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The United States of America is pleased to present to the
Secretariat of the International Institute for the Unification of
Private Law (”"UNIDROIT”) its cbservations and proposals relating
to the draft convention on Certain Aspects of International
Factoring as drafted at the Meeting of the Committee of
Governmental Experts, Second Session, 21-23 April, 1986, held in
Rome, Italy.

General Observations

The most recent draft (#1986 Draft”) of the UNIDROIT
convention on certain aspects of international Factoring has been
reviewed and considered by various interested parties in the
United states under the auspices of the Department of State,

We remain of the view that the project is worthwhile and
reflects a positive attitude in unifying private internaticnal
law for a relatively new mechanism for financing international
trade in which there are sometimes drastic differences in the law
of different nations. The United States is one of the few
nations which has a relatively unified statutory framework
governing the rights of the various parties affected by the
financing and factoring of accounts receivable, in Article 9 of
the Uniform Commercial Code {the “Code”), unlike most other
nations in which the pre-existing legal framework has been
adapted to a new financial technique which it was not designed to
accommodate. To a large degree; the matters covered by the 1586
Draft are substantially in accord with similar provisions of
Article 9.

To some extent, the work on this project is similar to the
process which took place in the United States in the 19607g to
modernize and unify the commercial law of the different states,
including the legal treatment of accounts receivable financing
and factoring, which ultimately led to the general enactment of
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assignment. This prov1siom generally follows the views expressed
by the United States Delegation at prior mestings. Howaver,
there is still left open the issue of whsther an aﬁ@ptiﬂg state
may elect a reservation with respect to this provision in iis
ratlflcatlon. In our view, failbore to make n@m—a551gnability
provisions in the sales contract ineffective would nagate the
practical effectiveness of the proposad Convention in general,
would be adverse to the U.8. commerciazl interests and would
conflict with Section ©-318(4) of Article 9. See discussion
below. However, even on the present basis, the provisions of the
1986 Draft on this issue are an improvemsnt over the omission in
the prior draft.
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Particular note should be made that the 1986 Draft, in
general, only covers the relationship between or among the
Supplier, the Dsbtor and the Factor. It does not covér or create
any rules as to the priority of the Factor’s assigmment vis-a-vis
other parties, e.g., tax authorities, bankruptecy truskises and the
like, other assigneesz of the same account receivablé and judgsent
and other lien creditors of ths Supplier. This omission was the
result of possible conflicts with domestic tax and bankruptey law
as to first twe circumstancesz and, as to the righte of private
parties claiming rights in and priority to accounts receivable, a
sharp disagreem=snt as to the rule or method which should govern,
e.g., the law of the Supplisrfs principal place of business, a
public filing recquirement or the order of asgignment or
notification of the assignment to the Debtor. We favored &nd
still favor the latter as being consistent with the reguirement
and importance of such notice under the 1984 Draft, as wall as
being consisent with provisions of Secticn 9-103(3){c) of the
Code governing perfection and vights as to a Supplliar located
outside the United Statez., While this issue is significant and
leaves open a substantial arez of uncertainty, its practical
effect may not be as adverse %o the financing and factoring of
multi-national accounts recsivable, as discuBsged below, as the
omission of a provision on any nﬂn—as@ignabiiity covsnant in the
sales contract being ineffective or making such provision

optiocnal.




In general, the 1988 Drafit is apn isprovement over prior
drafts, not only for recognizing the importance of rendering
prohibitions on assignments of accounkts receivable insffective,
but also by refining and techniczlly luproving the language of
prior drafts.

Speclific Observations and Recowmendatisnsss

Preambles

The Preamble should be read in coniunction with Article 12,
since the enunciated purposez of the 1388 Draft eupressed in the
Preamble may have an important bearing on itz construction and
application by the courts. 7o some degrse, the Preamble is
similar to Section 1-102(2) of the Code on underlying purposes
and policies. However, the words “this purpose” in the next to
the last line should be changed to 7these purposes” in order to
make clear that its rules of construction encompass the entire
Preamble.

Article 1

The 1986 Draft includes within its purview and scépe all
assignments of multi-national accounts receivable, botH with and
without recourse (which is similar to the definitions of
"account” and “security interest” under the Code), and would thus
apply to all financing and factoring accommodations for multi-
national sales and services rendered on open account téerms,
provided (i) notice of the assignment is given to the Debtor and
(ii) the Factor provides any two of the following: findnce (i.e.,
loans or advance payments), maintenance of accounts (i.e., |
ledgering), cecllection of recsivables (i.e., direct collections
from Debtors) and protecticn against the risk of non-payment by
Debtors (i.e., assumption of credit risk). Thus, the 1986 Draft
would apply to an accounte receivable security agreement (i.e.,
the factoring contract) betwesn a secursd party (l.&., the
Factor) and an exporter {i.e., the Supplier), pursuant to which
" the Debtor is notified of the assignment, loans are made by the
Factor to the Supplier and the Factor receives direct collections
from the Debtor, although there is no ledgering or assumption of
credit risk. The 1938 Draft would also apply to &n export
factoring contract pursuant to which the Debtor i#& fiotified of
the assignment and the Factor assumes the credit risk, collécts
directly from Debtors and does ledgering, although noc loans or
advance payments are made. In addition, it should be rnoted that
this Article may be construed that what may initially be a #non-
notification? agreement may subsequently become a “fdctoring
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It should alsc be noted that in intevnational sales
transactions, directions to the Debtors to pay third party
financing sources are neot uncommon and carrvy little, if any,
adverses implications. '

Accounts receivable arising from the rendition of services,
as well as the sale of goods are covered, However, the
requirement that these be rendered pursuant to a contract 7in the
course of business”? could lead to an issue of whether non-profit
organizations or governmental entities are covered. This should
be clarified by a definition that the term Thusiness®, as used in
the convention, mesans “transactions other than transactions for
the sale or purchasze of goods or the supply or acquisition ef
services primarily for personal, family or household purposes”.
This suggested change basically tracks Section 9~109(1) of the
Code.

in addition, there should be a clarifying definition that
references to “Supplier” in the Convention also mean assignors of
the Supplier, since on occcasiorn the sale m2y be made by one
entity and assigned to an affiliate whish enters ints the
factoring contract.

8
i , paragrapgh 1{b) for
oring contract ave not

i

ngly, Article 3,

commented that the terms uzed in Ar
the qualifying services under the §
clear under U.S. commercial usage. Accord
paragraph 1(b) should be changed as follows

B e

7{b} the factor is to providz at least two of
the following services for the supplier or
with respect te receivables: (i) financing,
loans or advance payments to the supplier,
(ii) maintenance, ledgering or bookkesping of
records on receivables, (iii} ecollesction of




receivables from dabtors, and {iv} protecticn
against the credit rizk of non-payment Ty
debtors; and”

In addition, subparagraph {=) should be amended by inserting
the words ”at any time” aftsr the word “notice® to glarify that
such notice need not be given only at the time of execution of a
contract or creation of a recsivabla,

Finally, & member of thsa J.8. Biudy Croup has suggested that
this Article be clarified that thers may be wmere than one Factor
of a Supplier. BAccordingly, a third paragraph should be added as
follows: ‘ :

73. This Convention shall alsc apply when the
Supplier has concludsd factering contracts
with more than ons factor.”

Artiecle 2

This Article establishes the requirement that the 1985 Draft
is only applicable to multi-national sales and services, not
purely domestic transactions. However, while the Supplier and
the Debtor must be located in different nations, the Factor may
be located in the nation of the Supplier, the Debtor or any other
nation.

In the second paragraph, the term ”"closest relationship to
the contract and its performance” is ambiguous and should be
changed to “closest relaticnship to performance of the
transactions under the relevant contract”, In additien, the
words ”"having regard to the circumstances known to or
contemplated by the parties at any time before or at the
conclusion of that contract” is ambiguous and enly creates the
potential for a dispute. This language should either be
eliminated or replaced by a more precisz rule of constructicn,
e.g., "having regard to the understanding of the parties as to
the places of shipment and delivery of the goods subject to the
contract of sale”. This languags, to =zome extent, follows the
rule of Section 9-103(1) (¢} of the Cods.

Article 3:

it should be noted that, in view of the often drastic
differences under different legal systems with respact to the
execution and formalities of contracts, the 1386 Draft
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accounts receivable in additicn o the in existence at the time
of execution. This is similar o Seclion 2-204{a} of the Code,
However, in view of the present inability of tha Committes to
agree upon priorities betwsen the Facksr and third parties, the
inclusion of the words “As between the parties to the facteoring
contracts” were inserted to maks clear that Article 3 is not
binding as teo the rights of third parties othey than as between
the Factor and the Supplier.

The requirement that present eor fubura receivables can be
assigned pursuant to the factoring contract without & need to
individualily describe them, if they can be identified to the
contract is similar to Sectiom ©-110 of the Code. However, the
language could be impreved by deleting the words "they can be
identified to the contract® and inserting “they can reascnably be
identified as being described in and assignad pursuant to ths
contract.#

Under Section $-203 of the Code, the assignment of future
receivables would generally be valid against third parties,
subject to the Code’s priority and perfection rules, if the
identification requirement has been met, value has been given and
the Supplier has rights in the accounts receivable, However,
Section 9-203 is subject to tax, bankruptcy and other legislation
of the United Statez or State law which establishes a different
rule. o

It is our view that the provisions of Article 3 as to a
factoring contract should be binding upen third parties, in order
to give a greater degree of certainty tc the financing
relationship, unless there iz a specific rule of doméstic law to
the contrary which governs under ruleg of private internaticnal
law. Moreover, under Articls €, the Debter iz in effect bound by
Article 3, subject to the additional requirements of Article 6.
Accordingly, an additional bParagraph should be added to Article 3
as follow: :

#The provisions of subparagraphs (a) and (b)
as to a factering contract, subject to the
other Articles of this Convention applicabls
to debtors and other factors, s=hall be wvaligd
and binding upon the debtor, other factors and
other third parties unless such provisions are
hot enforceable as to such third barties,
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The first paragraph of ] in sukstance to
the provisions of Section H-318{ The limitation
on enforcement against the Factor iz limited to only the
prohibition of assignments of rights of payment dus to the
Supplier from the Debtor and not of performance under the sales
contract. In this respsct Article 4 follows the principles of
Article 5% of the Uniform Customs and Fracticss for Documentary
Credits, 1983 Revision (the #UCP”). This concept protects the
Factor against the need to raview each sales contract of
 suppliers of limited financial rescurces, with concemmitant
limited bargaining power, who have the greatest need for
factoring and financing services.
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Absent Article 4, the Factor would either have to rely upon i
a representation of the Supplier {which may have limited |
financial resources to satisfy any breach of warranty clain) or i
examine each of the Supplier’s sales contracts, which may be in a i
foreign language or unreasonably delay the consummation of the
transaction. The Debtor, in any event, is protected by Article
7, which permits set-off of claims existing at the time of
notification of thes assignment, and Article 11 of the 1986
Revision which permits the complete exclusioen of the Convention
under a sales contract upen notice to the Factor, except as to
receivables arising prior to such notice. In addition, the
Debtor retains its claims against the Supplier for any damages
suffered as a result of the breach of the non-assignability
provision. '

The enactment of Section $-318{4) of the Code rendering
ineffective prohibitions on assignments of rights to payment more
than twenty years ago, which overruled the then existing laws of
states such as New York, has not rvesulted in any ineguities or
demands for its revecation.

The opponsnts of Articls 4 on the committee argued that it
wag in contravention of freedom of contract, but this argument
seemingly begs the issues that (a) the prohibition on assignment
iz often inserted because the Debtor has greater economic
leverage than the Supplier, (b) rendering the prohibition |
ineffective as to rights of payment does not viclate any rights
of the Debtor if the Supplier has performed its cobligations or
the Debtor has a right of setcff for damages resulting from non-
performance of such opligations, and {c) from a practical and




Operational viewpoint, thea g
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international factoring illusars

There is alge an unfair sadvantage to nations,
such as the United Stateg, wh isting laws pp» which
accept the first baragraph of zriicls o wzking erohiritions on
assignments invalig &S to Debtors locsted within itse borders,
against nations who have not acoepteg this rule. The financing
of imports into these faccepting natiopg# ie facilitated by thesze
laws and rules. On the other hand, the financing of exports from
"accepting nations# is discouraged if the Debtor is located in a
nation in which possible prohibitions ap assignments of pPayments
under the sales contract are valid, Exawining sales contracts,
often in a foreign language, is gimply not a realistic solutien
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For the above reasons, the reservation in baragraph 2 of
Article 4 is not the answer to ths broblem and should ba deleted,

since it derogates from the basig purpose of unifying Private
internaticnal law and the other burposes of the Preamble,

Absent the inclusion of the first bParagraph of Article 4 and
the deletion of the reservation in its second baragraph, we would
not be abls to enthusiastically Support the 1986 prarft,

Article 5;

As an incident to the assignment of the recelvable, tha
factoring contract may provide that the FYactor will reeeive all
pProperty rights of the Supplier under the contract of sale, such
as purchase money Security interests or reservations of title,
stoppage in transit, reclamation, etec. This is basically in
accordance with the Codas, Ths enforceability of such rights

exercise of such rights is sought to be enforced. For example, =
reservation of title under a sales contract executed i Germany
might not be enforceable against the subject goods in the
Possession of a Debtor in the Uniteg States without perfection of
a8 security interest in the goods under the Code.
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Article 7:

‘ The concept of Article 7 is similar o Section 9-318(1) (a)
and (b) of the Code. Howaver, the words ¥or defanss” should ke
inserted after the word “setoff” (in two piaces) in the sscond
paragraph. In addition, the concept of "accepting” by the debtor
in the last sentence of paragraph 2 is ambiguous, since it may
mean written acknowledgemant, conduct, course of dealing, trade
custom, etc. The reference to ”under the applicable law” is aleo
unclear. Such language should be changed to: “where he has
waived that right in a written acceptance, consent or
acknowledgement of the azsignment”, and deleting the words “under
the applicable law.”

Artiecle B:

This Article follows the majority of cases under United
States law that a Debtor may not recover from the Factor payments
made to the Factor because the Debtor has a claim against the
Supplier except when it would not prejudice the Factor {2.9.,
only to the extent that the Facter has a credit balance in favor
of the Supplier). It should be noted that generally under the
UCP the same principle appliss and, to be competitive with
alternative financing syztems, Article 8 should remain in its
_present form. :

Article 9:

This Article, to some degree, is similar to Section 9~317 of
the Code. However, the purpose of the Article could be improved
by inserting the words *the factoring contract, the assignment of
a receivable or” after words the "reason ocnly of” in the first
paragraph. In addition, the words ”or under tha sales contract”
should be added at the end of the first paragraph. As to
paragraph 3, in order to establish a parity of treatment of
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"Nothing in this Articles shall affact thas
liability of ths factor under any other
existing or futbure international agrzement to
which the facter is subject and which
expressly provides a zontrary ruls,”

Article i0:

Article 10 applies to ths gituation, as is frequently the
case, in which the Supplier’s Factor assigns the accounts
receivable to ancther Factor (the “Import Factor?) generally
located in the nation in which the Debtor is located, and makes
the 1986 Draft apply to the Import Factor. However, in view of
the several provisiocns of the 1986 Draft relating tc notice to
the Debtor, the provisions of subparagraph {b} should be amended

The second paragraph of Article 10 is a result of provisicns
in its factoring contracts required by the law of one particular
nation. '

Article 11:

This Articile permits the sales contract, upon notice to the
Facter as to receivables arising after such notice, or the ;
factoring contract to excluds the application of the Convention
in itse entirety, but not in part. However, the language of
paragraph 2 relating to the sales contract exclusion iz somewhat
ambiguous, bParticularly on the issue of when “recazivables arise~
under the sales contract. Thig provision should be redrafted as

follows:

"The contract of sale of goods may exclude The
application of this convention except that
such provision or a provision requiring the
debtor’s consent to an assignment of
receivables arising thereunder shall be
ineffective with respect to the assignment of -
receivables arising thereunder as to which the




The suggested changs in pavagraph 2, to some degres, follows
the definition of accounts receivabls in Section 9-108 and tha
invalidity of prohibitions on assignuent of recaivables in

Section 9~318(4) of the Cods.

Article 12

This Article is relatively non-uwonbtroversisl and, inter
alia, relates to the purposes in the Freamble being applicable
for construction purposes. The language in brackets should be
included.

Artiele Ké

This Article should be d=leted for the reasons discusssd
above as to Article 2,

Additional Article on Priorities

A major omission in the scope of the 198% Rules is the
failure to enunciate any rule on priorities between or amond
competing claims to the Supplier’s accounts receivable.
Generally this conflict will arise upon the Supplier’s
insolvency. These competing claims will generally Ffall into the
following categories: -

{a) Multiple assignees of the same receivables by the
Supplier ({#Voluntary Assigness”) sithsr as security or by sale.
Although it has besn commented that “non-notification” factoring
does not fall within the scope of the 1988 Draft by virtue of
Article 1, this is not completely correct. The Voluntary
Assignee may initially not notify Debiors to make payment
pursuant to Article &, but at a later date by agrsement or after
default by the Supplier, such notification may be delivered to
the Debtor. AL that point, the assignment may becone a
"factoring centract” as definzd in Avticle 1. For example, under
Article 9-502(1) of the Code under United States law, the
Voluntary Assignee may at any time by agfeemant with ths Subplier
and in any event upon default wmay nctify the Debtor of the
assignment. Thus, when a "non-notification” PFactor enforces its
rights under its agreement, its contract becomes a “factoring
contract” as definsd in Article 1 if two of the other essental
services arvre provided in the agreement. The ?finance® condition
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will almost invariably be wmei bacause the Factor would have no
incentive to claim an interes: in the rezeivable if it had not
advanced funds to the Supplier. Thus, if any on2z of the other
service conditions has been met, the “non~notification” Factor
would then be within the sccpe of the 1986 Draft., Accordingly,
each of the competing Voluntary Assignssz at the time when the
dispute or priority arises, generally when the Supplier becomes
insolvent, will in all prebability be within the szope of the
1986 Draft. ‘

{b) Creditors of the Suppiier having judgment or other
involuntary liens against recsivables of the Supplier under
domestic law under applicable rules of private international law
as a result of unpaid clainms {("Involuntary Claims¥),

(c) - Claims of bankruptey trustees, recelivers and the
like who take control of the Supplier and its assets under
applicable domestic law {“Trustee’s Claims”).

(d) Tax liens and other claims of governments against
the Supplier and its assets under applicable law ("Government
Claims”). |

As to the priority of Involuntary Claims, Trustee’s Claims
and Government Claims, vis-a~vis the rights of the Factor in the
Supplier’s receivables, valid policy arguments can be made that
these issues should be resolved under applicable domestic laws of
the nation having jurisdiction under rules of private
international law.

However, there is no valid reason why the priorities between
or among Voluntary Assignees in the Supplier’s receivables should
not be determined by the Convention, particularly since their .
agreements with the Supplier and relation to the Debtor in other
respects would probably be subject to the Convention.

In furtherance of the above, subparagraph (c) of the first
paragraph of Article 1 should be amended Ffor purposges of clarity
to read as follows:

#{c) notice at any time of the assignment of
the receivables is or may be given to debtors
pursuant to the factoring contract and in any
event upon or after the occurrence of any
default under the factoring contract.?

The issue then arises as to what rule of priority shouig
govern when the Supplier has more than one Voluntary Assignee of
the same receivable and there is no agresment as to priority
between such Voluntary Assignees.

.-_12...




As noted abovaz a3 arad by the
UNIDROIT Secretariat, 2o 1 sclitions to the
problem have been suggested. D ey, taking into
consideration both the most orachical nef . ascartaining ¢hs
existence of another Volunt: importance of
notice in the 1986 Draft, azad upon the time
and order of delivery of noti
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Obviously, reliance upon by the Supplier are
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not sufficient. Abszent deliberate “do ssignments” by the
Supplier, the Suppliier may have execnted or granted two or more
assignments in the same receivaeble without being aware of their
conflict, (e.g., when the Supplier his a domest F

tiz Factor, a
Factor for foreign sales and another creditor which has bean
granted a security interest in its inventory and the proceeds
thereof). Searches for possible conflicts under a central
international recordation or filing system for notices of
assignments of receivables ars not possible beacause such &n
international system does not presently exist and is unlikely to
exist in the near future. Accordingly, thes best method for
ascertaining whether a conflict exists is through contact with
the Debtor, either by specific inquiry or through a response to a
notice of assignment.

v

In addition, the notice of assignment to the Debtor is a key
aspect of the 1986 Draft. The notice is vequired for z factoring
contract to be subject to ths 1986 Draft (under Article i,
paragraph 1{c}. The noticse of acsignment is necegsary for the
Debtor’s obligation to pay the Factor under Articlé &. The
notice cof assignment cuts off the Debtor’s right of setoff under
Article 7, paragraph 1.

It is relatively sasy for a Voluntary Assignes to ascertain
from the Debtor whether it has received a prior notice of
assignment and, in any event, it is probable that it will guickly
be advised by the Debtor or & arevious unotics of assignment after
giving the second notice.

For the above reasons, priority of conflicting assignments
to Voluntary Assignees in the same receivables should be
determined in the order ¢f notificatisn to the Debteor.

It is interssting to note that the drafters of the Code came
tc a similar conclusion in Sections %-193(3)(e) and 5-~312(5) of
the Code in effect in the United States, which ranks priority
among conflicting Voluntary Assigness in receivables of a
Supplier which does not have an executive office in the United
States according to priority of notification of the assignment to
the Debtor. ‘ : :
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