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Abstract In 1999, Revised U.C.C. Article 9 governing seculending was updated to
permit the creation “electronic chattel paper” (BCHraditional chattel paper is used widely in
some sectors of the US economy to finance equipmachases in part because a chattel paper
lender who perfects by taking possession can aelpewerity over a pre-existing secured lender
who perfected by filing. Revised U.C.C. § 9-10%imkd a new form of “control” over ECP that
would be treated as equivalent to possession ditivaal chattel paper, permitting chattel paper
financiers to retain their super-priority statughamelectronic documents. Because chattel paper
transactions often take place outside regulategh@ial institutions, and the risks of recognizing
ECP were unknown, the drafters of Revised Articlelexided to set a high technological
threshold for showing control of ECP in order tonage novel risks indirectly. Since 1999,
lenders have worked slowly and steadily to crela¢enecessary infrastructure for ECP markets.
Widespread use of ECP benefits lenders by redutiegost and increasing the speed of their
administrative processes, and also benefits invedtp lowering the cost of securitizing loans
and leases in the form of ECP. Nissan Motor Acmegd Corp. completed the first securitization
of ECP in 2005, but the global financial crisis2®08-2009 stalled adoption of ECP, especially
in the US automobile industry which was hit partiely hard in resulting recession. By 2010,
adoption rates for ECP in chattel paper financeketarwere again growing. Amendments to
Revised Article 9 finalized in 2010 lower the teological threshold required to establish
control, which should further encourage increassslaf ECP.
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ELECTRONIC CHATTEL PAPER: INVITATION ACCEPTED

Jane K. Winh

Gall's Law: A complex system that works is invalyafound to have evolved from a simple
system that worked. The inverse proposition algzeaps to be true: A complex system designed
from scratch never works and cannot be made to wok have to start over, beginning with a
working simple systef

|. A CURRENTPRACTICEHYPOTHETICAL

Ethel and Fred Consumer, residents of Seattle, \WWgisim, stopped by their local Edsel
dealer to test drive some cars. They fell in |lexth the Edsel Widget, an all-electric car, and
entered into serious negotiations to buy it. Befibrey could commit to the deal, however, they
needed to know how much their monthly payments ddd if they financed the new car over
five years. Norton, their sales representativepduced the Consumers to Thelma, a finance
and insurance specialist, who showed them on a etangcreen a menu of different options,
including buying the car for cash, leasing it, orrowing with a five-year term. The Consumers
authorized Thelma to check their credit and seet Wwimal of financing deals she could get for
them from the lenders with whom she worked. Thebiiscovered that the Consumers had
excellent credit, and submitted applications tdedént lenders and lease finance companies to
find out what kind of financing she could offer the

In less than a minute, Thelma was able to offeeEdhd Fred several different financing
options; the Consumers chose the five year leaBeelma told them about some additional
products and services the dealer offered, includmagside assistance plans and loan/lease
payoff gap insurance that would cover any shortiativeen what they owed on a loan or lease,
and an insurance payoff if the car was stolen taled. Ethel and Fred decided to add the
loan/lease gap coverage to their package, and Bhepdated their application with the lender
they had chosen and got a new monthly payment amback within minutes. Thelma
completed the loan agreement form online with imfation provided by the Consumers.

Although it was not apparent from the computer exgcréhelma was looking at, the loan
application software was actually running on a sectemote server. As she entered data, the
loan application software alerted her whenever shetted to enter needed data, entered
obviously incorrect or incomplete data, or madeiscaiculation such as with the lease residual
amount. Had Thelma used paper loan and lease dwtanthe correction of such errors would
be a common, but costly, process that could detgynent from the financing company to the
dealer by several days, if not longer.

! Many thanks to Steve Bisbee, Thomas Buiteweg, Regdman, Mike Jerbic, Julian McDonnell, Ken Moyle,
Steven Schwarz, Edwin Smith, Margo Tank, Stevens@/gand others?] for their feedback on earliertdyail
errors remain the responsibility of the author elo®pecial thanks to Alerian Lockwood for her targing
research assistance.

2 JOHN GALL, SYSTEMANTICS: HOW SYSTEMSWORK AND ESPECIALLY HOW THEY FAIL 52 (1975), as paraphrased
by Wikipedia http://en.wikipedia.org/wiki/Gall's \a



Once the lease agreement was complete, Thelmagrmit a draft hard copy and went
through the required disclosures with the Consuipage by page, answering any questions they
had. Then she asked them if they would like to glieir lease papers online rather than on
paper, assuring them that she would give them @& fuard copy printout of everything they
signed. Ethel and Fred had never heard of subing before, so Thelma showed them that her
computer had a peripheral device that captured gignatures; it looked like the signature
capture pads used with some point-of-sale credd osaders in retail stores. After Ethel and
Fred signed using the signature capture devicelnfhshredded the draft agreement and gave
them a complete printout of all the documents,uditig a signature page with digital images of
their signatures.

As soon as the lease agreement was signed andtsdyniti was transmitted within the
dealer's secure “e-contracting” system to a secatectronic vault” maintained by another
company that met the control requirements of ReviseC.C. Article 9 for “control” of
“electronic chattel paper.” The dealer transfercedtrol over the lease to the finance company
on the same day that the lease was signed. Asasothre finance company received notice that it
had been given control over the electronic leaseeagent, it made an electronic fund transfer
into the dealer's bank account. By contrast, haelfa submitted the loan to the finance
company in hard copy, the finance company’s ovénidelivery service would delay the
payment to the dealer's account by at least ongiflagt longer.

Although the Consumers’ experience in purchasiregBtsel Widget is a hypothetical, it
describes a process that is used with increasemguéncy by auto purchasers throughout the
United States today.

[I. INTRODUCTION

Over the last 150 years, American financial markedse engaged in the process of
replacing physical transactions with virtual trastgens® In 1999, the drafters of Revised
Uniform Commercial Code Article 9 extended an iatrdn to American lenders to update their
traditional chattel paper systems with new techgwyland migrate to electronic documents as
part of this process.Chattel paper is defined by U.C.C. Article 9 aseord that evidences both
a monetary obligation and a security interest indg and chattel paper financers occupy a
unique space in American financial markets becatisiee special priority rule that was added to
the original Article 9 to govern their lending ptiges® In order to get the benefit of that rule,
however, they were required to document their txetisns on paper, and insure that the lender
took possession of the paper as part of the lenttangsaction. Revised Article 9 permitted
chattel paper financers using electronic documenteaintain the super-priority status they had
been granted in the original Article 9, providedttthey could take “control” of the “electronic
chattel paper” (“ECP"J.

3 RoY S.FREEDMAN, INTRODUCTION TOFINANCIAL TECHNOLOGY, at x (2005).

* Jane Kaufman WinrElectronic Chattel Paper under Revised Article@pdating the Concept of Embodied
Rights for Electronic Commerc@4 CHI.-KENT L. Rev. 1055,1055 (1999).

® “Chattel Paper” is defined in U.C.C. § 9-102(a)({11999); the original version of the special pitiprule for
chattel paper is found in U.C.C. § 9-308 (1957).

®U.C.C. § 9-308 (1957); U.C.C. § 9-330 (1999).



The movement from hard-copy chattel paper to edeatally stored and processed
chattel paper would benefit equipment financiersldoyering their administrative costs, and
would also benefit investors by lowering the cdstransferring or securitizing chattel paper. In
1992, when the Article 9 Drafting Committee stariesi work, auto loan securitization was
beginning to take off, and secured lenders wereinbey to consider the possibility of
securitizing their assets in an “end-to-end” elauic transaction. The revision of U.C.C. Article
8 that ended in 1994 already established a firmalldgundation for all the forms of
“dematerialized” securities transactions that wéhen in existence. This suggested to
participants in the Article 9 revision process thalegal foundation for dematerialized chattel
paper might also be found.

When the first revision of U.C.C. Article 8 tookape in the 1980s, however, American
securities markets had already largely succeedetnimaterializing securities transactions. By
contrast, when Article 9 was being revised in t880s, ECP did not yet exist, so the drafters
would have to imagine what ECP might be and howtiad” over it could be achieved. At the
very end of the Article 9 revision process, a ps@mm governing control of ECP was finally
added. It defined “control” in what the draftergsped was a rigorous but technology-neutral
manner, so that a competitive market for ECP sesvimould develop with multiple providers,
and also without undue risks to borrowers and lenftem the process of “dematerializing” loan
documents. The drafters recognized that if they inadvertesdt the threshold too high, then it
would create barriers to the adoption of ECP irstfaencouraging it, but if they set it too low,
then later it might be difficult to manage the s unfettered innovation in financial markets.
For several years after Revised Article 9 went iffect, there was little evidence of a market
for ECP developing, leading some observers to stigpat Revised U.C.C. § 9-105 might have
overshot the mark.

By 2010, it was becoming clear that the ECP expamimn Revised Article 9 had
succeeded in some financial markets, and thatmisortance is likely to grow further. This
article will review the market developments fuelimgerest in the notion of “electronic chattel
paper,” and the quandary facing the drafters ofis®el Article 9 in trying to recognize an
industry practice that did not yet exist. It wdiéscribe the growth of ECP markets over the last
decade, including the development of new finans@lvices industry practices regarding the
control of ECP. In 2010, the American Law Ins&tyALI) and the National Conference of
Commissioners on Uniform State Laws (NCCUSL) amdridevised U.C.C. § 9-105 to make it
easier for lenders to demonstrate that they hattaoof ECP. When this amendment has been
enacted into state law, it should also contribatthe continued growth of markets for ECP.

[l. ARTICLE 9 REVISIONS. CHATTEL PAPER
A. RECENTHISTORY OFCHATTEL PAPER

"In 1997, the drafters could look to the suddefapsk following the recent rapid growth of the nearor
subprime auto loans originated by independent fisamompanies rather than banks or the auto manwéast own
captive finance companies as an example of the dékapid innovation in the chattel paper marketelesse
Snyder It's crunch time in subprime, Collections and CteRlisk March, 28 1997.

® See, e.g.JULIAN B. MCDONNELL, SECUREDTRANSACTIONSUNDER THEUNIFORM COMMERCIAL CODE, § 28A.03
(2010).



When the original Article 9 was being drafted dgrithe 1940s and 1950s, its drafters
discovered that sometimes loan agreements in the fif conditional sales agreements or
bailment-leases received similar treatment to nagk& instruments, even though they did not
meet all the technical requirements of negotigbilitFor example, in automobile financing, it
was common for a financing agency to buy loansimaigd by an automobile dealer, take
possession of the loan agreements, notify the bv@rrof the assignment, and handle the process
of collecting payments. In recognition of this aown industry practice, the drafters of the
original Article 9 established a special rule tadwed financers to perfect by taking possession
of “chattel paper,” as these conditional sales egents and bailment-leases were known.
Allowing chattel paper financers to perfect by mssson would be little use, however, unless
they could get priority over another category afder recognized for the first time in Article 9,
the lender with a “blanket” security interest o the borrower’'s assets. Because Article 9
authorized the creation of floating lien that coeldcumber after-acquired property, a chattel
paper financer taking paper from an auto dealer lithd already granted such floating lien to
another lender could find itself subordinated tatlender. So the drafters of the original Article
9 also provided that a chattel paper financer whidegted by possession would have priority
over lenders with floating liens who had perfeabady by filing.

While chattel paper could always be drawn up inay what it met all the technical
requirements of negotiability, the drafters of arad Article 9 noted that much of the chattel
paper actually in use did not meet th&mThey therefore decided that chattel paper under
Article 9 should not have to qualify as a negotaibistrument in order for its purchaser to enjoy
a super-priority over prior lenders who perfectgdiling. Article 9 required instead that chattel
paper financers show that they are in possessigrhatever constitutes the chattel paper. Thus
the super-priority rule in Article 9 has certairrustural similarities to the rules governing
holders of negotiable instruments under U.C.C.cketB or holders of negotiable documents of
title under U.C.C. Article 7 because certain pagis are granted to someone in possession of a
piece of paper, but it differs from the rules gomreg negotiability by setting a lower threshold
for chattel paper financers to meet.

Negotiability provides an example of an “embodieights systent’ In such a system, a
piece of paper that contains written descriptiomlastract rights is deemed to embody the rights
described, and someone in possession of that pfegaper is deemed to be the owner of those
rights. Although embodied, or reified, rights €8s may seem clumsy and anachronistic today,
when they were originally developed centuries dlgey were much more efficient than the even
more primitive systems they replaced. If the rigitrepayment of a loan depended on the
memory of both parties to be enforceable, a levdas obviously vulnerable to fraudulent
challenges its right to repayment from a borrowéhile a borrower who relied on the accuracy

® GRANT GILMORE, SECURITY INTERESTS INPERSONALPROPERTY § 25.5 (1965) (discussing quasi-negotiable
collateral, non-negotiable instruments, non-netdi@ocuments, chattel paper); Homer KripRbattel Paper as a
Negotiable Specialty under the Uniform Commerciatl€ 59YALE L. J.1209 (1950).

2 Under the 1957 version of U.C.C. Article 3, a riggfgle instrument had to be in writing, signed baker or
drawer, contain an unconditional promise or ordgrdy a sum certain on demand or at a definite, tise the
language of negotiability (pay to order or bearer).

' Robert Charles Clarldbstract Rights versus Paper Rights under Articteéf the Uniform Commercial Cod84
Yale L. J. 445, 476-477 (197%eeWinn 1999 supranote XX.
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of the lender’s accounting records was similarljnewable to fraudulent claims from a lendér.
With advances in accounting and computerized bssineformation systems, it may more
reliable and more efficient to use a central reckegping system that both lenders and
borrowers trust, but no such systems existed whiiples of negotiability were developed.
Modern financial markets generally rely on compuatst central registry systems, or
computerized accounting systems to track the rigimd obligations of parties to financial
transactions: U.C.C. filing offices are an exanmgflsuch a computerized central registry system,
and bank and brokerage records of customer holdangsan example of such computerized
accounting systems.

The original Article 9 authorized the creation @ntralized registries to track security
interests, but it did not authorize the use ofegitbentral registries or accounting systems as a
substitute for possession of chattel paper. Tist fime that “control” over assets recorded in
computer systems was recognized as equivalentihg e possession of pieces of paper that
described those assets came in the 1994 revisidd.©fC. Article 8 governing investment
securities. Revised Article 9 recognized that sstyarty taking “control” over securities held
in an account maintained by a securities intermgditauld be the equivalent of the secured
party taking possession of a paper stock certdicdthis model was adopted during the revisions
to U.C.C. 9 by permitting secured lenders to tat@ntrol” over bank accounts or letters of credit
held at banks. Under Revised Atrticle 9, perfectigncontrol over investment securities, bank
deposits or letter of credit rights required the secured lender secure a commitment from the
financial intermediary in whose computerized acdtmgn system records of the asset were
maintained. A secured lender’s level of confidemicat it had “control” over such financial
assets would depend on its level of confidence thatfinancial intermediary had reliable
computerized accounting systems and effective nma&anagt systems in place. Because
investment securities, deposit accounts and lettecsedit are normally only held in regulated
banks and brokerage firms, the reliability of thdises accounting and management systems is
subject to audit by regulators. In other words, révsed Article 8 notion of “control” depends
both on lenders’ confidence in the effectivenessthd regulation of individual financial
institutions as well as lenders’ confidence of thelity of a specific institution’s computer
system

The first securitization of auto loans took place 1985'° Before securitization,
manufacturers’ captive finance companies had issoetnercial paper or used bank credit lines
to finance their dealers’ sales. The practiceealstizing residential home mortgages had been
pioneered in the 1970s by government-sponsoredpeises (Government National Mortgage
Association (known as “Ginnie Mae”), Federal Na#brMortgage Association (known as
“Fannie Mae”) and Federal Home Loan Mortgage Cafon (known as “Freddie Mac”)), and
in the 1980s, some observers were skeptical thatriggation of auto loans could take off
without some form of government intervention in tharket'* This skepticism proved to be
misplaced, however, because auto finance secuidtizenarkets grew rapidly in the absence of
government oversight. As US auto companies staagtiirough tough times in the early 1990s,

2 Robert Charles Clarldbstract Rights versus Paper Rights under Articté the Uniform Commercial Codg4
Yale L. J. 445, 476-477 (1975).

13 eonard Sloanefour Money: New Securities Tied to Assiity. TIMES, July 18, 1985, at 32.

4 American Bankers AssociatioBecuritizations and Whole-Loan Sales Provide WhedHDeal RoomABA
BANKING J., Oct. 1997.



commercial paper sales and bank borrowing becanre mhifficult for their captive finance
companies, and the appeal of securitization inectageatly> When the Article 9 Drafting
Committee was established in 1992, auto loan gemtron was rapidly gaining momentum,
creating interest among secured lenders interésteelcuritizing their assets in the idea of “end-
to-end” electronic transaction processing.

During the process of revising Article 9 in the 099lenders expressed an interest in
developing a “perfection by control” rule for chetpaper in electronic form. While it had been
common for lenders to claim security interestsrimestment securities, deposit accounts and
letter of credit rights before they were recognizedArticle 9 or Article 9, electronic chattel
paper did not yet exist, so there were no indugtactices to guide the drafters. In 1997, the
drafters took the first tentative steps toward gemining ECP by inserting the following
comment to what was then Section 9-327 governiagthichase of chattel paper or instruments:

“Electronic Chattel Paper.” The Drafting Committee (with the assistancetdd t
Working Group on Secured Transactions, Committethedaw of Commerce in
Cyberspace, ABA Section of Business Law) is purguthe possibility of
extending subsections (a) and (b) to cover obbgatithat otherwise would meet
the definition of “chattel paper” but are not ewided by a writing. If this proves
feasible (e.g., if a suitable analogue for “poseesscan be developed) and
desirable, the subsections might be expanded ewtdref to cover accounts.

The Working Group on Secured Transactions refeiwdd the comment later published
a revised version of the memo they had providethéodrafters, and that inspired this
comment® The draft comment illustrates the uncertaintyréorters felt about whether
a legal equivalent of possession of ECP was e\asildie.

Several months later, a different group of lawysrbmitted a proposal to reporters for a
new provision that provided for control over eledic chattel papet. This group of lawyers
had been advocating that an electronic equivateatW.C.C. Article 3 negotiable instrument be
recognized in the Uniform Electronic Transactiort,Achich being drafted at the same time that
Article 9 was being revised. The first completeogwsal for establishing “control” over
electronic chattel paper came only a few monthsreehe Article 9 revision process was due to
end. The very late submission of draft languagédontrol” created a quandary for the drafters.
On the one hand, they wanted to respond to thesnefedhattel paper lenders with an updated
rule before the drafting process came to a cl@&e.the other hand, a rule governing control of
chattel paper would have to be significantly diéfer than the provisions for control of
investment property, deposit accounts and lettecsenlit because chattel paper finance markets
functioned differently than the banking and se@sitmarkets where investment property,
deposit accounts and letters of credit were maiethi

Chattel paper finance markets were much lessaleastid and less regulated than the
banking and securities markets where control omeestment property, deposit accounts and

15 Jacqueline S. Goldhe Parent Comes Begging (GMAC and General Mat6mspNCIAL WORLD, Jan. 19, 1993.
16 candace M. JoneRonald S. Gross and Lee A. Schétectronic "Chattel Paper" Under Revised Article®.
U.C.C. L.J. 47 (1998).

Y The first draft of what is now Revised U.C.C. 8@ was developed and submitted to the reportessgrpup
working within the Cyberspace Committee of the Bass Law Section. At various times, this groupuded
Steve Bisbee, Amy Boss, Ron Gross, Candace Jonas Smedinghoff, David Whitaker and Jane Winn.
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letters of credit could be established. In bankamgl securities markets, the Article 9 control
provisions could piggyback on government regulatiérbanking and securities intermediaries
by requiring the cooperation of regulated finandislermediaries to establish control. By
contrast, regulated financial intermediaries playwach smaller role in chattel paper financing,
so the drafters of Revised Article 9 could not dymguse the control provisions developed in
the process of revising Article’8. Furthermore, if a market for electronic chattaper already
emerged by 1998, then the drafters would have @dption of simply codifying industry best
practices in Revised Article 9. But in 1998, tharas no ECP yet in existence because chattel
paper financers were unwilling to adopt new tecbgas that might put their super-priority
status at risk. Without either a regulatory framewor relevant industry best practices as a
guide, the drafters had no frame of reference witthich to determine what would give secured
lenders confidence that they really had the elaeatrequivalent of “possession.”

The task facing the drafters of Revised U.C.C. B)9-was complicated further because
there were several different models for switchirmnf paper to electronic processes within an
existing financial market, any one of which migla suitable for ECP markets. One was the
central registry model. With such a system, ara¢momputerized clearing house or registry
would be established and all market participantsildr/@end and receive data about assets and
transactions using that system. The system for Ur&sury securities such as Treasury bills
and notes is an example of this model, with thetraépned registry being maintained by the
Federal Reserve Banks. The system for trackirtggion Treasury securities is generally known
as “book entry” and adoption of such a system Fattel paper could have greatly simplified the
process of securitizatiof.

Other central registry systems were created forAimerican securities market with the
Depository Trust & Clearing Company (DTCC), the Aman real estate mortgage industry
with the Mortgage Electronic Registration SystenE@®S), and for cross-border trade with the
Bill of Lading Electronic Registry Organization (RBRO). While such a system offers great
efficiency benefits to an industry once it has beancessfully launched, not all such systems
actually succeed. To deal with the problems oarotey paper securities, the New York Stock
Exchange established the Central Certificate Serinic19642° The Wall Street Paperwork
Crisis of 1968 showed that more was required, wHeth in 1973 to the creation of the
Depository Trust Company (DTC), the predecessah@¢oDTCC. DTC quickly achieved wide-
spread acceptance because it had been developegdpond to a crisis in the US securities
industry. By contrast, MERS was launched in 19@8itowas not until a decade later that half of
all residential mortgages in the US were recordmthe MERS system. Adoption rates for the
BOLERO system remain disappointing more than a decdter it was launched. Even if a
central registry model might have been a good fdeahattel paper finance, the industry itself
had taken no steps in that direction by 1998. ightlof the lack of any evidence that chattel

18 Lauryn FranzoniStrategy Shifts in Auto Financing: The Customeralols More likely to be the DealekM.
BANKER, Mar. 26, 1990 (describing the decline in diremtk-consumer financing of auto purchases and sieeofi
indirect auto financing).

19 Securitizations of such investments are normalyresented in book-entry form and not in papeifites, E-
mail from Steven Schwarz, to author (Aug. 30, 2@H36 (PST) (on file with author).

' Wyatt Wells, Certificates and Computers: The Reingibf Wall Street, 1967 to 1971, The Business dtist
Review, Vol. 74, No. 2, (Summer, 2000), pp. 193-235

2L Miriam Goldby, Electronic bills of lading and cealtregistries: what is holding back progress? rimiation &
Communications Technology Law; Jun 2008, Vol. Istués2, p125-149
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paper financers as an industry were starting tdéalgofate on a central registry system, an
initiative to create such a system could not bedaed using the Article 9 revision process as a
platform, which in any event was in the proceswioiding down.

The risks of codifying the adoption of new techrylgprematurely were also evident to
the drafters of Revised Article 9. In the 197@srasponse to the Wall Street Paperwork Crisis
and its aftermath, U.C.C. Article 8 had been coteerevised. It was not until the 1980s, after
the new version of Article 8 had been adopted inwN@rk and other states, was it generally
recognized that the 1977 version of Article 8 madeain assumptions about the architecture of
the computer systems used to clear securitiesactings that were, in fact, false. The drafters
of the 1977 version of Article 8 assumed that etett securities transactions would clear
through computers maintained by the stock issudmsnwin fact they cleared through the
computers maintained by DTC. Because of the disecnbetween the way the 1977 version of
Article 8 was written and the way that Wall Straetually worked, lenders could not be certain
their security interests in stocks and bonds weréepted. That anxiety was heightened by the
failure of Drexel Burnham Lambert in 1990, whichtumn triggered a further round of revisions
to Article 8 that was completed in 19%4.

The drafters of Revised Article 9 had to find aywa cut through the chicken-and-egg
problem that chattel paper financers would not gipepaper processes unless they were assured
they would keep the super-priority they had beemmiunder old Article 9, but there were no
suitable models for crafting such a provision awmidiag it to Article 9. The drafters had
authority to simplify, clarify, and modernize commial law and practice, but their authority to
issue new regulatory mandates was problematicsit Biehe failure in the 1980s of the Uniform
New Payments Code in the face of extensive opposgiood as a reminder of what happens if
commercial code drafters fail to distinguish betwemdifying existing commercial law and
practice, and regulatory refor. But in the absence of something rather like a reyulatory
mandate, the chattel paper financiers would laek dbrtainty they needed to reengineer their
business processes.

B. REvISEDU.C.C.8§9-105

It was not until 1998, the final year of the rewisiprocess, that a provision governing
control of ECP finally appeared in the draft. Thareh 1998 version of 9-105 became final later
in 1998 when revised Article 9 was approved by Ahé and NCCUSL. Revised U.C.C. § 9-
105 provides:

A secured party has control of electronic chateghgy if the record or records comprising the
chattel paper are created, stored, and assigretcima manner that:

(1) a single authoritative copy of the record aorels exists which is unique,
identifiable and, except as otherwise providedamagraphs (4), (5), and (6),
unalterable;

(2) the authoritative copy identifies the securedty as the assignee of the
record or records;

22 see generally, Charles W. Mooney, Jr., Beyond Mability: A New Model for Transfer and Pledge otérests
in Securities Controlled by Intermediaries, 12 @aalL. Rev. 305 (1990).

% Hal S. Scott, Corporate Wire Transfers and thefddmi New Payments Code, 83 Columbia L. Rev. 1664617
(1983); Edward L. Rubin, Policies and Issues inRhaposed Revision of. Articles 3 and 4 of the @.C43 BUS.
LAW. 621 (1988).



(3) the authoritative copy is communicated to aradimained by the secured
party or its designated custodian;

(4) copies or revisions that add or change an ifilemtassignee of the
authoritative copy can be made only with the pgréiton of the secured
party;

(5) each copy of the authoritative copy and anyycopa copy is readily

identifiable as a copy that is not the authorigtivcopy; and

(6) any revision of the authoritative copy is réwpdidentifiable as an

authorized or unauthorized revision.

The language of Revised U.C.C. § 9-105 demonstriduats the drafters decided to use the
technological sophistication of business infornratsystems as a proxy for both the security of
existing chattel paper administrative processesfanthe security of records maintained within

regulated financial institutions. In other wordbe drafters of Revised U.C.C. § 9-105

substituted a technological feasibility barrier footh traditional paper-based processes and
prudential regulation because traditional bank ecusties markets regulators were largely

absent from chattel paper markets.

The draft expressed this technological sophistcatequirement indirectly in terms of
the result to be achieved rather than directlyeinmts of a description of the technology to be
used®* While it is rare for laws to mandate that compwgstems achieve a specific level of
security, such technological mandates do existr éxample, the Drug Enforcement Agency
requires that certain parts of online prescripigsuing systems for controlled substances must
conform to the Federal Information Processing Steth@FIPS) 140-3° The control provisions
in Revised U.C.C. § 9-105 especially parallel tlatml requirements in Section 302 of the
Sarbanes-Oxley Act, which requires public compatoesstablish and maintain internal control
systems in general terms, so that the individuddlipucompanies ultimately decide how to
design their accounting systefis.The technological sophistication necessary tonstat a
party is in “control” of ECP consists of making antputer system reproduce all the relevant
functional attributes of paper chattel paper. @itph this is a very difficult task from a
technological perspective, if it could be done ntlitewould simplify the migration to ECP for
industry participants.

The official comments to Revised U.C.C. § 9-105 bagize that while an unlimited
number of copies of ECP may be in existence, cbotrer ECP requires a computer system that
can distinguish a “single, authoritative copy” o€E from all other copies. In the Edsel
automobile financing example in the preface of Hriicle, the dealer may only retain copies of
the ECP it submitted to the finance company if dealer's computer, the finance company’s
computer and any other third-party computer syste®d as a repository for ECP can each

% This is similar to the distinction between “perfance” standards and “design” standards in trade la
(performance standards explain the desired rasgéneral terms and can be met in a variety of wakige design
standards mandate a particular solution to achisvelesired result). See generally, Alan O. SyResduct
Standards for Internationally Integrated Goods MtgK1995); VWWRLD TRADE ASSOCIATION Annex 3: Code of
Good Practice For The Preparation, Adoption And Kgagion Of Standards, iIMGREEMENT ONTECHNICAL
BARRIERS TOTRADE,

%21 C.F.R. § 1311.30 (2010).

% sarbanes-Oxley Act §302, 15 U.S.C. §7241 (2016jtifiation of Disclosure in Companies' Quarteahyd
Annual Reports: Final Rule No. 33-8124, 67 Fedy.R&276 (Sept. 9, 2002); Securities ExchangeRubes, 17
C.F.R § 813a-14 & 15d-14 (2003).
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distinguish between the single authoritative copg ghe copy retained by the dealer. The
official comments explain that the drafters’ inient was to allow the market to decide what
business and technological systems are approgoatstablishing that they had “control” over

ECP, but not to recognize a mere agreement betpasgies to establish that control had been
achieved.

Although the drafters stated explicitly in the ofii comments to Revised U.C.C. § 9-
105 that their goal was not to establish more gémt standards for control of ECP than existed
for possession of traditional chattel paper, thestainly did create some significant challenges
for the technologists developing control systemidie most obvious challenge was that it is
normally impossible to identify any one electroompy of a document as being the “original”
document because computers can create an unlimitedtber of perfect copies of documents in
electronic form almost instantly. A second relgpedblem can occur when copies of electronic
documents are transmitted across information systeyrepeatedly making transient copies of
them. Since transient copies may not be deletest #fie transmission is complete, a trail of
countless, unintended, and perfect copies couldiltres In addition, although business
information systems often are designed to press@itsuwith a consistent representation of data
that mirrors a paper document, the data is rateled inside a business information system in a
way that corresponds to a paper document. Ratviesif appears to be single document is
actually many separate bits of data stored in nukifigrent places on a computer hard drive; the
computer knows the addresses of all the data agedawith a particular document when a user
views it and dynamically assembles and reassentbkeslata in order to present a consistent
image to the user. Thus, at some level, the eedsugnpression that a document has been
stored inside the computer is a carefully nurtuitkgion created by output devices such as
computer screens and printers. In other wordsnbss information systems would only be able
to meet the requirement of recognizing a “singleharitative copy” of ECP with substantial
modifications.

The fact that electronic documents stored insidenputers and traditional paper
documents had very different characteristiceigly relevant to most attorneys in practice. For
most attorneys, that changed when the conceptletttenically stored information” (ESI) was
introduced in 2006 into the Federal Rules of CRiibcedure (FRCP) to replace the concept of
electronic document. The ESI provisions in the PRdirected the attention of parties to
litigation to “native format” data on their comptgeand away from “images” of data processed
to look like documents (such as PDF filéslnlike the revised FRCP that bring the law of
evidence into line with the normal operation of iness information systems, Revised U.C.C. §
9-105 moved in completely the opposite directionréguiring business information systems to
actually mimic some of the salient features of pagpadocument inside the computer system.
Business information systems are not normally clgpab recognizing a “single authoritative
copy” of a document and holding it within an enwineent so secure that it remains unique,
identifiable and unalterable without the consenthef party in control of it. Building computer
systems capable of performing those unusual funstioreated major design challenges for
technologists; by contrast, the revised FRCP cgeatajor conceptual challenges for attorneys
with limited knowledge of computer systems and atmmed to paper-based discovery
processes.

Although Revised U.C.C. § 9-105 set a high techgiokd threshold for “control of ECP,
the drafters gave developers the flexibility toateetheir own design for the control system so

11



that the system could meet market demands. Thigelinflexibility stands in marked contrast to
the rigidity of the Food & Drug Administration’s 2CFR Part 11 Electronic Signature
Regulation and the European Union’s E-Signatureedve. 21 CFR Part 11 and the E-
Signature Directive in effect mandate the impleragoh of a particular type of “public key
infrastructure” based on information security daeshest principles from the early 1998s.
Although their drafters intended them to be tecbgglneutral but strict in much the same way
that the drafters of Revised U.C.C. § 9-105 intehdbey overshot the mafk. The final 21
CFR Part 11 regulation was issued in 1997 but rtttae a decade later, the US pharmaceutical
industry is still struggling to develop industryde interoperable systems to implement it.
Repeated studies by the Commission reveal thagresires in the form provided for in the
Directive are not a driver for adoption of e-comageby European businesses, but a baftier.

C. SUBSEQUENT DEVELOPMENTS

After the Article 9 revision process ended, theifthm Electronic Transactions Act
(UETA) used the Article 9 standard for control d€IE as a model for the electronic equivalent
of a negotiable instrument with some modification8ecause the UETA applies to any
transaction in electronic form, and is not limiteda specific category of commercial transaction,
a new term to describe the electronic equivalerd okgotiable instrument had to be devised.
The drafters of the UETA chose “transferrable rdcorSection 16 of the UETA reproduced the
language in Revised U.C.C. § 9-105, but transforingdo a safe harbor and inserted before it a
more general description of what creates “contmi’a transferable record. This general
description provides that, “[a] person has controd transferable record if a system employed
for evidencing the transfer of interests in thengfarable record reliably establishes that person
as the person to which the transferable record issaged or transferred.” Because control of
transferable records in the UETA is explicitly mamldéunction of the reliability of the system
within which the record exists, it is much morexitde than the requirements of Revised U.C.C.
8§ 9-105. In 2000, Section 201 of the Electronign@tures in Global and National Commerce
Act (E-SIGN Act) also recognized transferable resdnased on promissory notes with a general
authorization and a safe harbor based on the UEddemand in 2005, revised U.C.C. Article 7
governing documents of title adopted control primvis based on the UETA and Revised U.C.C.
§ 9-105 models.

27 See generally, Jane K. Winn,US and EU Regulatomp@ztition and Authentication Standards in Eledton
Commerce(May 22, 2006). Available at SSRiip://ssrn.com/abstract=901324

% See generally, Jane K. WirlBlectronic Commerce Law: Direct Regulation, Co-Ratjon and Self-Regulatign
draft for Cahiers du CRID conference (July 14, 20b&p://ssrn.com/abstract=1634832

% |n 2007, a study undertaken for Commission DG rimfation Society identified many problems relatethi
Electronic Signature Directive which were contribgtto lack of adoption of the technology in Eurofee
SEALED, DLA Paper, and Across Communicatiorns,i$¥ ON THE STANDARDISATION ASPECTS OF BIGNATURE,
(2007), http://ec.europa.eu/information_societyfepa/i2010/docs/esignatures/e_signatures_standdaigpdf.
In 2010, the Commission DG Taxation and Customkem electronic signature requirements from e-icingj
regulations, citing them as a major barrier toatleption of e-invoicing by European businessesfiBsal for a
Council Directive amending Directive 2006/112/ECtba common system of value added tax, with regatte
duration of the obligation to respect a minimurmdtard rate,” available at
http://ec.europa.eu/taxation_customs/resourcesfdents/taxation/vat/how_vat_works/rates/com(2010)@81pdf
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In 2010, Revised U.C.C. § 9-105 itself was amertdadclude a general provision based
on the Revised U.C.C. § 7-106 modfel.Revised Article 7 also included a provision goieg
reissuance of documents of title in an alternatneglium, e.g., from paper to electronic or vice
versa’® The comments to Revised U.C.C. § 9-105 note thesipility of converting paper
chattel paper into electronic form, but overlookied possibility that someone in control of ECP
might prefer to be in possession of traditionalteigaper instead. The 2010 amendments to
Article 9 do not include a section equivalent toviRed U.C.C. § 7-105 on converting between
different media, but revised comments to Amende&d.O. 8 9-105 are intended to make it clear
that conversions in either direction are permitt¥dhen chattel paper is converted from paper to
electronic form, or from electronic to paper forar, simultaneously exists in both paper and
electronic form, it may be referred to as “hybrittiattel papef? Hybrid chattel paper may be
created when lenders agree with borrowers to neadiins that are recorded and stored a
different form from the original document. Whethtrs practice of storing the record of the
modification apart from the single authoritativepgdield within a highly secure system affects
the perfection by control was discussed by thecket® Review committee, but is unlikely to be
addressed in the 2010 amendments.

With the addition of the general provision to ReddU.C.C. § 9-105, secured lenders
may feel more comfortable that the new systems rieebriginal “single authoritative copy”
and control requirements. If they do not, they stlh develop new systems based on different
designs, such as a central registry, as UETA 8oiésn

The [general] control requirements may be satistiedugh the use of a trusted
third party registry system. Such systems are otlgrén place with regard to the
transfer of securities entittements under Articlef8the Uniform Commercial
Code, and in the transfer of cotton warehouse péxeiunder the program
sponsored by the United States Department of Al This Act would

30 Other minor stylistic changes were made to thedéRevised U.C.C. § 9-105 in 2010 such as reptatievision”
with “amendment” and a requirement of participatieas changed to a requirement of consent. As aatkind
2010, Revised U.C.C. § 9-105 now provides:

(a) [General rule: control of electronic chattappr.] A secured party has control of electroniatieh paper if a
system employed for evidencing the transfer ofredts in the chattel paper reliably establishes#uoeared party as
the person to which the chattel paper was assigned.

(b) [Specific facts giving control.] A system séitis subsection (a), and a secured party has daritedectronic
chattel paper, if the record or records comprisirgchattel paper are created, stored, and assigrseith a manner
that:

(1) a single authoritative copy of the record aorels exists which is unique, identifiable, and;ept as
otherwise provided in paragraphs (4), (5), andBalterable;

(2) the authoritative copy identifies the secypady as the assignee of the record or records;

(3) the authoritative copy is communicated to eraintained by the secured party or its designated
custodian;

(4) copies or amendments that add or change atifiddrassignee of the authoritative copy can beena
only with the consent of the secured party;

(5) each copy of the authoritative copy and aryyaaf a copy is readily identifiable as a copy tisatot
the authoritative copy; and

(6) any amendment of the authoritative copy islilgadentifiable as an authorized or unauthorized
revision.

31 Revised U.C.C. §7-105 (2005).

32 Memorandum from Thomas J. Buiteweg to the Artléoint Review Committee (Dec. 23, 2008),
http://www.law.upenn.edu/bll/archives/ulc/ucc9/leuvegmemo.pdf.
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recognize the use of such a system so long asahdeasds of subsection (c) were
satisfied. In addition, a technological system whimget such exacting standards
would also be permitted under Section 16.

An ECP system modeled after the USDA'’s electroraceliouse receipts system would require
further modification because it does not meet dpiirements of Revised U.C.C. § 9-105 in the
absence of a general provisith.

In some segments of American financial markets, mengial statutes are supplemented
with a wide range of industry codes and technitaidards, and ECP may develop similar forms
of self-regulation in the future. The UCC accomiaed merchant self-regulation through the
development of industry rules and practices inr@etyaof ways. For example, U.C.C. Article 4
is based on the American Bankers' Association Baollection Code of 1929, which in turn was
the culmination of decades of work by different kens’ trade associations to rationalize the
organization of the process of collecting che¥k&he role of industry self-regulation through
codified rules and practices was given special geiton with U.C.C. 8§ 4-103(b), which
provides that “Federal Reserve regulations andatipey circulars, clearing-house rules, and the
like have the effect of agreements under subse¢prwhether or not specifically assented to by
all parties interested in items handled.” 8§ 4-b)3omments explain that this broad recognition
of self-regulation applies to check collection undeticle 4, but not to the rest of the U.C.C.,
because of the technical complexity and continumumvation characteristic of the check
collection system.

[ll. NEW INDUSTRY PRACTICESEMERGE

Gall's Law predicts that any attempt to build aiom&l ECP market from scratch and
launch it soon after the enactment of Revised U.§.8-105 would likely faif> According to
Galls’ Law, development of complex systems throsgw, iterative processes have a better
chance of success if the goal is to create a largmplex system, such as a new market for
financial services. Over the past decade, the B@®&stry has undergone slow growth in the
form of the development of new companies by enamegurs, usage of trade and technical
standards. In 2005, Nissan Motor Acceptance Catmor was the first captive auto finance
company to securitize ECP created with DealerTradontracting systems and stored in an
electronic vault maintained by eOriginal; sincerthiehas securitized ECP dozens of times. By
2010, ECP accounted for more than half of all dintancing by Nissan dealef&adoption rates
for ECP among other auto manufacturers and in otfuerstries that depend heavily on secured
financing such as equipment leasing also grewabatslower pace. Although student loans are
not covered by Article 9 because they do not ingghersonal property security, intermediaries
in student loan markets have voluntarily adopteel Revised U.C.C. § 9-105 standard for
“control” of electronic student loan notes in theécuritization transactioris.

33 SeeMcDonnell,supranote 8at § 29A.02.

% Hal S. ScottThe Risk Fixers91HARV. L. Rev.737 (1978)

3 JOHN GALL, SYSTEMANTICS: HOW SYSTEMSWORK AND ESPECIALLY HOW THEY FAIL 52 (1975), as paraphrased
by Wikipedia http://en.wikipedia.org/wiki/Gall's_\a

3 http://www.eoriginal.com/customers/nissan-motor-acceptance-corporation/

37 personal communication from Ken Moyle to the au(aug. 24, 2010).
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Although U.C.C. 8§ 9 —-105 provides industries witle tegal scaffolding to use ECP,
additional industry practices must also developudd a market for ECP. Because transactions
in ECP, unlike transactions in traditional chafpalper, cannot take place without computer
mediation, markets for ECP will exist within netwed computer systems. To build markets
based on networked computer systems, businessssexcéhat are closely tied to computer
system functions must be harmonized and the comgpubemselves must be interoperable.
Harmonization of business practices requires thveldpment of standard industry practices and
technical interoperability requires technical stamid. In the U.S., the conventional way that
businesses operating in developing markets resbbse challenges is with collaboration within
industry associations and through standard sefpiragesses, which may evolve into self-
regulatory systems. This is particularly true afahcial services industries, which have
produced self-regulatory organizations such as axgks, clearinghouses and funds transfer
networks. The role of codified trade practices @&odchnical standards within the Article 9
framework has grown in recent decades, as evidengédlde migration to computerized systems
for recording financing statemenis.

Technical standard-setting activities often playeasential role in building new markets
mediated by information technology. American basses have a strong tradition initiating and
supporting private, voluntary standard-setting\aiitis to support the growth of new markéts.
An economic historian described industrial standaetting processes as: “[c]lonsensus
standardization is a social process in which tezdirexperts from public, private, and non-profit
sectors negotiate the direction and shape of téebival change® The term “standard”
means different things in different contexts, imtihg legal context8® In order to distinguish
industrial or engineering standards from legal dé&ads or norms, the former are referred to in
this paper as “technical standards.” The Inteomali Organization for Standards (ISO) has
defined technical standards in this sense as:

A document, established by consensus and approyedrbécognized body, that
provides, for common and repeated use, rules, tjgdeor characteristics for
activities or their results, aimed at the achieveim& the optimum degree of
order in a given context [and]. . . be based oncthresolidated results of science,
technology and experience, and aimed at the promati optimum community

benefits?*

This same ISO document contrasts standards withulagons,” which are documents that
provide binding legislative rules, i.e., adopted &y authority. “Technical regulations” are
regulations that provide technical requirement$egidirectly or in reference to or incorporation
of the content of a standard, technical specificator code of practice. Applying these

¥ Revised Article 9 Filing Project also promulgated Model Administrative Rules for the Internatibna
Association of Commercial Administrators. Lynn luggi, The Spearing Tool Filing System Disas@&B8OHIO ST.
L.J.281 (2007).

39U.S. Congress, Office of Technology AssessmentiB&L STANDARDS: BUILDING BLOCKS FOR THE
FUTURE, TCT-51214 (1992), www.strategicstandards.com/files/Glotmi8ards.pdf.

0 Andrew L. Russell, “Industrial Legislatures”: Gmmmsus Standardization in the Second and Thirdstrielu
Revolutions (2007) (published Ph.D. dissertati@mnIHopkins University) at ii.

*1 For example, the Oxford English Dictionary{2d. 1989) recognizes more than 30 different megnirf the
noun “standard.”

“2|SO/IEC INFORMATION CENTRE, Standards and Regulasi-- Definitions (Mar. 25, 2008),
http://www.standardsinfo.net/info/livelink/fetch/@0/148478/6301438/standards_regulations.html .
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definitions to commercial law, UCC Article 4 govarg check collections is an example of a
“regulation,” while the National Automated Clearingouse Association (NACHA) Rules
include “standards” for electronic funds transfeasd the Federal Reserve Bank Operating
Circular No. 4, effective April 27, 2009 governitige handling of automated clearing house
items that makes compliance with the NACHA Rulesdsdory is a “technical regulation

Most technical standards fall into three generaégaries: performance, measurement,
and compatibility. Performance standards specifysM& perform certain tasks; they specify
either a process or a result. For example, cieatit debit card processing network standards
specify time intervals within which responses ftainslard messages must be received or the
transaction must fail. Measurement standards fpemn objective quantifiable unit of
measurement, such as an inch, a centimeter orta Wampatibility standards define interfaces
between discrete objects. Compatibility standaréste efficiencies and economies of scale in
the production process, and promote interopergliittween complementary produtts.

Financial services industries in the US and in glamarkets are often very adept at
promoting mutually beneficial technical standardtisg activities?® One of the earliest
examples of a successful, large-scale electronmnoerce system is the U.S. national check
collection system based on the standard for “Magnketkk Character Recognition” (MICR)
encoding of checks. This technology was develdpethe American Bankers Association, a
trade association founded in 18#5The rationalization of the check collection prexétself
began even earlier, in 1853 with the founding & Mew York Clearinghouse Association for
exchanging check, bonds, coupons and secufitielh 1911, the ABA created the “routing
number” system to identify unambiguously all thdfetent banks participating in check
collection systems around the courifty. In 1956, the ABA Bank Management Commission
approved guidelines for the use of MICR technoldgysort checks based on their routing
numbers?® The use of scanners to read and record MICR nisnwhi¢h automated systems was
first demonstrated in 1956, and by 1963, use oftduhinology for using computers to read
information on checks was nearly universal in th819 Standards for MICR technology were
first developed by the American Bankers Associa#ierthe E-13B standard, and transferred first
to the American National Standards Institute (ANBI)1963, and then to the International
Organization for Standardization (ISO) where it wasognized as the ISO 1004 standard in
1965°* While development of standards for MICR technglotparly helped make it easier for

“3 Effective April 27, 2009.

* SeeRussellsupranote xx at 3-4.

“>Winn, Jane K. , Electronic Commerce Law: DirecgBation, Co-Regulation and Self-Regulation (July 1
2010). Available at SSRNtttp://ssrn.com/abstract=1634832

“°Roy S. Freedman, Introduction to Financial Tecbgypl(2005) at 153.

*"Roy S. Freedman, Introduction to Financial Tecbgwl(2005) at 152

*8Roy S. Freedman, Introduction to Financial Techgypl(2005) at 145.

*9Roy S. Freedman, Introduction to Financial Techgpl(2005) at 147.

0 Lewis Mandell, “Diffusion of EFTS [electronic fusdransfer systems] among National Banks: Notairdal of
Money, Credit and Banking Vol. 9, No. 2. (May, 1973p. 341-348.

*1 Thomas D. Hayosh, The History of the Check anai@&tedization Efforts, September 26, 1995
http://home.comcast.net/~hayosh/HISTMICR.p&NSI MICR standards are currently maintainethia U.S. by
the X9 Accredited Standards Committee on Bankingww®.org; for international markets, they are maiiméd by
ISO Technical Committee 68 www.iso.org/iso/iso_tachl_committee.html?commid=49650.
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banks to adopt it, probably the key factor drivitsgrapid adoption was the announcement by the
Federal Reserve System that it would cease hancliiagks that were not MICR-encod¥d.

Technical standards and voluntary, consensus atdss@tting processes have begun to
emerge for ECP finance markets. In 2003, secwadedrs interested in working with ECP
convened a standard setting process under thecasspf the ANSI Accredited Standards
Committee X9 for Financial Industry StandardsThis effort led to the formation of the Credit
Subcommittee X9C, which undertook standard setangvities related to electronic credit
contracting. In 2004, the Credit Subcommittee Xfi®lished the X9.103 Motor Vehicle Retail
Sale and Lease Electronic Contracting Standard,“8R@RS — Standards and Procedures for
Electronic Records and Signatures.” SPeRS wada®a by the Electronic Financial Services
Council (EFSC), a trade group formed in 1999 toetl®y standards to help financial services
firms comply with the requirements of UETA and Es8l. The Electronic Signatures and
Records Association (ESRA) later took over the watk the EFSC, and supported the
preparation of the X9.110 Transfer of Location déd&onic Contracts (TOLEC) standard,
completed in 2008. In 2006, the representativeshef Open Group, a standard setting
organization, worked with representatives of the efican Bar Association Business Law
Section’s Cyberspace Committee to produce the “Eveonk for Control over Electronic Chattel
Paper—Compliance with U.C.C. § 9-10%.”

At one level, standard setting activity of thipeéysuggests that the market for ECP is
maturing. For computer-mediated markets such raanéial services markets to continue to
grow and evolve, their activities must be suppofbgdorganic standard setting activities that
develop standards in response to the requireméntgrket participants, and then monitor the
impact of those standards, updating or replaciegntlas needed. In 2010, the ANSI Board of
Standards review published a notice of its intentio reaffirm X9.103> In 2010, the X9C
Subcommittee began work on a new standard for Stdnterms and Definitions of Automotive
Loan-level Data Elements for use in securitizatimhjch would simplify the analysis of the
current and future performance of securities batkegools of auto loars. At the same time,
ESRA canvassed its members with regard to the teeexview SPeRS and issue a version 2.0 of
that standard.

At another level, however, the X9.103 and SPeR@&dsirds clearly are not technical
standards at all. The SPeRS standard may be bedas a “behavioral” standard because its
content relates to business processes, not infam#tchnology per se. In this sense, SPeRS
may resemble ISO 9000, a quality management stdnttaat focuses on improving the
performance of an organization’s overall manageragstem, not a specific engineering process

2 Hayosh

%3 A standard setting organization may become “ANSfedited” if it observes minimum due process saadsl
known as “ANSI Essential RequirementS&elNTRODUCTION TOANSI,
http://www.ansi.org/about_ansi/introduction/intration.aspx(last visited Sept. 10, 2010).

>*Working Group on Transferability of Electronic Bincial Assets,et al., Framework for Control ovezdionic
Chattel Paper—Compliance with U.C.C. § 9-105, 6%.Biaw. 721 (2006)vailable at
http://www.opengroup.org/pubs/catalog/g061.htm.

5 American national standards Institutenerican National Standard—Call to Actiotl, Standards Action 1, 1-4,
no. 26, http://publicaa.ansi.org/sites/apdl/DocursiStandards%20Action/2010%20PDFs/SAV4126.pdf

% Accredited Standards Association %@ to Define Tthe Standard for Auto Loan Secutiiiza(2010),
www.x9.org’/home/X9_to Define_the Standard for Aliman_Securitization.pdf.
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or product’ X9.103 is even less like a performance, measuremeinteroperability standard
because it focuses on what constitutes compliarite Revised U.C.C. § 9-105. The Open
Group’s website, describes Open Group/ABA FrameworkControl as a “guide” rather than a
standard, suggesting it is a soft or behavioraivedent to a hard technology standard. When
technical standards are incorporated into natitaves$ in the form of technical regulations, such
as with the DEA requirement that online systems ifsuing prescriptions for controlled
substances comply with the FIPS 140-2 standardsémure information processing, it is
normally because legal authorities rely on the @serof professional engineers to determine
what constitutes an appropriate solution to a fgoblem® By contrast, X9.103 appears to
be a legal opinion issued as a technical standaédce X9.103 has not been used yet in
litigation, it is unclear what deference a courtwebpay to its interpretation of “control” over
ECP. The later X9.110 TOLEC standard and the negjept to standardize terms and
definitions in securitized auto loans are much @lo® the conventional understanding of
technical standards developed to support the grohvdhfinancial services market.

Over the last decade, a competitive market for E€Rices has emerged. Founded in
1996, eOriginal was one of the earliest comparoedetvelop information technologies capable
of mimicking many of the salient features of negbke instruments. In 2001, J. P. Morgan
Chase, Wells Fargo and AmeriCredit founded Deabmirto provide an Internet-based
automobile financing servig& and in 2005, it became a publicly-listed compaife “vault”
system developed by eOriginal and the online auiante system developed by DealerTrack
provided the back office support for the 2005 Niss&curitization of ECF® In 2002, the
captive finance companies of the Big Three U.Somakers announced the launch of RouteOne
to compete with DealerTrack, and chose eOriginglrawvide its ECP “vault” servic®. In 2009,
two leading vendors of “dealer management systenftivere used by dealers announced the
formation of another auto finance platform, Operalee Exchange, and chose Silanis to provide
its ECP “vault” servic€? Competition among different technology vendorsptovide ECP
services should increase adoption rates for ECgraatomobile dealers and other equipment
financers.

Standard setting processes to support interopayaaild innovation, and to harmonize
business practices, can support the growth of ctitiveemarkets. Standard setting activities
such as those undertaken within the ANSI X9C Comemitand the Open Group-ABA
collaboration play an essential role in the disseon of innovative technologies and the
harmonization of business practices. Standardngetictivities can create a framework for
shared understanding among borrowers, lenderslategsl and technology vendors in financial
markets. The U.C.C. recognizes that usage of tnaag be a source of commercial law and

" See generally, Craig N. Murphy and JoAnne Yatés, [fiternational Organization for Standardizatit8(Q :
Global Governance through Voluntary Consensus4 ¢a009).

821 C.F.R. § 1311.30 (2010).

9 Company News; Three Financial Institutions FormoAginance CompanyN.Y. Times, Jan. 30, 2004yailable
at http://www.nytimes.com/2001/01/30/business/compaaws-3-financial-institutions-form-auto-finance-
company.html.

¢ DealerTrack Announces Securitization Of Electrdbantracts Stored In Its Vault
http://files.shareholder.com/downloads/TRAK/48578260x25591/21d60eb6-d08c-414f-89ae-
8bb9a6d9c3a2/TRAK_News 2005 11 2 General.pdf

® http://www.eoriginal.com/partners/business-partners/

%2 http://www.opendealerexchange.com/press_2010-06-10.html
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defines it as “any practice or method of dealingifg such regularity of observance in a place,
vocation, or trade as to justify that it will be saoved with respect to the transaction in
question.®® As with any customary practice, the U.C.C. presidhat usage of trade must be
proved as a question of fact; however if a usagenodied in a trade code or similar record, the
interpretation of the record is a question of fAwin recent decades, however, there has been
considerable controversy surrounding U.C.C. prowisiregarding the use of usage of trade in
contract disputes among merchatitd/Vhen customary practices become formalized assing
codes and technical standards, they may be lessogersial, or at least controversial for
different reason®’

V. CONCLUSION

Revised U.C.C. Article 9's provisions governing troh of ECP represented a major
innovation in commercial law at the time of enaattneU.C.C. § 9-105 offered the automobile
and equipment financing industries an opporturadtypdate and streamline their lending systems.
In order to accept that invitation, these industrlead to undergo significant technological
innovation and business process reengineering. yeams after Revised Article 9 became
effective, it is clear that the drafters’ invitatido American lenders to innovate has been
accepted. Although adoption rates for ECP maybktgnd what its early promoters might have
hoped for, they are nevertheless significant ammdvorg. The global financial crisis in 2008-
2009 stalled adoption of ECP, especially in the Bx8omobile industry which was hit
particularly hard in resulting recession. With eamic recovery, the market for ECP shows
signs of regaining lost momentum. In 2010, ALI a@CUSL amended U.C.C. § 9-105 to
make it easier for lenders to demonstrate that lfaelycontrol of ECP. After this amendment is
enacted into state law, it should also contribatthe continued growth of markets for ECP.

3 U.C.C. § 1-303(c) (1997).
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