SENATE BILL REPORT
SB 5077

Asof January 31, 2023
Title: An act relating to the uniform commercial code.
Brief Description: Concerning the uniform commercia code.
Sponsors: Senators Pedersen and Wagoner; by request of Uniform Law Commission.

Brief History:
Committee Activity: Law & Justice: 1/31/23.

Brief Summary of Bill

* Amends general provisions and definitions that apply throughout the
Uniform Commercial Code (UCC).

« Amends articles of the UCC governing sales, leases, negotiable
instruments, fund transfers, letters of credit, documents of title,
investment securities, and secured transactions.

» Establishes a new article in the UCC governing controllable electronic
records.

o Establishes a new article in the UCC addressing the validity,
enforceability, and perfection of certain commercial transactions entered
before the effective date of this act, and provides an adjustment date on
or after which certain transactions must conform to the requirements of
this act to remain valid, enforceable, or perfected.

SENATE COMMITTEE ON LAW & JUSTICE

Staff: Ryan Giannini (786-7285)

Background: Uniform Law Commission. The Uniform Law Commission (ULC) is a state-

This analysis was prepared by non-partisan legislative staff for the use of legidative
membersin their deliberations. Thisanalysisis not part of the legislation nor does it
constitute a statement of legidative intent.
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supported, nonpartisan, nonprofit organization that drafts and proposes specific statutory
language that may be adopted by states.

The Uniform Commercial Code. The Uniform Commercial Code (UCC) is a model code
drafted by the ULC in collaboration with the American Law Institute (ALI). The UCC
provides a consistent and integrated framework of rules to dea with commercia
transactions. All 50 states have adopted the UCC. Since its original promulgation in 1951,
the various articles of the UCC have been revised to adapt to changing business practices
and developmentsin the law.

Article 1. Article 1 contains general definitions that apply throughout the UCC unless
otherwise provided in another article. Article 1 contains many general principles that apply
as default rules to al other articles of UCC unless contrary provisions are specified in those
articles.

Article 2. Article 2 governs the sale of goods. It provides default rules that apply when two
parties have not comprehensively addressed common issues in awritten contract.

Article 2A. Article 2A governs the leases of personal property, such as machinery,
equipment, and vehicles.

Article 3. Article 3 contains provisions governing negotiable instruments. In general terms,
a negotiable instrument is an unconditional promise or order to pay a fixed amount of
money, such as a promissory note or a personal check, with or without interest or other
charges.

Article 4A. Article 4A governs the rights and responsibilities of parties to a funds transfer
executed by or through financial institutions, and includes standards for the issuance,
acceptance, execution and enforceability of payment orders. Article 4A also addresses the
liabilities of the financial institutions involved in such transactions.

Article 5. Article 5 governs letters of credit. A letter of credit is a promise, or authorization,
to honor a demand for payment. The letter of credit may be issued to a customer of a bank,
for instance, and contain conditions upon which the bank promises to honor a demand for
payment.

Article 7. Article 7 governs documents of title for persona property, including warehouse
receipts, bills of lading, and other documents typically used for commercial trade.
Documents of title represent the rights to the items being shipped and stored. The transfer of
the document of title transfers rights in the goods.

Article 8. Article 8 governs transfers of investment securities, including stocks and bonds,
mutual fund shares, and United States government securities.
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A security entitlement is a property right that a person acquires in the context of a securities
account with a securities intermediary. This term includes an investor's account with a
broker, and a brokerage firm's account with a depository institution. A security entitlement
guarantees an entitlement holder a priority in the financial assets held in that account over
the securities intermediary or the creditors of the securities intermediary.

Article 9A. Article 9A governs the creation and operation of security interests in various
types of personal property and fixtures. Article 9A provides methods of creating and filing a
security interest, and the way a security interest may be perfected. Perfection of a security
interest allows a secured creditor to obtain priority over other creditors who have a security
interest in the same collateral. Perfection can be achieved by filing a financing statement
that indicates the debtor, the secured party, and the property subject to the security interest.
Other methods to perfect a security interest include possessing or controlling the collateral.

Proposed 2022 Amendments to the Uniform Commercial Code. In July 2022, the ULC
approved amendments to the UCC to address emerging technologies. A new Article 12
addresses certain types of digital assets called controllable electronic records (CERs), which
include virtual, non-fiat currencies—for example, cryptocurrency; non-fungible tokens; and
digital assets in which specific payment rights are embedded. The amendments provide new
default rules to govern transactions involving these new technologies so they are capable of
being transferred in such away to cut off competing property claims. The amendments also
address security interests in electronic, fiat money; clarifies the UCC's applicability to
mixed transactions involving both goods and services; and contain revisions unrelated to
technological developments.

Summary of Bill: Thebill asreferred to committee not considered.

Summary of Bill (Proposed Substitute): General. Terminologies. Various UCC
provisions are amended to replace terms that applied only to transactions on paper.

Article 1. Definitions. The definition of money is amended to clarify that governmentally
created forms of money may be tangible or electronic, and that pre-existing virtual, non-fiat
currencies are not money for purposes of the UCC. The definition of signed is expanded to
apply not only to a signature in writing, but also to an electronic signature. Examples of
what is conspicuous are deleted and replaced with atotality of the circumstances standard.

The definition of person is amended to provide that a protected series of a series
organization is a person under the UCC.

Articles 2 and 2A. Hybrid Transactions and Leases. A hybrid transaction is defined as a
single transaction involving a sale of goods and the provision of services, a lease of other
goods; or asale, lease, or license of property other than goods.

A hybrid lease is defined as a single transaction involving alease of goods and the provision
of services,; asale of other goods; or asale, lease, or license of property other than goods.
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Absent the parties agreement otherwise, Article 2 and 2A rules will apply to a hybrid
transaction or hybrid lease, respectively, if the sale—Article 2 —or lease of goods—Article
2A—is the predominant purpose of the transaction. If the sale or lease of goods is not the
predominant purpose of the transaction, the UCC rules will apply only to aspects of the
transaction that involve the sale or lease of goods. The finance lease provisions of Article
2A will apply if alease is a finance lease, regardless of whether the |ease-of-goods aspects
predominate.

Article 3. Negotiable Instruments. A choice-of-law or choice-of-forum clause included in a
negotiable instrument does not affect the negotiability of the instrument.

An image of a negotiable instrument may be substituted for the actua instrument in
accordance with federal banking regulations. The obligation of a party to pay a check is not
discharged solely by destruction of the check in connection with the process of submitting
the information and image of the check for payment.

Article 4A. Security Procedures for Funds Transfer. A security procedure for a funds
transfer may require symbols, sounds, or biometrics. Merely verifying an email address, IP
address, or telephone phone number is not a security procedure.

Article 5. Bank Branches. A branch of a bank is till considered a separate bank even if a
letter of credit issued by a bank indicates multiple addresses.

Article 7. Electronic Document of Title. Perfection of a security interest in an electronic
document may occur through control. To obtain control of an electronic document of title a
person must be able to identify each electronic copy as authoritative or nonauthoritative and
identify itself as the person to which each authoritative electronic copy has been issued or
transferred. The person must have the exclusive powers to prevent others from adding or
changing an identified person to which each authoritative electronic copy has been issued or
transferred and to transfer control of each authoritative copy. A person may obtain control
of an electronic document of title through another person.

Article 8. Investment Securities. A controllable account, controllable electronic record, or
controllable payment intangible is not a financial asset unless the intermediary and the
person entitled otherwise agree. A purchaser can obtain control of a security entitlement
through another person. The loca law of the issuer's jurisdiction or securities
intermediary’s jurisdiction governs even if a matter or transaction bears no relation to that
jurisdiction.

Article 9A. Deposit Accounts. Perfection of a security interest in a deposit account may be
obtained through control. A secured party may obtain control of a deposit account through
another person, other than the debtor. Clarifications are made so that a transferee of funds
from a deposit account can take free of a security interest.
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Chattel Paper. The definition of chattel paper is modified to refer to the right to payment
evidenced by a record. The term is also modified so that a right to payment from a hybrid
lease transaction is treated as a chattel paper if the acquisition of the right to use and
possession of the goods is the predominant purpose of the transaction.

A security interest in chattel paper is perfected, and priority is achieved, by possession of
each authoritative tangible copy of the record evidencing the chattel paper, and control of
each authoritative electronic copy of the electronic record evidencing the chattel paper.

To obtain control of one or more authoritative electronic copy of arecord evidencing chattel
paper a purchaser must be able to identify each electronic copy as authoritative or
nonauthoritative, and identify itself as the assignee of the authoritative copy. The purchaser
must have the exclusive powers to prevent others from adding or changing an identified
assignee and to transfer control of the authoritative copy. A purchaser may also obtain
control of an electronic copy of arecord evidencing chattel paper through another person.

Electronic Money. Money, for the purposes of security interests, does not include deposit
accounts, or electronic money that cannot be subject to control. A security interest in
tangible money may only be perfected through possession.

Electronic money is defined as money in an electronic form. If electronic money is not
credited to a deposit account, a security interest in electronic money may be perfected only
through control.

To obtain control of electronic money, a person must be able to avail itself of substantially
al the benefit of the electronic money. The purchaser must have the exclusive power to
prevent others from availing themselves of all the benefit from the electronic money and to
transfer control of the electronic money. A person must be able to identify itself as the
person having such exclusive powers. A person may also obtain control of electronic money
through another person.

Clarifications are made so that a transferee of money, whether tangible or electronic, can
take free of a security interest in the money.

Controllable Electronic Records, Controllable Accounts, and Controllable Payment
Intangibles. Perfection of a security interest in controllable accounts, controllable electronic
records, or controllable payment intangibles by filing is allowed, but not necessary.
Otherwise, perfection of a security interest in these assets occur through control, which can
be demonstrated pursuant to Article 12,

Security Interest Attachment as Proceeds. A security interest may attach to consumer goods

as proceeds or as commingled goods, to commercial tort claims as proceeds, or under an
after-acquired property clause to proceeds of consumer goods or commercial tort claims,
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regardless of an after-acquired property clause that purports otherwise.

Additional Duties of Secured Parties. Forms notifying a debtor of disposition of collateral
and property are updated.

A secured party who has control of an electronic copy of arecord evidencing chattel paper,
an electronic documents document of title, electronic money, or a controllable electronic
record, must transfer such control to a debtor or a person designated by a debtor within ten
days of receiving a signed demand by the debtor, if there are no outstanding secured
obligations.

Buyers Take Free. Buyers, other than secured parties, of chattel paper, electronic
documents, controllable electronic records, controllable accounts, and controllable payment
intangibles, generally take free of a security interest if the buyer gives values and obtains
control without knowledge of the security interest before it is perfected. A lender with
control of digital assets has a perfected security interest with priority over the interests of
any other lenders who do not have control.

Ownership Interest. An exception is created to the rules that make transfers of property
pledged as collateral ineffective for security interests in an ownership property in a general
partnership, limited partnership, or limited liability company.

Article 12. Controllable Electronic Records. Article 12 governing CERs is adopted. A CER
means a record stored in an electronic medium that can be subject to control. A CER does
not include a controllable account, a controllable payment intangible, a deposit account, an
electronic copy of a record evidencing chattel paper, an electronic document of title,
electronic title, investment property, or atransferable record.

A controllable account means an account evidenced by a CER that provides that the account
debtor undertakes to pay the person that has control of the CER.

A controllable payment intangible means a payment intangible evidenced by a CER that
provides that the account debtor undertakes to pay the person that has control of a CER.

If a CER is purchased, the purchaser acquires an interest in al rights in the CER that the
transferor had, or had the power to transfer. If the purchaser is a qualifying purchaser, the
purchaser acquires its interest in the CER free from competing property claims to the CER.
A qualifying purchaser is a purchaser that obtains control of a CER for value, in good faith,
and without notice of a property claim to the CER.

A person has control of a CER if the electronic record, a record attached to or logicaly
associated with the electronic record, or a system in which the electronic record is recorded,
gives the person the ability to avail itself of substantially all the benefit of the electronic
record. The purchaser must have the exclusive power to prevent others from availing
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themselves of all the benefit from the electronic record, and to transfer control of the
electronic record to another person or cause another person to obtain control of another
CER as aresult of the transfer. A person must be able to identify itself as the person having
such exclusive powers, such as by an identifying number, account number, or cryptographic
key. A person may also obtain control of a CER through another person.

Discharge of Account Debtor. An account debtor may discharge its obligation on a
controllable account or controllable payment intangible by paying the person that has
control of the related CER at the time of payment.

An account debtor may discharge its obligation by paying a person that formerly had
control of the related CER. If the account debtor receives an effective notification that
control has been transferred, the account debtor may discharge its obligation by paying in
accordance with the notification and may not discharge its obligation by paying a person
that formerly had control. The notification must be signed by a person formerly having
control or by the transferee.

On the account debtor’s request, the person giving the notification must furnish reasonable
proof that control of the CER has been transferred. If the person does not comply with the
request, the account debtor may ignore the notification and discharge its obligation by
paying a person formerly in control.

Governing Law. For a CER that expressly providesits jurisdiction, perfection, other than by
the filing of a financing statement, and priority are governed by the law of that jurisdiction.
Otherwise, the CER' sjurisdiction is the jurisdiction whose law governs the system in which
the CER is recorded. If no express provision is made in the CER or the system, the CER is
located in the District of Columbia.

Transitional Provisions. An adjustment date of at least one year from the effective date of
this act, or July 1, 2025, whichever is later, is established. Parties must take steps to satisfy
any new perfection requirements by the adjustment date to preserve priorities aready
established on the effective date of this act if the priorities would otherwise be affected by
the changes in this act.

Appropriation: None.

Fiscal Note: Not requested.

Creates Committee/Commission/Task Forcethat includes L egislative members: No.
Effective Date: The bill takes effect on January 1, 2024.

Staff Summary of Public Testimony On Proposed Substitute: PRO: These are
amendments that are believed to be adopted by every state in the country over the course of
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the next two or three years. These amendments have been the subject of long debate by
people who have spent a lot of time looking at very technical details about how these new
phenomena in our economy need to be integrated into the Uniform Commercial Code. The
Washington State Bar Association's UCC committee has had a chance to review the
underlying amendments, but are still looking at the pick-your-partner amendments. The
Washington Bankers Association and other parts of the financial lobby have also had a
chance to review and are supporting the changes as well. The changes brings the UCC into
the modern age for different kinds of electronic and digital assets. The drafting process has
involved a dozen meetings with over 350 observers from al parts of the financial
community to work through policy and technical issues. It is a very good bill for large and
small businesses, lenders, and for a wide range of transactions. The substitute also includes
another set of amendments that the Uniform Law Commission proposed to Article 9 in
2018. The changes prevent a secured creditor from becoming a voting member of an entity
as aresult of exercising its security interest in the company.

Persons Testifying: PRO: Senator Jamie Pedersen, Prime Sponsor; Steven Weise,
Permanent Editorial Board for the Uniform Commercial Code.

Persons Signed In To Testify But Not Testifying: No one.
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