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Memorandum of Comments

of Thomas J. Whalen, dated February 7, 1994 o .

to the Memorandum of
Profegsor Cuming dated November 5, 1993
Relating to a Proposed Unidroit Convention on
Beourity Interests in Mobile Egquipment
Professor Cuming's Memorandum has served the very
valuable purpose of highlighting many of the issues of convention
coverage for the February 1994 meeting. Comments are offered
here on certain sectionz of Professor Cuming's Memorandum, which

are referred to in this subnissién by the subject topic and'page

number of his paper.

h A Who Can Benefit from the Convention, p.2

As Professor Cuming has stated, the beneficial purpbse'
of this proposed convention is to "eliminate the mare gignificant

legal risks associated with finansing on the security of mobile

equipment". Scope, p. 2

Stated more hroadly, lenders will be encouragsd to
finance the purchase of capital equipment, and distributors w%ll-
be encouraged to enter intc‘fihanCing contracts if they know‘gﬂgt
the eguipment may or will be transported to a country which will
recognize and enforce their sgcurity'interésts in the eguipment.
As a consZquence, trade will be encouraged because it will

increase commercial predictability and reduce reaovery risks,



A country which becomes a party to this convention
pledges to adhere to its terme, which should, among other thingé:

encourage investment in developing and transforming countries,

If this is its principal purpose, the convention itself
must gstablish a legal regime whicﬁ_cantains an enfardeﬁent
mechanism implementing this objeative. To give comfort and
practical security to lenders, distributors and others, the
convention must define carefully the interest it will recognize
or create, and enforce. Accordingly, if at all possible, the
convention and its enforcement provisions should be triggered at
the moment the security interest is created, if the parties wish
the convention to control. To the extent that coverage by the
cgnventicn must awalt a subseguent event, such as movement across
a border, the certainty of the lender's position at the time of

contract or finance structuring will be reduced.

If this regime is to be effective, the convention may
need to displace or supersede some otherwise governing municipal

law. The certainty provided by the enforcement provisions will
be the conventient's principai comfort to a foreign lender who -
will, more often than not, be seeking to enforce a right against

a debtor-citizen of that convention state,

Thus, as Professor Cuming hag suggested the efficacy of

the convention usually wlll rest upon "the pressnce of the



equipment at the time of enforcement of the security interest
agalnst third parties or the debtor in a State that is party to
the convention or that otherwise‘reaognizes convention law as the

applicable law." Scope p. 2.

2. DE£ining SQQEQ, ppl 2=3

Professor Cuming states that "merely because a mzecurity
agreement falls within the scope of the convention in that it
provides for a security interest in moblle eguipment, it does not
follew that the rights arising under the agreement or third party
rights acquired in the mobile equipment after the security
interest arises are affected by the convention." Scope, p. 2.
Thisg proposition suggests that municipal law could trump or
thwart convention remedies in certain ¢ircumstances, which may

not be a desirable result.

One of the dilemmas presented is how to satisfy the
test of internationality at the moment the security interest is

created: how to bring the terms of the convention in effect

e

before the equipment is moved acress national borders, or in thé

event the equipment never moves across national borders.,

Tt may also be necessary to consider that the

convention should extinguish or grant a priority to a secured

party which registers its security interest with the



international registry before or after the property'movas agross
national borders, over any domestic pre-existing security *
interest, perfected under municipal law before it crossed

national bordars.

The policy answer to ﬁhié conflict may be that any
secured party who perfects its security interest in mobile
equipment in a domestic transaction according to municipal law,
should be on notice (after the convention is in effect) that the
secured party should now alsa?register its lien in the
international registry to assure ltself of the protections of the

convention.

If this principle is accepted by the Study Group, the
question must then be asked: what must happen to bring that
security interest within the rights and remedies of the
convention: for example, registration at the international

registry, movement across national borders?

3. Types of Movables, pp. 3-6

Professor Cuming has detailed the problems of both
defining too broadly the "egquipment" to be covered by the
convention, and defining too narrowly the "scope" by listing only

specific equipment to be covered,



Keeping in mind the objectives to be achieved, it seens
important that a thirg party, locking at the equipment wherever
it is, should be on "notice" that this equipment may be covered
by the convention, so the third party can check with the registry

to determine whether there are any liens on the property.

The convention should not attempt to cover all mobile
equipment, only "big ticket" items. TIn limiting convention
coverage to "big ticket! itens, say"sso,ooo U.8. dollars or more,
coverage could still be unmartain unless determined by the
manufacturer's original prica,'whioh has some certainty and which

is usually publiely available.

To avoid the definitional uncertainty of coverage which
Professor Cuming fears, perhaps we should avoid coverage language
such as Yeguipment of a kind that is generally taken by users
from one state to another" -- noetwithstanding the general
agreement of both the BExploratory Group and the Study Group at
its first meeting that this xind of definition was workable. It

may be feasible to alter the proposed definition of Professor

-
=

Cuming by (1) deleting the language "used by the debtor . . .'in
the state" and (2) adding to (a}{ii) "movable industrial
equipment" having an original manufacturert's price in excess of

$50,000, -



4. Collatera] Othexr Than “Mobile Equipment", p. 6

Intangibles probably should not be covered by this

convention, in the interest of simplicity and certainty.

Professor Cuming's discuséion of "proceads" suggests
That the security interest created and governed‘by this
convention should not attach to proceeds. The remedy of the
secured party should solely be in the squipment itself. For the
reasons detalled by Professor buming, for the convention to apply
to proceeds or accounts subsequently assigned by the debtor, the
convention creates complicated énd perhaps unnecessary conflicts

with municipal law.

- Professor Cuming suggests as an alternative that it may
be desirable to have cénvention remedies aenforceable against
proceeds if recognized under national law. On one hand, this
could creata different rasults in different convention States; it
would invoke municipal law remedies to enforce Convention rights,

-

and perhaps bring the convention inte unnecessary conflict witg
municipal law, On the other hénd, there may be no good raasoﬁf%b
deprive the secured party of an interest it otherwise would have
under local law as long as it does not interfere with the

operation of the convention's rules,



We may wish to consider whether, in this convention,
insurance should be considered "proceeds!" to which a security
interest created by the convention should attach. A lender
should have security in the asset (while it exists). If it is
destroyed, the lender should receive the insurance praceeds.at
least to the extent of the debl, "as his interest nmay appear",
. but nét bacause of the convention, but because of a separate
insurance contract. The lenders should protect themselvesz by
cohtraoting that they will be irreveopable payees of the
insurance, in the event of destfuction of the eguipment. A
convention provision covering insurance as "proceeds" may not he

neaded or desitred.

5. The "Debtor" and the "obligation Secured®, p. 8-9

The focuas of the convention should be on the property
rather than on the debtor, Acéﬂrdingly, there should be no
difficulty in covering third party debt, where the definition of
"debtor'" includes the party whose property is offered as security

for the debt.



6. Becurity Intereat, p. 9 ‘ ‘

Whether the partiles invoke the convention or not, third
parties looking at a piece of conventionmcoveréd rnobile egquipment
they want t¢ buy should be pratectad by the enforcement
provisions of the convention, 1f no liens are recorded against

the equipment with the international registry.

To achieve simplicity it may also ba d@sirabie that the
convention decline to cover "future ohligations® or "after-
acquired" property. However, ¢overage of these points is clearly
possible, as Professor Cuming points out, To cover future
obligations and after-acguired equipment, it would seem necessary
to define what kind of notice is intended by registration with
the international registry. Is it intended to give notice of
"some undefined encumbrance?® imposing upen the third party a duty
to inquire? Or ig it intended that the registration give notice -
of the full extent of the lien, with the result that any party
giving credit in the face of such notice is subordinated to fhe

extent of the registered lien?



8.  fecurity Leases, pp. 11=15

Because of constantly &eveloping new forms of security
deviceg, there is a rizk that "éecurity interest" be so harrowly
defined to exclude, for ewanple, "finance leases" which aré
prevalent in aircraft and other equipment financings. Professor
Cuming is ¢orrect that at leasgt in the United states, in some
factually ¢lose cases, it will be difficult to determine with
certainty whether the transaction invelves a true leaze or a

finance lease.

The indiciag of a finance lease, as set forth in
Professor cuming's suggested Article, captures the major points
U.8. courte have relied upon in deciding whether a lease ig a
finance lease or a true lease. The dilemma presented is that
finance 1easés,(and future innovatlve forms of asset based
financing) should most certainly be encompaséed in the
canvéntion. The study Group seems in agreemant on that point,
when it agreed that a security interest should be defined from &

"functional” viewpoint. At the same time, in close factual

Ed
[ER]

cases, as Professor Cuming points out, it may be difficult to
identify the "lease" as a finance lease, as distinct from a “true

leasze,

Although beyond the present thinking of the study

Group, and somewhat beyond Professor Cuming's second approach, we




may wish to consider whether all leases should be covered by the
convention., The convention would in effect protect the-lessor's
interest in the property (his ownérship or "financing” interest}.
Thus, leases of convention-covered equipment could also be

registered'in the International Registry.

Whéther the lessor is the true owner (in a true lease)
or a financier in a finance lease such as is covered in the
International Financial Leasing Convention, the remedles for the
jessor on the default of lessee are similar: repossession and
recovery of the asset; or sale of the asset, in the event of &

financing, to make the lessor whole.

There may be difficult priority and cther problems, but
essentially the broad object will be vealized if the regilstry
puts the "werld® on notice of the nature of the interest held by

the lessea.

There are sound reasong against the expansiecn of this
convention beyond "sacurity intereste® to include true leasges,
vet given thétdifficultias‘in defining "financial leases® whiéﬁl
might be vefy complicated and alien to some states, it might be
worthwhile to explore whether there is any benefit in including
all leases of convention-covered squipment within the coverage of

the convention.

- 310 -



8. The BSecurity Agreement, p. 15

With the rapid advances of electronic communicatiocn, as
Professor Cuming points out, a security agreement covered by the
convention should include a security interest created in an
electronic format, with any definition of a "writing® to include

electronic communications.

The Study Group seemeﬁ uniformly in agreement that the
convention should not provide a ' right or remedy which the
security agreement does not provide. At the game time, the
security agreement should satisfy certain requirements for the
convention to apply. To obtain more universal acceptance of the
conveniion, it may also be desirable to reguire registration of
the security interest to effect convention coverage of the
security interest, The reguirement might alseo help to solve the.

problem of establishing internationality.

There may also be some benefit in allowing parties to
opt-out of the convention by not registering. An opting-out
provision doss not seem inimicai to the goals of the aonventiaﬁli
. If lenders believe that the convention provides then significant

- protection, they will not want to opt out.

While sham f£ilings and statute of frauds objections

must be addressed, elsctroniec filings and electronic

- 11 -~



confirmations probably provide greater security against sham

writinge being filled.

9. TIhe Test of Internationality, p. 18

Professor cuming's second approach was generally
discussed at the March 1993 meeting as a way to meet the test of
internationality. The difficulty with the approach is that under
certain circumstances municipal law may trump the rights and
protections provided by the aﬁnvention. It may be necessary to
provide that the convention should attach the moment the security
interest is created and registered, In addition, as mentioned
above, the internationality test perhaps could be satisfied by
+he mere fact that conventien-cavered and registered aguipment

(which can or will be moved across borders) is involved.

However, Professor Cuming may be correct when he
statés: nfew States [would be)] prepared to have an international
legal regime govern securaed financing transactions that had no
international element other than that they involved mobile )
equipment that is capable of being moved from one gtate to

another." (p. 18).

Meeting the test of internationality while preventing

the protections of the convention from beind nullified by

wlzu



municipal law is perhaps the most difficult issue in crafting an

effective and widely accepted convention on this subject.
10, vesation of COhvantion priority Rules, p. 20

Some of Professor Cuming‘é scenarios illustrate
possible undesirable results because of the effect given to
nunicipal law. Scenario 1 sinmply deals with "validity," based
upon the propesition that the security interest comes within thae
terns of the convention. Aasﬁming SP1 vegilstered first, however,
8Pl should prevail. Why the "validity" in Scenarioc 1 ie governed
by the convention, and valldity in Scepario 2 1s governed by
State A is uncleér, The only difference between Scenarios 1 and
2 ig that in Scenarie 2 both éedurity interasts were given in

State A Eefore the situs of the equipment changed,

Scenario 3 reflects the fact that to enforce the
sanventien's remedies, the property must be in a convention
state. Professor Cuming seems correct in his conclusion that it
iz not criticél that the security interest be greated in )
convention state. Howévef, it does seem necessary that the
sacured parfy be able to register ite interest (created in a non-

aonvention State) to obtain pribrityf should the property move to

a convention state.

- 13 =



1. The Rols of Non=-Conventien Law in the Priority gtructure,

(pp- 23-28) | .

Professor Cuming's resolution of Scenario 4 seenms
correct, baoause SP1 regzstexed its security intereszst wlth the

lnternatlonal_reglstry, even though State A may not be a
conventlon state., State ¢, where the squipment. is located when

SP1 seeks to enforuve its convention rights, was a convention

State.

In Scenario 5,'contr$ry to Professor Cuming's
resolution, SPl should prevail, because State A, by adhering to
the cun;enticn, should récégnize the security interest of spi.

To this extent, the convention should displace municipal law.
Where SPl registers a gecurity interest under the convention
while the eguipment is in State A (non~-convention state), and
where the property moves to a convention State and SPits interast

ig to be enforced in the convention State, SP1 should prevalil.

One issue which should nevertheless be clarified is
whether a sacured party in nenwconvention State can protect its-
interest under the convention, in the event the equipment is
moved to a convention Staté. My answer would be: ves.
Registration in the international registry should be a notice to
the world, with respectwfo éqﬁipment covered by the convention.

Registration is basically mechaniecal., I see no reason why it is

- 14 -



necessary that the State where the security interest is created,

must be a contracting state.

Scenario 6. Yor the same reasong as stated in the

discussion of Scenario 5, 8P1 should prevail.

Svenario 7. 8P1 again should prevail. The
interposition of municipal law in this and other scenarios may
undarmine the very protections the convention was intended to

provide.

In Scenario 8, 1f State A wera not a convehtiqn state,
but 8P1 registered, 8P1 should prevail., §8P2 and 8P3, wherever
they may be logated, should look to the registry to see if a lien
is registered on the convention-covered edquipment. If
enforcement is to take place in State B, a convention state, then
SP1 should prevail under the priority rules of the convention.

In footnote 10, 1f SP2 registersd before SP1 in State B, SP2
should prevail. Again, the interposition of the municipal law of

State B seems contrary to the purpeses of the convention,

i2. Enforcement of the Segurity Interest, p. 28

Professor CUﬁing seems to be vorract when he asserts:
Ythe enforcement system of the convention should be appliocable

even though the securlty interest being enforced arose when the

..-151-1




equipméht'was located in another state that is not a party to the_
convention.” (p. 29), Accordingly SP2 should preﬁail in

Scenario 9.

However, SP1 shauld'also.préﬁaii'in Seenario 10, if SP1
registered its interest with the international registry. twhile
Scenarioc 10 does not valse competing interests, the Scenario
raises the issue whetheyr the enforcement provisions of thea
convention should govern a basically domestic transaction.

Should the convention apply orfcan it bhe made to apply where the
equipment does not move but stays in the original state. <Can the
test of internétionality be satisfied to provide convention
coverage to such a set of circunstances? Thera should ba no
difference between the‘fésolttion of Scenario 10 and 1i. If the
security interest was covered by the convention and registered,
SP1 should be able to iﬁvoke the convention enforcement rules,
From the viewpoint of amtﬁird party seeking to buy the egquipment
or giving credit,:théré seems little difference between the
Scenarios 10 and 11, despite the “intention” of the parties in -
Scenario 11 that the'equipmeht“wiil be used in states other than

State A,

13. Priosrity Rules, p. 3o

" The practical éﬁplichtioﬁ'ﬁf the priority rules

sugqesﬁé that registrétién;shoﬁid'perféct'a security interest

= 1f =



governad by the convention. Professor Cuming also seems correct

that security interests on leaseholds may be impractical. .

The special priority rule covering purchase money
seourity interests in property subject to a pre~existing securilty
agreament also seems to be the preférred result, for the reasons
stated by Professor Cuming. Registration (construstive notice)
should alsoc prevall over actual notice. When a buyer buys
eguipment with actual notice of an unregistered lien, he
nevertheless should have priority over the holder of the

unregistered security interest. In this case, certainty is the

preferred result,

14. The Ragistrv System, p. 37

The Rules for Registry as set forth by Professor Cuming
geem very sound and comprehensive. However, since such rules
would most likely benefit from experience, it might be more
desirable to include such rules in an Annex, where they could be

more readlly changed.

It may also be desirable te provide in the convention
only what information needs to be £iled, We may wish to leave to

the Regidtry the promulgation of rules of administration.

—17_



The full exposition of the rules, as Professor Cuming
has provided, is extremely helpful. Certainly they should be
discussed in the context of the substantive provision of the
contvention itself, even if ultimately it is decided that they be

ineluded in an annex.

Thomas J. Whalen
Condon & Forsyth
Washington, D.C. _
Telefax:; 202-289-4524
February 7, 1994
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