#39.160 9/30/77

Memorandum 77-67

Subject: Study 39.160 - Attachment (Property Subject to Security
Interest)

We have received some more comments on the Tentative Recommendation

Relating to Attachment of Property Subject to Security Interest.

Letters we recelved earlier are discussed in Memorandum 77-53 which will
be considered with this memorandum.

Exhibit 1 is a reply by Professor Stefan 4. Riesenfeld to the
comments made by Mr. Thomas E. Shardlow in a letter attached as Exhibit
2 to Memorandum 77-53. These materials and the discussion on page 2 of
Memorandum 77-53 should be self-explanatory. As stated in the earlier
memorandum, we do not believe any change is required in the recommenda-
tion with respect to the relatlon between attachment liens and floating
liens on accounts recelvable securing future advances.

Exhibit 3 is a letter from Mr. Alvin G. Buchignanil, raising the
same point concerning notice of levy to the account debtor that was
raised by Mr. Harold Marsh (see Exhibit 1 to Memorandum 77-53) and is
discussed on pages ! and 2 of Memorandum 77-53.

Exhibit 2 1is a letter from Mr. Del Fuller which states the views of
the UCC Section of the Business Law Committee of the State Bar. This
letter makes several points:

(1) The letter points out that, under the tentative recommendation,
the determination of the proper manner of levy and the consequences of
an attachment are made to depend upon whether the security interest is
perfected. As a practical matter, however, perfection is frequently a
matter of dispute. Accordingly, the UCC Section recommends that, where
an account debtor is making payments to a secured party, he should
continue to do so without having to determine whether the security
interest is in fact perfected. (See Exhibit 2, p.2.) If the Commission
approves this policy, then we will have to devise a procedure whereby
the attaching plaintiff may assert that the attachment lien is superior
to the security interest or, in other words, that the security interest
was unperfected at the time of the levy of attachment.

{2) The UCC Section is also concerned with the problem of how the

attaching creditor will be able to obtain the information necessary to



determine whether the security interest is perfected. {See Exhibit 2,
p.2, last complete paragraph.) Two alternatives are suggested. The
parties could be left to their own devices or provieion could be made
for some sort of written demand for information, enforced by a penalty.
The Commission has briefly discussed this general informational problem
at an earlier meeting. The staff favors leaving this matter to the
ingenuity of counsel for attaching creditors.

(3) The UCC Section suggests that the Commission defer action on
the propeosals to provide for the attachment of pledged securities and
securlties In the hands of third persons generally until the Section has
the opportunity to consider the matter further. The Section plams to
meet on October 12 and has invited members of the Commission's staff to
attend, which we plan to do. The Section also suggests that this sub-
ject be treated as a separate matter, The staff anticipates that the
input of the Section will be valuable on this subject and so recommends
that we defer consideration until we have received the Section’s re-
gponse. We note, in addition, that the XNational Conference of Commis-
sioners on Uniform State laws has just approved some proposed amendments
to the UCC, one of which would amend UCC Section 8-317 to deal with the
problem of levying upon securities. (See Exhibit 3 to Memorandum 77-53
for a copy of existing Section 8317 and a proposed revision, some form

of which was recently approved by the Uniform Commissioners.)

Respectfully submitted,

Stan G. Ulrich
Staff Counsel



Memorandum 77-67 #39.160

EXEIBIT 1
Washington, August 22, 1277
To: California Law Revision Commission
From: Stephan A. Riesenfeld, Consultant

Subject: Comment by Mr. Thomas :. Shardlow, July 20, 1%77, on Tentative
Recommendation Zelative to Levy on Property Subject to Secur-
ity Interest

Mr. Shardlow's letter, in essence, raises two issues relating to
the rights of a levylog creditor if the accounts levied upon are subject
to securlty interests created by agreements Iincluding cross-collateral-
ization clauses:

1. 7The status of future advances made after the levy on existing
accounts;

2. The effect of the levy on accounts which come into existence
after the levy.

The first issue is controlled by Cal. U.C.C. %§§ 9-=301(4) and 9-312(7},
as amended in 1974. It would seem that Mr. Shardlow has overlooked
these amendments. Their purpose and effect is explained by the 0fficial
Reasons for 1972 Change, given by the Yermanent Hditorial Board (see
West 1977 Pamphlet 72, supplementing 3 U.C.C. (Uniform Laws Ann.)}):

Different but related problems exist with reference to the status
of subsequent advances when the intervening party is a judgment
creditor. He is not directly a part of the {ode's system of prior-
ities. It seems unfair to make it possible for a debtor and
secured party with kaowledge of the judgment lien to squeeze out a
judgment creditor who has successfully levied on a valuable equity
subject to a security interest, by permitting later enlargement of
the security interest by an additional advance, unless that advance
was coamitted in advance without such knowledge. Proposed Section
©-301(4) provides that a lien creditor does not take subject to a
subsequent advance unless it is given or committed without know-
ledge, but there is an exception protecting future advances within
45 days regardless of Lknowledge.

Hence future advances, even if optional, given within 45 days with
knowledge will sqgueeze cut the levying creditor. This may seem unfalr,
but it is the system adopted by the California Legislature in conformity
with the revision of the U.C.C., in 1972,

The second issue ralses the issue of the possibility of a levy on
after-acquired assets. Generally speaking levies, even if in the form
of a garnishment, create liens only on property rights of the debtor
existing at that time. The new system changes this rule with respect to
attachment levies on inventory by filing. I would hesitate to recommend
a change of the general rule with respect to future accounts subject to
an anticipatory security interest, although some argument could be made
for such a narrow extension. At any rate, § 488.440 (as revised in the
light of my previous memo} would render it clear that an unused percent-
age of existing accounts could not be returned to the debtor.
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EXHIBIT 2
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' September ¥, 1977 . . . |

Professcr John H. Defoully
Californie Laew Revislon Commission N
Stanforﬂ, California 9#305 L e

Dear Professor HeMoully fﬂ;;i""_f *,;’  “;'31  1:&;_i;4 )

This letter {g for the purpose of summarizing =-f
certain of the mi#tters which I discussed, with yau and Stan,
Ulrich lalt Friﬁay, September 2.

‘ As I advised,,the UCC &ec*ion of bhe. Business Law_
Committee of the Statée Bar of Califérnia. revieﬂed the. Com--
mission'a- Tentative Recommendation of Jume 10, 1977. relgting
to Attachment of Propetrty Subject to Security Interest at
its méeting on August 31. 4s T indicated to.you, the sec¢~ .
tion had not had ad”'much time tc review the recommendation
as it would have llked but did feel there were certaln
matters which shculd be promptly brcught to the Commiasian 5
attention. - L o

First, I belleve the section felt that the, subject:J
of the prchEed reccmmendation wWas one horthy of the Gommis-|r
sionts attention., o . o :

‘' Second, aside from the matter of clarifying the
area’of the law Which there 1s uncertainty, it gppeared. to . -
us that oné of the Conmniseilon's obleckives was to eliminabe
the neceﬁ:ity Tor secured parties filing third party claims .
in every iﬁatance Where there 1g an attachment upon .property
in which there 1s securlty interest, ah objeetive whiqh we
belleve to be a worthwhile endeavox‘.= _

However, the Section did have some reservations
about the particular course of action adopted,. {le) whether
the partfcular cure might not present as many or more difficultes
than the problem scught to be cured. 4 baslc problem which
concerned virtually zll Sectlon Members was the fact that
the party to whom money would be paild (l.e., elther the



levying officer or the secured party) would depend initially
on the exiptence of a: "perfected" security interest. A1l
Section members are experienced UCC. counsel and were oniy '
-too aware of the arguments that can arliee with respeect. to
‘whether'a decurity interest-is perfected {(e.g., 18 there a
Security Agreement, is the Flhencing Statement complete and
properly filed): *In addition, it 1s not clear as to who is
to make the determination; the Levying offlcer 18 not eguipped
to do s¢ and the account debtor might have his own reasons
for taking the position he cannot tell and hence ceasing
payment)}. In short, the disputes about the eximtence of a
"perfected" securlty interest « even if it is assumed that
all the information necessary for this determination i=s
available ~ 1Ip 1likely to precipitate difficulty at the very
outaet. . L 1 e R

The Section concluded that it would perhaps bef_.ﬁ,
better to provide that the money shall flow to the aecured
party 1f it has been so flowlng theretofore; 1, .on the--
otherhand, it has been flowing to the defendant, 1t would be
pald to the Levying officer. It should he recogniged,
howeverj that this would only be an interim. arranggmept-»iiﬂa.
the sebured party wished to do o, 1t could | file & thdrd: i
party claim. Simiarly, an arrangment would have to be made
so that the attacping credltor who felt that g secured party
did-not-have 4 perfected bBecurity interest c¢ould make.an.
approﬁriaté~claim against. the sgcured party.  If would: be=
our’ expectatinn that in ‘many ¢ased, the money would continue o
to flow as 1t Rad‘withéut dispute by the ¢ther party, haage
relieving the tcurts and party of "the burden.

A collateral matter ‘that should be cqnsiderad~ia¢jn‘
how the dttaching creditor would get information as to the. . .
exlstence of a perfected securlity lnterest for the purpose
of evaluating whether he should file a clalm., The Section
did ‘not: di1scued “this matter 'tn detall but theré was, %qmqu; o
consendiis that ft should not bé necessary to involve the ..
courts in what 18 a preliminary form of discovery. One
group felt that 1t might simply be left to the, self-interest
of the barties i avolding 11tigdticn 0 wark,. out thelr . own. .
arrangements by which gecured parties furniph . copies,uf the -
papers: e#idencing ‘thelr perfetted positioh to Lhe attaghing
party; ‘an alternative would be t6 provide that failure of
the sedured party to deliver appropriste papersg for examﬁ. o
ination within a specified time period after. written 5ubjectadf
the secured party to some penalty.

The whole effort would be to avold disputes as;
"perrection" in the first 1nstance and to r9501Ve them



subsequently, keeplng the money flewlng from the account
debtors to one party or another. Obviously the secured
party who recelved money but was later held net entltled to
because he did not have a perfected security Interest as
established 1n a subsequent .proceeding by the attaching
creditor would have to hand the money over to the levying
officer.

The Sectilon also felt that it was deslirable to
deal in greater detall wlth the fact that the secured party
would not have any obligatlion to make any collection once
1te debt was satlsfled, a matter whlch we belleve has also
been covered by your correspondence wlth Mr. Marsh.

The Section alsou discussed brlefly the proposal to
equate attachment of the paper representing leases as
effecting a lien as to the egulipment ltself. OCur conver~
sation last Friday reveazled that that arrangement was not
meant to exclude the possibllity of an attaching party
leving on the equipment subject to lease but as a supplement
thereto. That fact was not clear from the Commission's
recommendation and should be clarifled.

In reviewlng the materials whlch you furnished to
me at our meetlng, I note that the Committee's consultant,

Professor Reesenfelt, has concurred wlth Mr. Marsh's suggestion

for a revislon of UCC Sectiion 831). Jur Section has not
consldered that matter and would hope that any achtlon on
that subjJect might be deferred until our Sectlon meets
again. I would suggest that the Commission treat that
matter as a separate subiect for consideration.

As I indiceated 1n cur convergation, we would be
glad to have a staff member of the Commission attend any
later meeting on attachment and to consult further as may be
deslirable.

Very {ruly youru,

!

I-/i/) e __,'.’-;’({
Maurice ', L. bullsﬂ ;Jr.

ce: Stan G. Ulrich, Esg.
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EXHIBEIT 1

Arvin G, BucHranansi
ATTORNEY AT LAW

ARSOCIATED WITH 100 PINE STREET, SUITE 3300
HNHIHT, BOLAND & RIDADAN BAM FRAMCBCO, A Q41
September 1, 1877 (18} 382-0884

California Law Revision Commiszsion
Stanford Law School
Stanford, California 943065

Re: Tentative Recommendation
Relating to Attachment of
Properties Suhject to
Security Interest

Gentlemen:

I apologize for not submitting this letter
by August 15, 1977. My only comment cordcerns the
problem faced by the attaching creditor when
{as proposed in the case of a levy on an account
receivable) levy is made by serving a copy of the
writ and notice on the secured party only. There-
after, the account debtor may be advised by the
secured party that the secured party has been paid
in full, in which event the account debtor would
pay any balance to the defendant, without protec-
tion of the interest of the attaching creditor.

The recommendation seems to assume that the
secured party will receive aill payments from the
account debtor, including those in excess of the

amount owing to the secured party, but this will
not always be -the ease.

Wtruly Kygrs, _
/ }-x\u\ﬂ’l é? e e i
Alvin kaﬂUCh gnani

AGB/eg



