and was apparently part of Roman commerce. See
id.

®  See id. Factors differed from brokers because the factor was said to be entrusted with
the merchandise and would apparently absorb the loss in the event the customer ultimately
failed to pay. Id. (citing PARONS ON CONTRACT 100 (5th ed. 1905)).

*' See Zinman, supra note 74, at 65 (citations omitted); see also Kruger v. Wilcox, Ambler
252, 27 Eng. Rep. 168 (Ch. 1755) (holding at common law that factor had a general lien on
the goods and products of his principal in the factor’s possession). The common law
possessory lien was later enacted by the New York Legislature as N.Y. SESS. LAws 1830, ch. 179.
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generated when the merchandise was sold.” Without possession of
the goods, the factor would lose its common law lien.

Because these transactions were not covered by the recording
statutes then in force, the parties had to develop some way to
establish the factor’s nonpossessory lien on the manufacturer’s
goods in the event the manufacturer went bankrupt. The method
chosen by the community of factors and merchants was sign posting.
For example, in Ryttenberg v. Shefer,”® a case that arose before
enactment of the Factors’ Lien Act, the parties assigned the
manufacturer’s warehouse lease to the factor, and a sign was posted
at the entrance to the storage floor, indicating that the premises had
been “annexed” to the factor.” Despite expert testimony to the
effect that this was the industry’s way of giving public notice of a
factor’s lien, the court concluded the sign was “indecisive” because
the premises did not in law belong to the factor, and therefore the
factor could have been barred by injunction from the premises.”

Cases like Ryttenberg called for a legislative response, which
came in the form of the Factors’ Lien Act.”® As noted earlier, New
York may have been willing to permit factors to retain nonpossessory
liens on merchants’ inventory, but only if public notice of the
interest was given.” Sign posting was one way this notice was to be
given. Yet, sign posting was not, by itself, apparently sufficient
notice of the property interest in question. As originally proposed,
the Factors’ Lien Act required only sign posting and not the
additional step of notice filing.® For this reason, Charles Evans
Hughes, then-governor of New York,” vetoed it in 1910.* Without
notice filing, he said, the Factors’ Lien Act “would ... facilitate

82

Zinman, supra note 74, at 66-67.

® 131 Fed. 313 (S.D.N.Y. 1904).

*  Id. at 320. The sign stated, “Shefer, Schramm & Vogel, Annex.” Id. Shefer was the
factor. Id.

% Id

* N.Y. SEss. Laws 1911, ch. 326, § 1, amended by N.Y. SESs. Laws 1931, ch. 766; N.Y.
SEss. Laws 1935, ch. 690; N.Y. SEsS. LAwS 1943, ch. 635; N.Y. SESs. LAws 1954, ch. 594, as
amended, N.Y. PERS. PROP. LAW § 45 (1954).

¥ See supra notes 73-77 and accompanying text.
See Silverman, supra note 79, at 599.

®  From 1930 to 1941, Hughes served as Chief Justice of the Supreme Court. See 1
LAURENCE H. TRIBE, AMERICAN CONSTITUTIONAL LAw 1383-84 (3d ed. 2000).

*  SeeSilverman, supra note 79, at 599.

88
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secret liens and fraudulent transactions.””"'

added, Hughes signed the bill into law.”

Sign posting as required by the Factors’ Lien Act would have a
short shelf-life as a method of conveying property information in
commercial finance transactions. In 1954, New York amended the
Factors’ Lien Act to eliminate the sign posting requirement.” The
reasons for eliminating sign posting would sound familiar to us
today. The proponent of the amendment, Assemblyman Stanley
Steingut, argued that sign posting was “completely old-fashioned, in
that it presupposes that credit grantors make a personal
examination of the premises of the credit seeker. As a matter of
fact, credit grantors rely upon financial statements and upon credit
reports issued by . . . credit agencies . . . .”™*

This suggests community norms about the generation of
information have historically been important in deciding what
information should be conveyed and how. While sign posting may
at one time have conveyed important signals about relationships
between things and people, it became increasingly clear the sign
told the community little of value. The sign became, in Professor
Zinman’s words, a “superfluous nuisance.”™ Worse, while it may
have provided little useful information to the merchant community,
it did give information to others who may have had no legitimate
reason to know about the debtor’s finances, such as customers,
competitors, and employees.” And, of course, there was always the
possibility that the unscrupulous debtor might remove the sign on
the eve of bankruptcy, thereby exposing the lender to the risk that it
would effectively lose its entire property interest.” The sign, like
possession before it, was a temporary impediment to the
development of richer, and more complex, commercial
relationships.

Once notice filing was

" See id. (Quoting Veto Memorandum of Charles Evans Hughes, Governor of New York

(June 25, 1910)) (citations omitted).
*  Id.; see also discussion supra note 74.
® N.Y. SEss. Laws 1954, ch. 594.
*  Zinman, supra note 74, at 83 n.117.
*  Id. at83.
* Seeid.
7 Seeid.
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2.  Notice Filing

While sign posting may have withered away, notice filing
survived. Indeed, it flourished and continued to abstract away from
the real property recordation model which preceded it. The
Uniform Trust Receipts Act,” promulgated in 1933, “popularized
the idea that for certain kinds of transactions,” such as those
involving inventory or accounts receivable,

it is not essential for all of the details of the transaction to be spread
upon the public record so long as the record gives an indication
where an interested party might inquire to learn whether or not
particular collateral of the indicated class or type is subject to the
perfected security interest.”

The drafters of the UCC picked up on this theme. Until recently,
notice filing was the near-universal means of rendering a
nonpossessory security interest in personal property enforceable
against third parties."”

Today, when notice is required, it will be given in one of two
general ways. If some registry already exists with respect to the type
of property in question, Article 9 “steps back” to require that notice
of the security interest in that type of property be perfected by

98

UNIF. TRUST RECEIPTS ACT, 9C U.L.A. 665 (1943).
Coogan, supra note 8, at 314-15 (footnote omitted). The Uniform Trust Receipts Act,
promulgated by the National Conference of Commissioners on Uniform State Laws in 1933,
permitted the filing of a “statement of trust receipt financing” of the following form:
The entruster, whose chief place of business within this state is at, [or who has no
place of business within this state and whose chief place of business outside this
state is at] is or expects to be engaged in financing under trust receipt transactions
the acquisition by the trustee, whose chief place of business within this state is at of
goods of the following description:
[coffee, silk, automobiles, or the like.]
[Signed] Entruster
[Signed] Trustee.
U.T.R.A. § 13(2). This form can be seen as an ur-UCC-1, a simple notice of the pre-UCC
equivalent of the non-possessory security interest.

' See GILMORE, supra note 8, § 15.1, at 463 (“As nonpossessory security interests become
more familiar, filing comes to be looked on not merely as an alternative to possession but as
the exclusive method of perfection.”); see also William C. Hillman, What’s in a Name: The
U.C.C. Filing System in the Courts, 44 OKLA L. REv. 151 (1991) (“[Tlhe primary method of
perfection [under former Article 9 was] by the filing of a financing statement.”). The rules
on notice in prerevision Article 9 appeared principally in UCC §§ 9-401 through 9-407 (2000).
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giving notice in the existing registry."”" But where another registry

does not exist—and that may well be true much of the time—the
security interest will be perfected by filing a UCC-1 financing
statement in the state of the debtor’s location.'” The UCC-1'" is a
simple form—paper or electronic—that sets forth the debtor’s
name, the secured party’s name, and a brief description of the
property subject to the security interest.” The financing statement
may also set forth certain other items of information about the
debtor, including its organizational type, identification number (if
any), and its address.'” _

The UCG-1 financing statement is most decidedly not a
property recordation device, as might be found in the real property
or intellectual property contexts. Strictly speaking, the properly
filed financing statement neither creates the security interest nor
even assures the world that such an interest has in fact been

' See U.C.C. §§ 9-310(a); 9-311(a)(1) (2003). UCC § 9-311 provides that a financing
statement is not “effective to perfect a security interest in property subject to . .. a statute,
regulation, or treaty of the United States whose requirements for a security interest’s
obtaining priority over the rights of a lien creditor with respect to the property . . . .” This
provision preempts the general rule contained in § 9-310 that a financing statement must be
filed to perfect a security interest.

The Official Comment to UCC § 9-311(a) explains that an example of such a statute is
49 U.S.C. § 44107 (2000), for civil aircraft. Section 44107 establishes “a system for recording .
. . conveyances that affect an interest in civil aircraft of the United States” including “leases
and instruments executed for security purposes, including conditional sales contracts,
assignments, and amendments.” 49 U.S.C. § 44107(a). Other federal statutes that might
preempt Article 9’s filing system include the Ship Mortgage Act, 46 U.S.C. § 31343, and
federal law governing security interests in rolling stock, 49 U.S.C. § 11301 (a). See Drabkin v.
Cont’'lI1l. Bank & Trust Co. (In re Auto-Train Corp.), 9 B.R. 207 (Bankr. D.D.C. 1981).

An especially important category of collateral here will be copyright and perhaps other
types of intellectual property. See Jonathan C. Lipson, Financng Information Technologies:
Fairess and Function, 2001 Wis. L. REv. 1067, 110422 [hereinafter Lipson, Information
Technologies]; Jonathan C. Lipson, Remote Control: Revised Avnticle 9 and the Negotiability of
Information, 63 OHIO ST. L.J 1327 (2002) [hereinafter Lipson, Remote Control]. As discussed
infra, notes 166-169 and accompanying text, the recent decision in In re World Auxiliary Power,
303 F.3d 1120 (9th Cir. 2002), provides some clarity about the scope of federal law in this
context, but may also create other problems.

" U.C.C. §§ 9-301, 9-307, 9-310, 9-501 (2003). Generally speaking, a corporate, or other
“registered organization,” debtor will be “located” in its state of formation (e.g., a Delaware
corporation is located in Delaware, even if it has no physical presence in that state). Id. § 9-
307 (2003); see Lynn M. LoPucki, The Article 9 Filing System: Why the Debtor’s State of Incorporation
Should Be the Proper Place for Article 9 Filing: A Systems Analysis, 79 MINN. L. REV. 577 (1995).

" A copy of the UCC-1 form is set forth in Annex A.

™ U.C.C.§§ 9-508, 9-521.

" Id. § 9-516(b).
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granted.” Rather, the filed financing statement is intended to put
searchers on “inquiry notice” of the possible existence of a security
interest.'” It is thus not surprising that the rules on describing
collateral in the financing statement are moderately flexible.
Collateral may be described by, among others, “specific listing,”
“category,” “type,” or “any other method, if the identity of the
collateral is objectively determinable.””

While the financing statement may not be a granting
instrument, it is nevertheless the document that gives the security
interest its true force as “property,” that is its universal effectiveness
against most challengers. The financing statement system may thus
be seen as an articulation of the link between property rights and
notice obligations that arises when other means of gathering
information about a debtor (e.g., its community) are unavailing. As
Douglas G. Baird and Thomas H. Jackson have observed, “[notice
fliling systems work because the legal rules provide not only a
benefit to a person who desires to acquire a property right but also a
corresponding responsibility. One is obliged to stake one’s claim in
the filing system so that future parties will be able to find it. e

Ironically, it appears that the true force of notice filing has
come not from its informational value but from its in terrorem

1% Rather, as any survivor of a basic class on secured credit can tell you, the interest is
“created” by the “attachment” of the security interest, a state of affairs that exists if a debtor
has received value (e.g., a loan), has rights in the collateral (e.g., owns it) and has contracted
to grant the security interest. See id. § 9-203(a).

“  J4 §9-502. “What is required to be filed is... only a simple record providing a
limited amount of information,” the official comment to UCC § 9-502 provides. Id. § 9-502,
cmt. 2. “The notice itself indicates merely that a person may have an interest in the collateral
indicated. Further inquiry from the parties concerned will be necessary to disclose the
complete state of affairs.” Id.

1% I4.§9-108(b). Strictly speaking, the rules governing the description of collateral in a
financing statement are set forth in UCC § 9-504, where the operative term is, confusingly
enough, described as “indication.” For a financing statement to be effective, it must
“indicate” the collateral, UCC §9-502(a)(3), which may either be a “description” that
comports with UCC § 9-108 or an “indication” that the financing statement covers “all assets”
of the debtor. Id. §9-504(2). The distinction between “description” and “indication” is
attributable not to concerns about secret liens, but instead to the mechanics of creating a
blanket lien (all assets security interest). See id. § 9-504(2) & cmt. 2 (2003). While a financing
statement may, as noted, be effective merely by indicating a security interest in “all assets,”
UCC §9-108(c) forbids such “supergeneric” descriptions in the security agreement if it
purports to take a security interest in all or substantially all of a debtor’s property. Id. § 9-
108(c) & cmt. 2 (commenting that an “‘all assets’ or ‘all personal property’ description for
purposes of a security agreement is not sufficient”).

" Baird & Jackson, Uncertainty, supra note 23, at 312.
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effect, ie., the penalty imposed on the secured creditor whose
notice is defective. This is because a trustee for a debtor that has
sought bankruptcy protection may exploit these defects by avoiding
transactions in which notice is flawed."® If the transaction is
avoided, the property becomes part of the debtor’s estate effectively
free of the security interest" and is then available for redistribution
to all of the debtor’s stakeholders (e.g., general creditors).

This power, sometimes called the “strong-arm power,” is rooted
in concerns about the problem of secret liens.'"? In 1910, Congress
amended the Bankruptcy Act then in force to expand a bankruptcy
trustee’s avoidance powers.'"” Congress was concerned that cases
like York Manufacturing Co. v. Cassell paralyzed bankruptcy trustees
trying to recapture for the estate property that had been
conditionally assigned in unrecorded transactions.”™ In response to
York, Congress amended the Bankruptcy Act to provide that
bankruptcy trustees “shall be deemed vested with all the rights,
remedies, and powers of a creditor holding a lien by legal or
equitable proceedings . .. .”" Congress reasoned that an
“unrecorded instrument [of conveyance] ... which would have
been void in the state courts had the property been . . . levied upon
by attachment or execution from a state court” should be ineffective
(*void”) as against a bankruptcy trustee.™

Eradicating secret liens remains the goal of the strong-arm
power. Thus, the 1973 Report of the Commission on Bankruptcy
Laws of the United States, which led ultimately to the Bankruptcy
Code, observed, “[o]ne of the essential features of any bankruptcy
law is the inclusion of provisions designed to invalidate secret
transfers made by the bankrupt prior to the date of the filing of
petition.””  Although the Bankruptcy Code has been through

" Seel1US.C.§ 544(a) (1) (2000).

" Id. §§ 541, 551.

" It was needed, Congress indicated, “to prevent the evil of secret liens.” 61 CONG. REC.
2275 (1910).

" SeeH.R. REP. NO. 61-511, at 6-7 (1910).

™M 9201 US. 344, 352 (1906). The Court reasoned in York Manufactun'ng that because the
bankruptcy trustee “stands simply in the shoes of the bankrupt. .. he has no greater right
than the bankrupt.” 14, Having no greater rights in machinery that was conditionally
assigned to the “unperfected” seller in that case, the trustee was unable to recover the
property for the benefit of the debtor’s other creditors. Id. at 353,

" ActofJune 25,1910, ch, 412 § 8, 36 Star, 838, 840.

" 61 CONG. REC, 2271,

""" See Commission on the Bankruptcy Laws of the United States, H.R. Rep. No. 93-137, at
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several major revisions since the early part of the twentieth century,
the strong-arm power remains essentially intact and is today found
in § 544(a) (1).""

If deterring the creation of secret interests in a debtor’s
property was the purpose of the strong-arm power, one might think
that merely technical failures in notice, which did not meaningfully
impair the quality of the notice actually given, would not expose the
transaction to avoidance. That is, to the extent notice was actually
given, the transaction should be good against the bankruptcy trustee
because the transaction was no longer “secret.”

That, however, is not the way avoidance law developed. Case
law under the strong-arm power is replete with instances of secured
parties losing their security interests for reasons that appear, in
retrospect, to have been nit-picky, at best, and capricious, at worst."
Initially, it was thought these injustices could be attributed to the
arcane statutes that governed secured transactions prior to general
enactment of the UCC."™ The great formalities that attended pre-
Code law created ample opportunities for aggressive trustee’s
counsel.”” Even under the UCC, trustee’s counsel has been able to

18 (1973).

S 11 U.S.C. § 544(a) (1) (2000). Section 544(a)(3) gives the bankruptcy trustee the
rights and powers of “a bona fide purchaser of real property ... from the debtor, against
whom applicable law permits such transfer to be perfected.” Id. § 544(a)(3). This section
differs from § 544(a) (1) in several respects, including that it implies in law that the trustee has
the rights of a “bona fide purchaser.” Ordinarily, lien creditors (i.e., the bankruptcy trustee
under § 544(a)(1)) are not “bona fide purchasers.” See, eg., U.C.C. §1-201(32) (2003)
(defining “purchase” to exclude “involuntary” conveyances such as those involving lien
creditors).

' See Lipson, Information Technologies, supra note 101; James J. White, Revising Article 9 to
Reduce Wasteful Litigation, 26 LOYOLA L.A. L. Rev, 823, 837-38 (1993) [hereinafter White,
Wasteful Litigation].

'™ See Coogan, supra note 8, at 319 (“The secured party has had a rough time with the
filing systems of pre-Code chattel security law. Decision after decision, to say nothing of the
statutes themselves, has disregarded the real function of a filing or recording system-namely,
to give notice to other creditors of the actual or possible existence of security interests in
property which appears to be owned by the debtor.”). See generally David Gray Carlson, Debt
Collection as Rent Seeking, 79 MINN. L. REV. 817, 834 (1995) [hereinafter Carlson, Debt Collection]
(“It cannot be denied . .. that debtor’s counsel and bankruptcy judges exalt in hanging a
secured creditor out to dry for the most inconsequential mistakes.”).

" Some of the older cases are collected by Coogan, supra note 8, at 291 n.5 (citing
Amberson Inv. Corp. v. Fitzgerald, 266 F.2d 767 (10th Cir. 1959) (recorded mortgage failed to
recite maturity date of secured note); In re Urban, 136 F.2d 296 (7th Cir. 1943) (absence of
affidavit); In re Int’l Harvester Co., 9 F.2d 299 (6th Cir. 1925) (copy of affidavit insufficient);
In 7e Prod. Aids Co., 193 F. Supp. 180, 185 (S.D. Iowa 1961) (failure to indicate corporate
authority to sign); In re Leven, 42 F. Supp. 484 (D. Md. 1941) (failure of affiant to disclose
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exploit seemingly innocuous footfaults in the notice given. Mistakes
in the debtor’s name,™ descriptions of collateral,' or the place of
filing™ have all been used against the secured party.

It is not clear how these uses of the strong-arm power support
the informational goals of notice filing. If, as may well have been
true in many of these cases, the community of creditors knew or had
reason to know the debtor’s property was encumbered, it is not
clear that a minor error in the debtor’s name or collateral
description created a secret lien, perpetrated a fraud, or otherwise
violated norms of the applicable merchant community. It may be
that the strong-arm power is a necessary evil, exerting in terrorem
force over creditors, compelling them—as the Clow court
suggested—to “leave nothing unperformed, within the compass of
their power, to secure third persons from the consequences of the
apparent ownership of the vendor.”* But simply asking lenders to
do more does not necessarily assure that anyone else will have a
meaningful understanding of what the debtor does or does not
have.

At bottom, it would appear notice filing systems developed at
least in part as proxy for the information that would otherwise have
been readily available in simpler, community-based information
systems (e.g., systems that recognized only possessory liens).
Information-forcing systems such as the UCC-1 were a response to

agency status); In re Holley, 25 F.2d 979 (N.D. Iowa 1928) (failure to disclose title of
subscribing notary); Nordman v. Rau, 119 Pac. 351 (Kan. 1911) (purchaser not bound by
knowledge of faulty mortgage); Sickinger v. Zimel, 77 A.2d 905 (NJ. 1951) (false recital of
consideration)). See alsoR.I. Hosp. Nat’l Bank v. Larson, 79 A.2d 182 (Conn. 1951) (failing to
specify day when monthly payments were due).

" See, e.g., In re Tyler, 23 B.R. 806 (Bankr. S.D. Fla. 1982) (filing against “Tri-Molded
Plastics, Inc.” ineffective where debtor’s name is “Tri-Moulded Plastics, Inc.”); ITT
Commercial Fin. v. Bank of the W., 166 F.3d 295 (Tex. 1999) (filing against “Compucentro,
USA, Inc.” ineffective where debtor’s name is “Compu-Centro, USA, Inc.”).

™ In re KL. Smith Enters., Ltd., 2 B.R. 280 (Bankr. D. Colo. 1980) (laying hens were
“livestock,” not “equipment” or “inventory”); see In re Northeast Chick Serv., Inc., 43 B.R. 326
(Bankr. D. Mass. 1984) (finding chickens were “farm products,” not “inventory”).

"™ Perhaps the leading candidate here is I e Peregrine Entertainment, Ltd., 116 B.R. 194
(Bankr. C.D. Cal. 1990), which held that, even though the secured party filed effective UCC-1
financing statements, its security interest in the debtor’s library of copyrighted films and the
proceeds from those films (royalties) was not perfected because it was not recorded in the
Copyright Office. See Lipson, Information Technologies, supra note 101, at 1071 (lamenting
unfairness of apparent arbitrariness of perfection rules as applied to information technology
collateral). -

' Clow v. Woods, 5 Serg. & Rawle 275, 281 (Pa. 1819).
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certain types of community transgressions—those that involved
secret interests in property. The strong-arm power may then be
seen as a blunt information-generating tool, more troublesome for
its over- and under-inclusiveness than for its basic goals. It is,
however, our response to the fact that, in a world with increasingly
complex and fragmented community structures—or none at all—
“creditors need to verify their claims.”*

C. Modern Systems: Private Credit Reporting and Contract

There is something vaguely quaint about a system that purports
to establish information about nONpOossessory interests in personal
property through the filing of slips of paper in the offices of various
public officials (e.g., secretaries of state).””  Indeed, the
implausibility of such a system forms the basis for one of the
arguments against the continued use of the notice filing system.”
There are undoubtedly those who view the financing statement
system as little better than the posted sign under the Factors’ Lien
Act.

The truth is that we have a poor understanding of the purpose
that notice filing currently serves. It is tempting to view notice filing
as vestigial, however, because we know the information that is likely
to be most important to a community of creditors will derive from
either or both of two “private” sources: (i) information
intermediaries, like Dun & Bradstreet, who provide analyses of
companies as to such matters as timeliness of payment, credit
history, and so on™ and/or (ii) contract and due diligence.

' Alces, supra note 3, at 680; see Peter A. Alces & Robert M. Lloyd, An Agenda for Reform
of the Article 9 Filing System, 44 OKLA. L. REv. 99 (1991) (noting the UCC-] system is “the very
foundation of the personal property security law in the United States”) (footnote omitted).

' Of course, Article 9 is “medium neutral” in certain respects and permits the electronic
filing of financing statements. See U.C.C. §§ 9-516(a) (discussing rules for effective
“communicaticn” of financing statements); 9-102(a)(18) (C) (defining “communicate” to
include electronic transmission, if permitted by filing office rules); 9-102 ecmt. 9.a. (discussing
medium neutrality and electronic notice filing).

" These and other objections were gathered in a Minnesota Law Review symposium cited
supra at note 6 and discussed infra in Part IIL.B.

" In its own words:

D&B manages the world’s most valuable commercial database with information
on 83 million companies. Business information is gathered in 214 countries, in 95
languages or dialects, covering 181 monetary currencies. The database is refreshed
one million times a day as part of our commitment to provide accurate,
comprehensive information for our more than 150,000 customers.
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Consider first the information intermediaries. Firms like Dun
& Bradstreet provide enormous databases of information, including
credit information about thousands of businesses, which is available
to potential creditors or litigants for a price.” One might think
these systems would be of greater value to the community of likely
creditors than the filed financing statement, which is, at best, only
suggestive of the existence of nonpossessory property interests. This
is consistent with Professor -Lynn LoPucki’s view that unsecured
creditors often “cash-flow” surf and gather information about their
debtors through a variety of private and informal channels.™
According to LoPucki,

if the debtor does not seasonably pay its unsecured creditors, that fact
will be transmitted through credit reporting and other information
channels to the debtor’s secured creditors, employees, suppliers,
customers and other trading partners. If the reports get bad enough,
others will refuse to deal and the debtor will be unable to remain in
business. In this conception, unsecured debt is likely to be short term
and restricted to amounts that are small in relation to the creditor’s
portfolio. The unsecured creditor monitors the debtor through
credit reports and other sources of information and evaluates the risk
that the business will be discontinued.'”

Yet, one component of Dun & Bradstreet and other similar
analyses is an assessment of publicly recorded interests in the
debtor’s property, such as UCGC-1 financing statements and
judgment liens.” Other services appear to look to similar types of

Dun & Bradstreet, Company Information, at http://www.dnb.com/us/about/media/
dnbcompanyinformation.html (last visited Apr. 11, 2005).

Information intermediaries are distinct in certain respects from the credit rating
agencies, like Moody’s and Standard & Poors—known technically as “nationally recognized
statistical rating organizations”—because they tend to cover smaller companies who do not
issue public securities. For a general discussion of the rating agencies, see, e.g., Schwarcz,
Complexity, supra note 16. See generally Claire A. Hill, Rating Agencies Behaving Badly: The Case of
Enron, 35 CONN. L. REV. 1145, 1146 (2003) (“Rating agencies rate companies and debt
securities. They are critically important players in the capital markets.”); Claire A. Hill,
Regulating the Rating Agencies, 82 WasH. U. L.Q. 43 (2004).

™ SeeDun & Bradstreet, D & B Products and Services, at http://www.dnb.com/US/dbpro
ducts/product_overview/index.html (last visited Apr. 11, 2005).

™ See Lynn M. LoPucki, The Unsecured Creditor’s Bargain, 80 VA. L. REV. 1887 (1994)
[hereinafter LoPucki, Creditor’s Bargain].

" Id. at 1941 (footnotes omitted).
As of January 2005, for example, Dun & Bradstreet’s “information file inventory”
housed 135,456,457 public records, including liens, at http://www.dnb.com/us/about/
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information.”™ Perhaps the most explicit user of UCC financing
statement information is Experian, which includes a “UCC Profile”
in a company’s report and lists up to ten of the most recent UCC
filings (i.e., original filings, amendments, and/or terminations) with
the most recent displayed first. ™ This suggests that even if creditors
themselves do not look directly to the filed financing statement, the
information intermediaries on whom they may rely do.

There appears to be a growing tendency to rely on these private
information systems as proxy for information about property, even if
that is not their principal function. In In re Communication Dynamics,
Inc., for example, the Bankruptcy Court for the District of Delaware
concluded that the review of a Dun & Bradstreet report was
sufficient “notification” of the assignment of a claim to defeat a
right of setoff, as provided in UCC § 9-404(a), which limits an
account debtor’s right to setoff against an account if the debtor (i.e.,
the account debtor’s creditor) has assigned the account, and the
account debtor has notice of it The account debtor in
Communication Dynamics was deemed to have notice of the
assignment of its account because a credit officer for the account
debtor had obtained a Dun & Bradstreet report about the debtor
indicating that a secured party had a lien on the debtor’s accounts
receivable.”’

db_database/dnbinfoquality.html.
™ See, eg, InfoSource USA, About Our Data, at http://listinfousa.com/cgi-
bin/abicgi/abicgi.pl?S5351 1741409690=bas_session&bas_elements=4&bas_vendor=190000&b
a.s_type=LC&bas_page=6999&:bas_action=AboutOurData (analyzing “secretary of state”
information with respect to 14 million businesses it covers) (last visited Mar. 4, 2005).
S See Experian, Sample Business Profile, at http:/ /www.experian.com/ business/
page5.html (last visited Mar. 4, 2005).
%300 B.R. 220, 225 (Bankr. D. Del. 2003).
" The court explained:
[Account debtor] T & B argues that it did not receive an authenticated notice
because third party private information providers, such as [Dun & Bradstreet], are
not substitutes for the affirmative acts of signing or executing required of the
assignee/assignor. The Debtor responds that a writing transmitted directly from a
debtor or a secured party to an account debtor is not required to satisfy the
authentication requirement of the statute. . . . Using this analysis, we conclude that
the delivery of the [Dun & Bradstreet] reportto T & B, which included a statement
that the Lenders had a lien in all accounts receivable, meets this requirement.
Such reports are often relied upon by parties in determining whether such liens
exist. In fact, Mr. Burks testified that T & B does rely on [Dun & Bradstreet]’s
comprehensive reports for information about its customers. Therefore, we
conclude that, having received authenticated notice of the Lenders’ liens on May 1,
2002, T & B's right to setoff does not have priority over the Lenders’ liens under



454 EMORY BANKRUPTCY DEVELOPMENTS JOURNAL [Vol. 21

Notice filing may provide part of the informational foundation
on which these systems are built because all creditors may rely on
them indirectly for information about credit decisions. Professor
Mann’s work tends to confirm this, indicating information
asymmetries are often managed in the commercial world through a
variety of—mostly informal—verification systems, including the use
of private information intermediaries.'” Thus, even if most
unsecured creditors do not directly rely on the public record, the
services upon which they rely for this information apparently do.

The same may be true of the role that contract and due
diligence play in determining nonpossessory property interests. As
noted supra, Baird and Jackson believe the financing statement
should—and perhaps does—exist to allow secured parties to “stake
claims” in a debtor’s property.”™ A corollary to this would be that
the system provides information about property that is relevant
largely, and perhaps only, to this audience. Yet they—or at least
Baird—appear to believe that this information will be less important

section 9404 of the UCC.

Id. at 224-25. 1 note parenthetically that the C ication Dy ics opinion would appear to
have erred in its interpretation of UCGC § 9-404(a)(1). That section provides that the rights of
an assignee (e.g., a secured party) are “subject to... any other defense or claim of the
account debtor against the assignor [debtor] which accrues before the account debtor
receives a notification of the assignment authenticated by the assignor or the assignee.” While
the C ication Dy ics court discussed the meaning of the term “authentication,” 300
B.R. at 225, it failed to recognize that a D & B report is not authenticated by the debtor. The
mistake may have been in the court’s assumption that financing statements are signed by
debtors. See id. (“[W]e do not go so far as T & B in concluding that [UCC § 9-404(a)] means
actual delivery of a signed copy of the financing statement....”). Despite this obvious
mistake, the court ultimately came to the correct result, recognizing that the account debtor
retained a right of recoupment under UCC §9-404(a)(l) because it received no
authenticated notification from the debtor.

"™ See, e.g,, Ronald J. Mann, Strategy and Force in the Liquidation of Secured Debt, 96 MICH. L.
REv. 159 (1997); Ronald J. Mann, Verification Institutions in Financing Transactions, 87 GEO. L,J.
2225 (1999) [hereinafter Mann, Verification].

" Baird & Jackson, Uncertainty, supra note 23, at 312,

As Baird states,
a secured creditor relies on particular assets of the debtor. He needs to know
whether a particular piece of property is encumbered. If the property securing his
debt is or might become encumbered, the creditor cannot consider the loan
secured. The information that the Code provides secured creditors in its filing
system is exactly tailored to their needs to know whether any claim they make to a
particular asset will have priority over any other. The filing system is in effect a
place where secured creditors stake claims to the debtor’s property.

Baird, Ostensible Oumership, supra note 23, at 62 (footnote omitted).
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than other aspects of the credit decision." Rather, sophisticated
creditors will make informational assessments by conducting “due
diligence,” whereby the debtor consensually shares information with
the potential creditor. The lien search will confirm or deny the
findings of due diligence.

It would be tempting to conclude that these private methods of
learning about nonpossessory interests in property should wholly
displace the notice filing system. Like possession and sign posting
in older times, the claim would be that notice filing should give way
to new and allegedly superior methods of distributing information
about property. Yet doing so causes us to forget that notice filing
developed as a proxy for community-based information (e.g., open,
notorious, and peaceful possession) and would appear to remain an
important, if indirect, component of modern information-
generation methods. Part II describes three sets of transactions
which would appear to display this sort of amnesia.

II. THE END OF NOTICE FILING: THREE SECRET LIENS

Neither the UCC nor any other legislative development wholly
eliminates notice filing under all circumstances. Even the recent
revisions to Article 9 of the UCC preserved, and in certain respects
improved, the notice filing system to the extent it still applies. Yet,
as a statutory matter, notice filing will have neither role nor effect in
transactions involving increasingly important collateral, such as
data, intellectual property, and bank and securities accounts.
Moreover, securitization “facilitation” statutes have the potential to
render notice filing entirely optional. With notice filing thus
impaired, secret liens can, and perhaps should, flourish. This

W Baird makes two interesting, but unsupported, empirical claims about the role of
information in secured lending. First, he argues, “many creditors know before they even meet
their debtor that they will lend, if at all, on either a secured or unsecured basis.” Id. at 66.
Second, he argues,

the usefulness of the information in the filing system does not derive from what it
tells creditors who are just entering negotiations. At the early stages, creditors can
rely on what their debtor tells them.... A lawyer usually does not even have the
files checked until the deal is fairly far along, far enough, at any rate, for the
decision to have been made whether the loan will be secured.”
Id. Either or both claims may be true—although I have my doubts—but no effort is made to
substantiate them.



456 EMORY BANKRUPTCY DEVELOPMENTS JOURNAL [Vol. 21

section summarizes how recent legislative developments tolerate, if
not promote, the creation of secret liens.

A.  Security Interests in Data and Intellectual Property: Rules on Proceeds
and Continuity of Interest

A shallow reading of Article 9 of the UCC might lead to the
conclusion that secret liens will be a rarity. UCC § 9-310(a) provides
that perfection of a security interest presumptively requires the
filing of a financing statement.'"® UCC § 9-310(b) (9), however,
contains an important exception for security interests in “proceeds.”
Because revised Article 9 has greatly expanded the definition of
proceeds,'* its rules will often unwittingly create secret liens on data
and intellectual property.'

There are at least three ways that a “proceeds” security interest
might create secret liens. First, revised § 9-102(a) (64) (A) defines
proceeds as including, among other things, “whatever is acquired
upon the .. . license . . . of collateral.” This means that licenses of
data or intellectual property, for example, should be “proceeds” of
the original collateral, which may or may not have been data or
intellectual property itself.* Second, UCC § 9-102(a) (64) (A)
provides that the secured party may pursue proceeds in the hands of
parties other than the debtor.”” This means that, unless a license is
“ordinary course,” which is broadly nonexclusive, the security

" U.C.C. §9810(a) (2003) (“Except as otherwise provided in subsection (b) and
Section 9-312(b), a financing statement must be filed to perfect all security interests . . . .”).

' Comment 13 to § 9-102 explains that “[t]he revised definition of ‘proceeds’ expands the
definition beyond that contained in former Section 9-306.”

"™ See generally Lipson, Remote Control, supra note 101 (discussing effect of rules on
proceeds and continuity of interest on intellectual property and data).

" U.C.C.§9102(a) (64) (A).

"e Compare In 1e Transp. Design & Tech., Inc., 48 B.R. 635, 640 (Bankr. S.D. Cal. 1985)
(declining to treat patent as proceeds of patent application under former Article 9), with Lipson,
Information Technologies, supra note 101, at 113536 {questioning continued viability of Transportation
Design rule in light of revised Article 9).

" Courts applying former Article 9 had come to this conclusion. Se, eg, Centerre Bank, NA.
v. New Holland Div. of Sperry Corp., 832 F.2d 1415 (7th Cir. 1987); In re Guaranteed Muffler Supply
Co., 1 B.R. 324 (Bankr. N.D. Ga. 1979); E. Idaho Prod. Credit Ass'n v. Idaho Gem, Inc., 842 P.2d 282
(Idaho 1992); First State Bank v. Clark, 635 N.W.2d 29 (Iowa 2001). There was, however, a split of
authority on the issue. See First State Bank, 635 N.W.2d at 30 (discussing split). The Official Comment
now emphasizes the point: “This Article contains no requirement that property be ‘received’ by the
debtor for the property to qualify as proceeds.” U.C.C. § 9-102 cmt. 13(d).
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interest continues in both the original collateral and the proceeds,
even as to third party licensees, sub-licensees, and so on."

Third, UCC § 9-102(a) (64) (C) provides that proceeds include
“rights arising out of collateral.” This cryptic phrase is not
explained in the Official Comments to this section. It may,
however, be quite expansive and pick up all kinds of rights
associated with original collateral, including intangible rights in
technologies and data associated with original collateral.” I have
argued elsewhere that if we take the statute seriously, this should
mean that customer data is the proceeds of inventory, a patent is the
proceeds of a trade secret, and a derivative work is the proceeds of a
copyright.”” In all cases, the later informational rights “arise out of”
the earlier rights.

Putting perfection to one side for a moment, this is one reason
security interests in data and intellectual property will subsist
secretly. It is highly unlikely a debtor granting a security interest in
one copyright, for example, understands that it is, as a matter of law,
also granting a security interest in all derivative works it later
produces. Similarly, and perhaps more importantly, it is unlikely a
licensee of the derivative work, which also enjoys copyright
protection, understands that it may be acquiring its interest
encumbered by prior security interests.

The rules on the perfection of security interests in proceeds are
complex, but the basic idea is that the security interest in proceeds
will be perfected if the security interest in the original collateral was
perfected™ and any of three things is true: (i) The financing
statement that was filed to cover the original collateral does, or
could, cover the proceeds; (ii) the proceeds are cash or cash

¥ Article 9 provides that, as a general matter, security interests continue in collateral
notwithstanding sale, exchange or other disposition. U.C.C. § 9-315(a)(1). Security interests
will be cut off, however, if such a transaction is in “ordinary course.” Id. §§ 9-320 (ordinary
course disposition of goods), 9-321 (ordinary course license of general intangibles). A license
will only be “ordinary course” if, among other things, it is “non-exclusive” and in the ordinary
course of the licensor’s business. See id. § 9-321(a). See generally Lipson, Remote Control, supra
note 101 (discussing continuity of interest rules).

¥ U.C.C. §9102(a)(64)(C).

1% See Lipson, Information Technologies, supranote 101, at 1132-38.

1 Jd. The Copyright Act defines a “derivative work” as “a work based upon one or more
preexisting works, such as a translation . . . art reproduction, abridgment, condensation, or
any other form in which a work may be recast, transformed, or adapted.” 17 US.C. § 101
(2000).

¥ U.C.C. § 9-315(c).
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equivalents;” or (iii) the security interest in the proceeds becomes
perfected in some other way.”™ It will be fairly easy to satisfy at least
one of these requirements, especially when the collateral is data or
intellectual property.'” But satisfying these requirements does not
necessarily mean that creditors are likely to know anything about
the proceeds security interest.

Consider an example. Assume that D is an internet retailer of
toys. D finances its inventory with money borrowed from SP. SP
takes a security interest in D’s inventory, which SP perfects by filing a
financing statement indicating a security interest in “inventory.”
Assume further, as is often the case, that when D sells toys in the
ordinary course, it collects spending, demographic and similar
information about its customers. Finally, assume that D sells or
licenses its list of customer information to a data aggregator, B/L.

Presumably, B/L would believe it was acquiring its interest in
this customer data free of the property claims of others. Even if B/L
was highly diligent and conducted a lien search, it would only find a
financing statement describing a security interest in “inventory,” not
“data” or “general intangibles”—the UCC label most likely to cover
customer data.” But SP would have a perfected security interest in

*  Known technically as “cash proceeds,” which are defined as “proceeds that are money,

checks, deposit accounts, or the like.” Id. § 9-102(a) (9).
" Id. § 9-315(d).

Usually, it will be satisfied by the first alternative because data and intellectual
property are general intangibles in which a security interest could be perfected by the filing of
a financing statement. See id. §§ 9-310(a), 9-315(d) (1). This assumes that Article 9 applies at
all. Article 9 defers entirely to other preemptive law (e.g., the federal law of copyrights) “to
the extent that. .. a statute, regulation or treaty of the United States preempts [it].” Id. § 9-
109(c)(1). It appears also to defer to the notice rules created by other legal systems if they
make it possible for a secured party to obtain priority over a lien creditor by recording the
security interest in the other system. Id. §§ 9-810(b)(3), 9-311(a)(1).

What this means for species of intellectual property subject to varying federal rules is a
complex question. In the case of copyrights, for example, it was until recently thought the
Copyright Act was wholly (or at least largely) preemptive of all of Article 9. See Lipson,
Information Technologies, supra note 101, at 1107-14 (discussing Nat'l Peregrine, Inc. v. Capitol
Fed. Sav. & Loan Ass'n of Denver (In re Peregrine Entm’t, Ltd.), 116 B.R. 194 (C.D. Cal
1990)). More recent case law, however, suggests the Copyright Act will have preemptive effect
only if the underlying copyright was registered with the Copyright Office. See Aerocon Eng'g
v. Silicon Valley Bank (In re World Auxiliary Power Co.), 303 F.3d 1120 (9th Cir. 2002). As
discussed infra, if this more recent case law survives, it means that it will be much easier to
perfect a security interest in copyrights under Article 9, even if they would be undiscoverable
by virtue of Article 9’s perfection rules.

¥ See U.C.C. § 9-102(a) (42) (defining general intangibles); see also Lipson, Information
Technologies, supra note 101, at 1122-32 (discussing data as general intangibles under the
UCC).
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this data because the data is proceeds of the debtor’s inventory, and
there is no “good faith purchaser” rule that would apply to cut off
SP’s security interest.” Thus, if B/L sold or licensed this list to
others—even with D’s permission—the party that acquired the data
from B/L, B/L2, would take the data subject to the same
encumbrance. In this instance, it is virtually inconceivable that B/L2
would be able to discover SP’s security interest, assuming B/L2 even
thought to look for it. Itis not clear how the UCC-1 filed by SPas to
D would put B/L or B/L2 on notice of anything. A clean record with
regards to B/L2 would be false—SF's secret lien would apparently
survive and be enforceable against B/L2.

The full magnitude of this problem is difficult to gauge. In
theory, of course, it should mean that most data in the computers of
most businesses is encumbered in ways, and by parties, not
anticipated by the owners or users of the data. That said, should SP
actually show up and claim the right to freeze or seize B/L2's
computer, B/L2 should be expected to marshal a host of arguments,
including that the data is not “property” capable of being
encumbered under Article 9. This argument seems a bit
counterintuitive because B/L2 probably treats the data as it would
treat its other valuable property. In any case, the jury is out on the
question of whether data is property for these purposes.'”

A better argument might be one of impossibility. SP may have a
security interest in the data, but B/L2 would object, so too would a
large number of unnamed, unidentified secured parties whose
proceeds security interests all arose in more or less the same way.
The statutory expression of this position would simply follow § 9-
815(a)(2), which provides that the proceeds security interest
continues only to the extent that it is “identifiable.”” A more

5 S U.C.C. § 9-821. This section provides that a “licensee in ordinary course of
business takes its rights under a nonexclusive license free of a security interest in the general
intangible created by the licensor, even if the security interest is perfected and the licensee
Kknows of its existence.” A “licensee in ordinary course of business” is defined as “a person that
becomes a licensee of a general intangible in good faith, without knowledge that the license
violates the rights of another person in the general intangible, and in the ordinary course
from a person in the business of licensing general intangibles of that kind.” Id. § 9-321(a); see
Lipson, Information Technologies, supra note 101, at 1101.

¥ See Lipson, Remote Control, supra note 101, at 1350-56.

" See Edward J. Janger, Muddy Property: Generating and Protecting Information Privacy Norms
in Bankruptcy, 44 WM. & MARYL. REv. 1801, 1840 (2003) (discussing property rights treatment
of data).

®  JCC §9-815(a)(2) provides that a security interest continues in “identifiable”
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theoretical approach would rest on the observation that the
proliferation of security interests would create a sort of “anti-
commons,” infecting data like a regenerating computer virus.' In
either case, however, SP has significant potential leverage over a
party with whom it has not dealt, B/L2, whose reasonable
expectations surely would be defeated on these facts. Indeed, to the
extent this is a problem of contract, it is unclear that SP could ever
contract in a way to protect its expectations from this sort of
problem. It would have to search too far back in too many chains to
discover SP.

What if the problem involved intellectual property rather than
data? Assume, for example, that D developed a data management
software program which it licensed to B/L. Assume further that D’s
security agreement with SP includes general intangibles, the
category that would most likely describe intellectual property. The
software would be subject to the Copyright Act which would, for
certain purposes, preempt Article 9. Until recently, there was
some reason to believe the Copyright Act preempted all of the
Article 9 rules on the perfection of security interests.'” If so, B/L
might have argued that unless the security interest was actually
recorded in the United States Copyright Office, the security interest
would have been unperfected. If unperfected (because
undiscoverable in the copyright records), then presumably B/L’s
rights would have had priority over SPunder most circumstances.'®

Recent case law, however, suggests that preemption will no
longer protect the B/Ls of the world if the underlying copyright is
not registered.” In In re World Auxiliary Power, the debtor granted

proceeds without providing a definition of the term “identifiable.” Although Article 9
provides no definition of “identifiable,” it does state that non-goods proceeds (e.g., data)
would be identifiable “to the extent that the secured party identifies the proceeds by a
method of tracing, including applicable equitable principles, that is permitted under law
other than this article with respect to commingied property of the type involved.” U.C.C. § -
315(b)(2).

¥ See Lipson, Remote Control, supra note 101, at 1410-11 (citing Michael A. Heller, The
Tragedy of the Anticommons: Property in the Transition Jrom Marx to Markets, 111 HARv. L. REv. 621
(1998)).

' SeeLipson, Information Technologies, supranote 101, at 1107.
1d. at 1107-14 (discussing the preemptive force of the Copyright Act).
UCC §9-817(d) provides that a licensee or buyer of general intangibles (i.e.,
intellectual property) “takes free of a security interest if the licensee or buyer gives value
without knowledge of the security interest and before it is perfected.”

" Ses, e.g., In re World Auxiliary Power Co., 303 F.3d 1120 (9th Gir. 2002).
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security interests in certain unregistered copyrights.”” The bank
filed UCC-1 financing statements as required by the UCC, but did
not record the security interest with the Copyright Office."” The
debtor’s bankruptcy trustee attempted to sell the copyrights free of
the bank’s security interest, but the bankruptcy court sustained the
bank’s objections, finding the bank perfected its security interest in
unregistered copyrights by filing and recording its security interest
in accordance with Article 9 of the UCC."” The Ninth Circuit
affirmed and held that federal copyright law does not preempt state
law with respect to perfection and priority of security interests in
unregistered copyrights.'”  “There is no reason to infer from
Congress’s silence as to unregistered copyrights,” the court wrote,
“an intent to make such copyrights useless as collateral by
preempting state law but not providing any federal priority scheme
for unregistered copyrights. That would amount to a presumption
in favor of federal preemption, but we are required to presume just
the opposite.””

Recording copyrights and registering security interests in them
according to the scheme established by the Copyright Act would
undoubtedly be a cumbersome, expensive, and time-consuming
proposition, one which I certainly have not advocated.”
Nevertheless, it is important to see that whenever a security interest
arises in a copyright, it will automatically arise in a license of that
copyright. In re World Auxiliary Power makes it easier to perfect the
security interest in both the original copyright and the license
without actually giving meaningful notice, at least vis-a-vis remote
parties. If the license is not ordinary course, the security interest
will continue and the licensee may have no idea that it is taking its
license subject to the prior interest of the licensor’s secured party.
As with data, the problem grows as intellectual property is
sublicensed and subdivided, moving further and further away from
the parties that initially created the encumbrance.  While
sublicensees may take subject to the security interest, it will, as it is
with all secret liens, be difficult to discover ex ante.

% Jd. at1123.

167 Id.

% Id at1124.

¥ Id. at 1132.

Id. at 1131 (citations omitted).

See Lipson, Information Technologies, supra note 101, at 1107-14.
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The bottom line is that whole categories of increasingly
important informational assets may be encumbered by secret liens.
It should be noted that revised Article 9 is not entirely responsible
for this state of affairs. Even prior iterations, which might have
required notice more of the time, tolerated remote proceeds
security interests, which effectively create secret liens.'” Rather, the
problems arise from expanding the definition of proceeds at
precisely the wrong moment—when the universe of potential
proceeds has expanded to include assets that happen to be highly
mobile and mutable, such as data and intellectual property.
Together these developments ensure a much larger universe of
secret liens than we would intuitively expect commercial finance law
to tolerate.

B. Control Security Interests

A second source of secret liens will arise by virtue of new rules
concerning the creation of “control” security interests in bank and
brokerage accounts. One of revised Article 9’s major changes from
prior law involves the use of control as a means of creating and
perfecting a security interest. Generally speaking, a secured party
will have control of certain types of collateral—deposit accounts,
investment property, electronic chattel paper, or letter-of-credit
rights"—if the secured party has the right to dispose of the
property in question. Because control arises solely by contract or
operation of law, notice filing is either not required or not
permitted.'™

Although the statute does not make this distinction, there
would appear to be two different kinds of control: bilateral and
trilateral. Bilateral control involves two parties, such as a bank and a
depositor/borrower. UCC § 9-104 automatically gives the secured
party that is also a debtor’s depositary bank a security interest in the

172

Professor LoPucki catalogued ways that a debtor so inclined could fool creditors by
secretly encumbering property while still complying with the prior (more notice friendly)
version of Article 9. See Lynn M. LoPucki, Computerization of the Article 9 Filing System: Thoughts
on Building the Electronic Highway, 55 LAW & CONTEMP. PROBS. 5,79 (1992).

™ U.C.C. §§ 9106, 9-104, 9-105, 9-107, 9-314(a) (2003).

"™ As to deposit accounts, filing was apparently considered and rejected early in the
process of revising Article 9. See Bruce A. Markell, From Property to Contract and Back: An
Examination of Deposit Accounts and Revised Article 9, 74 CHIKENT. L. REV. 963, 983 (1999)
(citing PERMANENT EDITORIAL BOARD FOR THE UNIFORM COMMERCIAL CoDE, PEB STUDY GROUP
UNIFORM COMMERCIAL CODE ARTICIE 9: REPORT 70 (1992)).
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account in question. Because security interests in deposit accounts
as original collateral, not proceeds, may only be perfected by
control,'” the bank need not give notice of its security interest in the
bank account.

Bilateral control has much in common with the right of setoff.
Setoff says that a creditor may apply amounts it owes to a debtor to
reduce the debtor’s obligation to the creditor.” The classic
examples involve bank accounts held at banks that also made loans
to the borrower. Because a deposit account is simply a debt the
bank owes the depositor, setoff permits the bank to apply the
amount credited to the account—meaning owing to the debtor—
against any amounts the debtor owes the creditor—meaning the
loan the debtor is obligated to pay the secured party. Although the
UCC does not generally govern the right of setoff, the right has
often been characterized as a kind of equitable security interest."”

Bilateral control is distinct from trilateral control. Trilateral
control occurs where the secured party is not also the entity that
maintains the account. For example, a secured party has control of
a deposit account if the depositary bank enters into an agreement—
known as a control agreement—with the secured party that the
depositary bank will comply with instructions from the secured party
as to the funds in the deposit account, without further consent from
the debtor.'” As with bilateral control, trilateral control arises
strictly by contract. Notice filing is neither permitted nor effective.

™ U.C.C.§9-312(b)(1).

' See In re Communication Dynamics, Inc., 300 B.R. 220 (Bankr. D. Del. 2003).

" See id. at 223 (“In essence, the right of setoff ‘elevates an unsecured claim to secured
status, to the extent that the debtor has a mutual, pre-petition claim against the creditor.’”)
(quoting Univ. Med. Ctr. v. Sullivan (In 7 Univ. Med. Ctr.), 973 F.2d 1065, 1079 (3d Cir.
1992)).

Former UCC § 9-104 declared the article to be inapplicable to any right of setoff.
However, rights of setoff are now expressly recognized currently at UCC §§ 9-306(d) (i) and 9-
318(1) (2003). Whether a creditor seeking to assert a right of setoff must abide by Article 9's
notice filing rules is unclear. In In re Apex Oil Co., the court observed that “[w]hile we agree . .
. that a bank or other creditor need not comply with Article 9 and its filing requirements to
exercise its right to setoff, we do believe that Article 9 governs the priority between that right
to setoff and a perfected security interest.” 975 F.2d 1365, 1367-68 (8th Cir. 1992), affd, Apex
Qil Co. v. Artoc Bank & Trust Ltd., 265 B.R. 144 (B.A.P. 8th Cir. 2001). That said, courts have
also held a secured party that filed a financing statement will have priority over a bank
asserting a later right of setoff. See, e.g., Insley Mfg. Corp. v. Draper Bank & Trust, 717 P.2d
1341 (Utah 1986).

" U.C.C. § 9-104(a) (2).
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Control is justified as a method of perfection as to deposit
accounts, investment property, and so forth because there is
assumed to be a kind of community knowledge about the kinds of
property in which a security interest may be perfected by control.
“No other form of... notice is necessary” to perfect a security
interest in a deposit account, the Official Comment tells us, because
“all actual and potential creditors of the debtor are always on notice
that the bank with which the debtor’s deposit account is maintained
may assert a claim against the deposit account.”” Permitting
perfection of a security interest by control therefore represents “a
pragmatic judgment” by the drafters of revised Article 9 that these
security interests are, in important respects, “public and
unambiguous.”

Where there is “general knowledge” in an industry that certain
kinds of property may be held subject to certain kinds of
noncustodial claims (e.g., brokers always hold securities subject to
the claims of other broker-dealers or lending institutions), it may be
appropriate to dispense with public notice filing.  The
“community” of banks and brokers knows or assumes that debtors’
deposit and brokerage accounts are likely to be encumbered,
therefore they could not possibly rely to their detriment on a
“clean” lien search. There is presumed to be no “secret” because
“everyone” knows.

But this begs the question, who is “everyone?” Consider an
example. Assume that debtor, D, purchases an item of equipment
with purchase-money financing from the vendor, V. Under UCC
§9-103, V has a purchase-money security interest in the item of
equipment. If V perfects the security interest by filing an effective

™ Id.§ 9-104 cmt. 3.

" Schroeder, Surrealism, supra note 41, at 523-24.

Cf. id. at 522. Of course, on this logic, no filing or other public notice should ever be
required because there is likely to be “general knowledge” about the kinds of borrowers that
grant security interests in their assets and what kinds of assets those might be. Professor
Schroeder does acknowledge that a security interest, like any interest in property, must
involve public recognition of the interest. Using a Hegelian analysis, she suggests that
property “involves the publicly recognizable identification of a specific object to a specific
legal subject with some rights to control, and exclude others from, the object.” Id. at 527
(citing, among other things, GEORG WILHELM FRIEDRICH, HEGEL, ELEMENTS OF A PHILOSOPHY
OF RIGHT §§ 52-53, 58 (Allen W. Wood ed. & H.B. Nisbet trans., Cambridge University Press
1991) (1821)). Although she appears to support control as a method of perfection, it is not
clear how that method would be “publicly recognizable,” except among the parties to the
contract.
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financing statement when the debtor receives the equipment, or
within twenty days thereafter, V would have priority over any
competing, prior security interest held by SP."” V may also believe
that she has priority in the identifiable cash proceeds associated with
the equipment.™ Thus, if D sold the equipment or it was lost or
destroyed, V would reasonably suppose that it has a proceeds
security interest in whatever was received upon this disposition or
loss, such as the purchase price D received or insurance payable with
respect to the equipment.'™

V might also reasonably expect she has priority in these
proceeds. But Vis likely to be wrong. UCC § 9-324(a) provides that
the purchase-money priority in proceeds is subject to § 9-327, which
sets forth the rules on the priority of control security interests. If
the cash proceeds from the sale or loss of the equipment were
deposited in a bank account maintained by D, there is no easy way V
can be sure the bank that maintains D’s account, B, does not have a
control-perfected security interest in the account. It will be possible
to verify that D has not granted a security interest in the account to
B, but it would take more than a typical lien search.

Not only will the lien itself be secret, but if and when V
discovers it, she will also find that it has priority over her security
interest, despite her purchase-money priority. This is because B
would not only have the security interest in the account, but it
would also have priority, even though the funds in the account may
be proceeds of V's equipment and even though the proceeds would
otherwise be entitled to purchase-money priority in favor of V. As
the comment to UCC § 9-327 explains, “security interests perfected
by control . . . take priority over those perfected otherwise, e.g., as
identifiable cash proceeds. ...""

! UCC § 9-324(a) provides:

[A] perfected purchase-money security interest in [equipment] has priority over a
conflicting security interest in the same goods, and, except as provided in Section 9-
327, a perfected security interest in its identifiable proceeds also has priority, if the
purchase-money security interest is perfected when the debtor receives possession
of the collateral or within 20 days thereafter.

!

' Id.§ 9-102(a)(64) (defining proceeds).

" See id. §§ 9-322(c), 9-327(1) (“A security interest held by a secured party having
control of [a] deposit account under Section 9-104 has priority over a conflicting security
interest held by a secured party that does not have control.”).

% Id. §9-327 cmt. 3.
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How would V protect herself from the secret lien permitted by
the control security interest in a deposit account? Presumably,
determining the existence and nature of a control security interest
would require consultation with the parties involved—the debtor,
the secured party, and, in the case of trilateral control, the bank or
intermediary that maintains the accounts. It is also to be assumed
the banks and intermediaries would not collude with a debtor that
fraudulently concealed the grant of a control security interest.
There is, however, no obvious way to assure that a debtor has not
entered into a control agreement. Under UCC § 9-342, a bank that
has entered into a control security agreement is “not required to
confirm the existence of the agreement to another person” unless
the bank’s customer (i.e., the debtor) so requests.”” A similar rule
obtains with respect to securities intermediaries or issuers who are
parties to control agreements.” It is thus not clear how much
comfort one can ever take in a statement that the debtor has not
encumbered these assets. These assurances may well turn out to be
false, and there would be limited recourse for the aggrieved party.'™

Vcould also resort to other contractual protections. She could,
for example, ask the debtor and the insurance company to have her
named as loss payee with respect to the equipment. If so, and the
casualty check was actually sent to V, her expectations would be
protected.”™  Alternatively, V could enter into a subordination
agreement with B, whereby B would agree that Vwould have priority
in D’s account with respect to any casualty payments arising from

¥ Id. § 9-342,

™ 1d.§8-106(g).

™ Because the bank and broker have no duty to disclose anything, and no relationship
with V] it is not clear how liability could be established. Presumably, a claim for breach of the
duty of good faith could be made under UCC §§ 1-201(b) (20) and 9-625. It is not, however,
clear that such a claim would have much likelihood of success. Even if established, it is not
clear what the claim is worth. Section 9-625(b) only creates liability for violations of “this
article,” not the entire UCC. Even if liability were established, it would be limited to “actual”
damages. If, however, the bank would have had priority anyway (i.e., because it had control),
it is not clear what damages could be established. Absent outright fraud by a secured party,
courts are reluctant to subordinate secured parties merely because recognizing priority would
be “inequitable.” See, e.g., Peerless Packing Co. v. Malone & Hyde, Inc., 376 S.E.2d 161, 164
n4 (W. Va. 1988) (absent “virtually fraudulent conduct,” Article 9 priorities will be
respected).

"™ Ironically, this would be true even if V did not otherwise have purchase-money
priority, because the possessory security interest in a negotiable instrument will usually have
priority over any competing interest in the same instrument. Id. §§ 9-330(d), 9-331(a).
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damage to the collateral.” But there is no guarantee the other

parties will enter into these agreements. In any event, it is difficult
to imagine these contractual solutions are more efficient than a
notice filing system that would readily alert Vto the existence of B's
security interest and determine its priority ex ante. While control
may bring important benefits to the banks and brokerages that
sought this type of protection in revised Article 9, it is not clear that
much consideration was given to costs associated with the secret
liens that these transactions tolerate.

C. Asset Securitizations

New twists on old secured transactions are not the only
potential source of secret liens in commercial finance law. A third
source will involve recent statutory attempts to “facilitate” the
development of asset securitization transactions, which potentially
dispense with notice filing entirely. Under some of these statutes, if
a contract transferring property uses requisite statutory language,
the transfer will be effective even if in secret, and even if other law
would require notice of it.

Although several states have enacted such laws, the most
important is Delaware’s Asset-Backed Securities Facilitation Act
(“ABSFA”)."” ABSFA essentially contemplates a complete opt out of

¥ Id. § 9-339.
2 DEL. CODE ANN. tit. 6 §§ 2701A-2703A (2004). Other states have facilitation statutes.

See Alabama, ALA. CODE § 35-10A-2(a)(1) (2004); Louisiana, LA. REV. STAT. ANN. § 10:9-109(¢)
(West 2002); North Carolina, N.C. GEN. STAT. § 25-9A-102 (2002); Ohio, OHIO REV. CODE
ANN. § 1109.75 (Anderson 2002); Texas, TX. BUS. & CoM. §9.109(e) (Vernon 2002). The
statutes in Alabama, North Carolina, and Ohio are substantially similar to ABSFA, with all but
Ohio’s statute entitled “Asset-Backed Securities F