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Assembly Bill 10579 was introduced in New York on June 20, 2024 to enact a New York form of the official text of the (j)
Uniform Commercial Code (‘UCC”) Article 12 Controllable Electronic Records (“UCC Article 12”), (ii) amendments to UCC
Articles 1 and 9 to implement UCC Article 12 (the “Related Amendments”) and (iii) miscellaneous amendments to UCC
Articles 1, 2, 2A, 3, 4A, 5, 7, 8 and 9 (collectively with UCC Article 12 and the Related Amendments, the “UCC 2022
Amendments”). As of July 25, 2024, the UCC 2022 Amendments, or some form thereof, have been enacted in the District
of Columbia and 24 states? and enacting bills have been introduced in five additional states.®> The enactment of the UCC
2022 Amendments will impact the negotiability of certain digital assets (including, for example, certain virtual currencies,
non-fungible tokens (“NFTs”) and electronic promises to pay) and the priority of liens on such digital assets under UCC
Article 9 by providing legal rules to govern the transfer (both outright and for security) of interests in such digital assets.

Introduction

UCC Article 12 Controllable Electronic Records together with certain other amendments to UCC Articles 1 and 9 provide
legal rules to govern the transfer (both outright and as security) of a subset of digital assets consisting of (i) controllable
electronic records (“CERSs”), (ii) controllable accounts and (iii) controllable payment intangibles (collectively with CERs and

! This Client Alertis based on the official text of UCC Article 12, the comments to the official text of UCC Article 12 and the Uniform Law Commission

July 21,2022 Summary of the 2022 Amendments to the UCC. It does not coverthe miscellaneous amendments to the UCC that are included in

the UCC 2022 Amendments; rather, it only covers UCC Article 12 and the other UCC 2022 Amendments related thereto.

As of July 25,2024, UCC Article 12 and certain otheramendments to the UCC have been enactedin Alabama, California, Colorado, Delaware,

District of Columbia, Georgia, Hawaii, Indiana, lowa, Kentucky, Louisiana, Maine, Minnesota, Nebraska, Nevada, New Hampshire, New Mexico,

North Dakota, Oklahoma, Pennsylvania, Rhode Island, South Dakota, Tennessee (non-uniform), Virginia and Washington.

s As of July 25,2024, UCC Article 12 and certain other UCC 2022 Amendments have beenintroduced forenactment in llinois, Massachusetts,
Missouri, New York and West Virginia.
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controllable accounts, “Article 12 Property”), and the rights of a purchaser (including a secured party and a donee (defined
below))*of Article 12 Property. The UCC 2022 Amendments will (among other things) facilitate the use of Article 12 Property
in commerce (including as collateral) because (i) purchasers and securities intermediaries will be able to acquire their
interests in Article 12 Property, free from competing property claims and (ii) secured parties will be able to control Article 12
Property to obtain super-priority status for their security interests therein. In short, UCC Article 12 enables Article 12
Property to become negotiable.

UCC Atrticle 12 is Flexible and Dovetails with the Effective UCC Articles

UCC Article 12 and the Related Amendments are drafted (i) with technologically neutral language, to cover not only existing
technology but also the technologies of the future, (ii) to dovetail with UCC Article 9 (a CER is a “general intangible,” a
controllable account is an “account’ and a controllable payment intangible is a “payment intangible” (and a general
intangible), each as defined in UCC Article 9) and (iii) to mirror many of the principles set forth in other UCC Articles, such
as the (a) “take-free” rule, providing certain purchasers greater rights than their transferors had or had the power to transfer
(i.e., protection from third-party claims of a property interest against the same Article 12 Property that Purchaser controlsy
and the “no-action” rule which provides protection analogous to the take-free rule to certain purchasers against third-party
claims of a property interest in Article 12 Property that is equivalent to but not the identical Article 12 Property purchased
from the transferor (“Traceable Article 12 Property”), (b) “shelter” principle, providing purchasers with all of the rights their
transferors had or had the power to transfer, even if such purchasers do not have the status to obtain such rights,® (c) super-
priority of a security interest perfected by control,” (d) discharge of the rights of an account debtor after its receipt of a
Change Payment Notice (defined below)® and (e) choice of law rules.®

“Purchaser’is defined by UCC Sections 1-201(b)(29) and 1-201(b)(30) together, as a person that acquires an interest in property pursuantto a
voluntary transaction, which includes (in addition to other persons) a buyer, a secured party and a donee.

The take-free rule applies to goods pursuant to UCC Article 2, negotiable instruments pursuant to UCC Article 3, documents of title pursuant to
UCC Atrticle 7, securities pursuant to UCC Article 8 and secured transactions pursuant to UCC Article 9. The no-action rule is similar to the no
assertion of adverse claim provision govemning the acquisition of a security entitlement under UCC Article 8.

The shelter principle applies to goods pursuantto UCC Atrticle 2, negotiable instruments pursuant to UCC Atrticle 3, documents of title pursuant to
UCC Atrticle 7 and securities pursuant to UCC Article 8.

The super-priority rules apply to perfection by control of collateral that consists of deposit accounts, investment property, letter-of-credit rights and
electronic chattel paper pursuant to UCC Article 9.

®  See UCC Section 9-406.

UCC Section 1-301 provides that, except as otherwise specifiedin Articles 2, 2A, 4, 4A, 5, 8 and 9, parties have the right to choose thelaw
applicable to nonconsumer multistate transactions and foreign trade transactions as long as such law has a reasonable relationship to the
transaction. UCC Article 1 is applicable to all Articles of the UCC.

Willkie Farr & Gallagher LLP | willkie.com 2


http://www.willkie.com/

UCC Article 12, Controllable Electronic Records

Definition of CER

A CER is defined in UCC Section 12-102(a)(1)" as a record "' stored in an electronic medium that can be subjected to
control under UCC Section 12-105. The term does notinclude a controllable account, a controllable payment intangible, a
depositaccount, an electronic copy of a record evidencing chattel paper, an electronic document of title, electronic money,
investment property or a transferable record. If an electronic record is not susceptible to control, it is not a CER. A CERis
not an obligation because there are no partiestoa CER (itis just arecord, i.e.,information). Some CERs, such as bitcoins, "2
have inherent value because there isa market fortheir sale. Other CERs only evidence rightsin other property (forexample,
an NFT that evidences the ownership of art, real property, intellectual property, accounts or payment intangibles). Other
than with respect to controllable accounts and controllable payment intangibles, UCC Article 12 leaves to other laws the
question of the property rights acquired by the person who has acquired a CER.

Control of a CER

UCC Section 12-105(a) provides that a person has control of a CER if the person has the (i) power to enjoy “substantially
all the benefit’ of the CER, (ii) exclusive power to prevent others from enjoying “substantially all the benefit’ of the CER, (i)
exclusive power to transfer control or to cause another person to obtain control of the CER and (iv) ability to identify itself
as the person having the foregoing powers. The exclusivity requirements can be shared™ or satisfied by an agent having
control of the CER, if such agent acknowledges that it has such control for the benefit of such buyer or secured party (uniike
under UCC Atrticle 9, such acknowledgment does not need to be in writing).™ Control is very important because (a) an
electronic record is a CER and subject to UCC Article 12 only if the electronic record can be subjected to control pursuant
to UCC Section 12-105," (b) only a person having control of a CER is eligible to become a Qualifying Purchaser (defined
below) and only a Qualifying Purchaser can obtain a property interest in Article 12 Property free of competing property
claims (i.e., be protected by the take-free rule or the no-action rule), *® (c) it is another method of perfection of a security
interest in Article 12 Property (a security interest in Article 12 Property can also be perfected by the proper filing of an
effective financing statement) and (d) similar to the super-priority afforded a secured party with control of a depositaccount, "

" This and all other references to UCC sections otherthan sections referenced in the UCC 2022 Amendments are references to sections of the UCC

as adopted in the State of New York, as in effect on the date hereof.

“Record” is defined in UCC 1-201(b)(31) as information that is stored in a medium and is retrievable in perceivable form.

The UCC 2022 Amendments (i) revise the definition of “money” in UCC Article 1 to expressly exclude electronic currencies that existed and
operated priorto being adopted by the government, thereby clarifying that bitcoins are not money and (i) define “money” in UCC Article 9 to
exclude from the UCC Article 1 definition of money a deposit account and money in an electronic form that cannotbe subject to control under
Section 9-105A (see UCC Section 9-102(a)(54A)). Electronic money canbe perfected as original collateral by control.

B See UCC Sections 12-105(b)and (c).

“  See UCC Sections 12-105(f)and (g).

5 See UCC Section 12-102(a)(1).

®  See UCC Sections 12-104(e)and (g).

" See UCC Section 9-327.
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investment property, ¢ letter-of-credit rights™® and electronic chattel paper,? a security interest in Article 12 Property that is
perfected by control has priority over a conflicting security interest held by a secured party that does not have control
(including a security interest that was perfected earlier by the proper filing of an effective financing statement).?' There is a
rebuttable presumption that the requirements to have the exclusive power to (1) prevent others from enjoying substantially
all the benefits of the CER and (2) transfer control or to cause another person to obtain control of the CER are satisfied, i.e.,
a person is presumed to have control of a CER? unless evidence to the contrary is provided.

Definition of Controllable Account and Controllable Payment Intangible

A controllable account and a controllable payment intangible are defined in UCC Sections 9-102(a)(27A) and (27B),
respectively, as an account or payment intangible evidenced by a CER that provides that the account debtor undertakes to
pay the person that has control of such CER, pursuant to UCC Section 12-105. Although the account or payment intangible
that is evidenced by a CER is separate from such CER, the account or paymentintangible is linked to such CER by the
account debtor’s obligation to pay the person that has control of such CER.

Rights of a Purchaser of Article 12 Property

UCC Article 12 includes the take-free rule (with respect to the purchase of the same Article 12 Property) and the no-action
rule (with respect to the purchase of Traceable Article 12 Property). A purchaser that obtains control of Article 12 Property
(i) for value,? (i) in good faith?* and (iii) without notice of any claim to the Article 12 Property is a “Qualifying Purchaser.”
A Qualifying Purchaser acquires its rights in Article 12 Property free from competing property claims to the Article 12
Property (i.e., is protected by the take-free rule or the no-action rule, as applicable). “Value,” as used in the definition of
Qualifying Purchaser, has the UCC Article 3 definition, which is narrower than the UCC Article 1 definition because the UCC
Article 3 definition only includes consideration that was actually given (unlikethe UCC Article 1 definition, which also includes
a promise to do something (the UCC Article 1 definition of value is used for the attachment of a security interest in UCC
Article 9)). Similar to the rules for negotiable instruments and investment property, a properly filed financing statement is
not in and of itself notice of a property claimto Article 12 Property.

UCC Article 12 also includes the shelter principle. A purchaser of Article 12 Property acquires an interest in all rights in the
Article 12 Property that the transferor had, or had the power to transfer.?® Pursuant to the shelter principle, if a Qualifying

®  See UCC Section 9-328.

¥ See UCC Section 9-329.

% See UCC Section 9-330.

# See UCC Section 9-326A.

% See UCC Section 12-105(e).

#  Asdefined in UCC Section 3-303(a).

% Asdefined in UCC Section 1-201(b)(20).
% See UCC Section 12-104(d).
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Purchaser gives Article 12 Property to a person as a gift (such person, a “donee”), such donee will acquire rights in such
Article 12 Property free from competing claims even though the donee is not a Qualifying Purchaser.

Other than a CER that evidences a controllable account or a controllable payment intangible, law other than UCC Article 12
determines the rights that are evidenced by the CER, and whether a purchaser (including a secured party or donee) takes
the CER free of competing property rights to the CER. For example, whether a purchaser (including a secured party or
donee) that obtains control of an NFT that evidences the ownership of real estate takes the real estate free of competing
property rights is determined by real estate law (not by UCC Article 12).

UCC Article 12 determines the rights of a purchaser of controllable accounts and controllable payment intangibles and
certain obligations of an account debtor with respect thereto. If (i) the account debtor obligated on an account or a payment
intangible evidenced by a CER agrees to (x) pay the person in control of the CER and (y) abstain from asserting claims or
defenses (to the extent set forth in UCC Section 9-403) against the transferee of the CER that evidences such account or
payment intangible and (ii) such CERis transferred to a Qualifying Purchaser, the controllable account or the controllable
payment intangible (as applicable) becomes the electronic equivalent of a negotiable instrument because such controllable
account or controllable payment intangible has the same negotiability characteristics as a negotiable instrument under UCC
Article 3, i.e., the Qualifying Purchaser acquires rights in the CER and the account or payment intangible that is linked to
such CER free from competing claims.

Upon the receipt of a notification signed (in writing or electronically) by the debtor or the purchaser (which may include a
secured party or donee) of the controllable account or the controllable payment intangible (a “Change Payment Notice”),
an account debtor on a controllable account or a controllable paymentintangibleis (as is an account debtor on an account
or a paymentintangible) required to discharge its payment obligations on such controllable account or controllable payment
intangible by paying the purchaser; provided that if such account debtor asks for reasonable proof that the purchaser is the
person now in control of the controllable account or controllable payment intangible (unlike an account debtor with respect
to an account or payment intangible that is not a controllable account or a controllable payment intangible), such Change
Payment Notice is not effective if the account debtor did not agree to the form of such proof to be provided when the CER
was created, i.e., the account debtor continues to discharge its obligations by paying the debtor.

Choice of Law Rules

UCC Section 12-107(a) sets forth the basic rule that the local law of the CER'’s jurisdiction governs matters covered by UCC
Article 12, and UCC Section 12-107(c) provides the rules to determine a CER'’s jurisdiction and allows the parties to an
Article 12 Property transaction to choose the law that applies to their transaction by designating suchlaw in their CER or
the systemin which their CER is recorded. If the “CER jurisdiction” is not specified as such in the CER or the systemin
which the CER is recorded or the jurisdiction that governs the CER or the system generally, the CER’s jurisdiction is the
District of Columbia and the UCC 2022 Amendments as in effect in the District of Columbia govern such UCC Article 12
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matter.? UCC Section 9-306B applies the UCC Article 12 choice of law rules to perfection, the effect of perfection or non-
perfection, and the priority of a security interestin Article 12 Property with two exceptions: (a) the perfection in Article 12
Property by filing a financing statement and (b) the automatic perfection of a security interest in a controllable payment
intangible upon the sale of the controllable payment intangible.?”

Transition Rules

There is no uniform effective date for the UCC 2022 Amendments. However, in order to preserve the agreed priorities of a
security interest in the Article 12 Property, the transition rules for the UCC 2022 Amendments provide a uniform adjustment
date which is defined as July 1, 2025 or the date that is one year after the effective date of the UCC 2022 Amendments in
the relevant state, whichever is later.

Existing security agreements and financing statements will not need to be amended upon the effectiveness of the UCC
2022 Amendments, to the extent such security agreements or financing statements describe the collateral as all general
intangibles and accounts because CERs and controllable payment intangibles are included in the definition of general
intangibles and controllable accounts are included in the definition of accounts. The rules of attachment of a security interest
to a general intangible and an account apply to the attachment of a security interest in Article 12 Property and such security
interest can still be perfected by a properly filed effective financing statement but may, upon the effectiveness of the UCC
2022 Amendments in the relevant state, also be perfected by control. If there is a conflict between UCC Article 9 and UCC
Article 12, UCC Article 9 governs.

Conclusion

Electronic records is the trend. Without the UCC 2022 Amendments, the UCC does not provide rules to govern the transfer
of electronic records to evidence (i) the right to receive payments, (ii) interests in real or personal property or (iii) a medium
of exchange. By enabling Article 12 Property to be negotiable, the UCC 2022 Amendments protect the rights of purchasers
(including secured parties) of Article 12 Property and promote Article 12 Property commercial activity. It is crucial that not
only New York enacts a form of the UCC 2022 Amendments to protectits status as a leading commercial law jurisdiction
forsophisticated commercial transactions, butalso thatall other states enact aformof the UCC 2022 Amendments because
such uniformity is required to reduce transaction costs (including the cost of credit) and protect interstate electronic

commerce.

% The District of Columbia enacted the official text of the UCC 2022 Amendments as promulgated by the Uniform Law Commission and the American

Law Institute.
¥ See UCC Section 9-306B(b).
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If you have any questions regarding this client alert, please contact the following attorneys or the Willkie attorney

with whom you regularly work.

Cindy J. Chernuchin
212 728 8606
cchernuchin@willkkie.com
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