111 N. Wabash Ave.
Suite 1010

ij i :ﬁ L%W @ Oomim §§ s § on Chicago, IL 60602
(312) 450-6600 tel

NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE LAWS (312) 450-6601 fax
www.uniformlaws.org

WHY YOUR STATE SHOULD ADOPT THE 2022 AMENDMENTS
TO THE UNIFORM COMMERCIAL CODE

The Uniform Commercial Code (“UCC") provides commercial law rules for broad categories of
transactions: the sale or lease of goods, negotiable instruments, bank deposits and collections, funds
transfers, letters of credit, documents of title, investment property, and secured transactions in personal
property. Its adoption in every state allowed the development of strong interstate markets. Today the
UCC is the backbone of United States commerce, giving all Americans the legal structure necessary to
have confidence when transacting business with strangers.

Developed in the 1940’s and 1950's in a largely goods-based economy, the UCC has been revised by
state legislatures from time to time over the years at the recommendation of the UCC'’s sponsoring
organizations, the American Law Institute and the Uniform Law Commission, to reflect the economy’s
shift toward services, software, and information-based transactions. The latest updates are the 2022
amendments, which accommodate emerged and emerging technologies such as distributed ledger
technology (a type of which is known as “blockchain”), and artificial intelligence. The amendments bring
the UCC into the digital age by providing commercial law rules for a new category of transactions: the
transfer and leveraging of virtual currencies and certain other digital assets. A state should adopt the
amendments to facilitate modern commercial transactions involving these technologies and these
assets, thus avoiding the obstacles and lack of clarity under the current law that inhibit transactions or
increase their costs.

» The amendments promote commercial activity involving new types of property. New UCC
Article 12 deals with a category of digital assets referred to as “controllable electronic records”
(“CERs"). Examples of CERs are virtual currencies, non-fungible tokens, and electronic
promises to pay. The amendments provide rules to determine the rights of a person who
receives a CER and for the perfection and priority of a security interest in a CER. The updated
law will stimulate economic activity by providing legal certainty to these increasingly common
transactions.

* The amendments will reduce transaction costs and the cost of credit through uniformity.
The UCC has been successful because of its adoption by states on a substantially uniform basis,
creating greater certainty and thereby reducing the cost of credit as well as transaction costs.
The need for uniformity is especially important to minimize forum shopping for disputes
concerning digital assets, which by their nature cross state borders.

* The amendments are narrowly focused to avoid stifling innovation. The UCC amendments
only address the rules that govern consensual transactions. They do not regulate the use of
CERs, whether as a security or a commodity, address the taxation of CERs, alter the law
governing money transmitters, or revise anti-money laundering rules. These matters are left to
law outside of the UCC.

The ULC is a nonprofit formed in 1892 to create nonpartisan state legislation. Over 350 volunteer commissioners—lawyers, judges,
law professors, legislative staff, and others—work together to draft laws ranging from the Uniform Commercial Code to acts on
property, trusts and estates, family law, criminal law and other areas where uniformity of state faw is desirable.



e The amendments preserve uniformity of state commercial law. Interstate commercial
markets developed in the United States because the UCC provided standard default rules to
govern transactions between parties in different jurisdictions. Adopting the latest amendments
will preserve the uniformity that benefits businesses and consumers in every state.

o The amendments clarify rules for money in electronic form. Some governments and central
banks are experimenting with digital currency. The amendments create a new, separate asset
category called “electronic money” and contain clearer rules for transactions involving electronic
money than exist under current law, which generally contemplates that money exists only in
tangible form, such as bills or coins.

o The amendments update UCC terminology for the digital age. The language of many current
UCC rules assumes parties still use paper documents. The amendments ensure that the law
applies equally to electronic transactions.

o The amendments apply to future technologies. The new amendments facilitate transactions '
using distributed ledger technology but are drafted using technologically neutral language, i.e.,
they are not wedded to any particular technology. Consequently, the updated UCC will
accommodate not only technologies known today but also technologies yet to be invented.

e The amendments include a grace period to preserve pre-established priorities. The
amendments contain transition provisions designed to protect the expectations of parties to pre-
effective-date transactions. For example, a secured lender who has a priority security interest in
collateral under the prior law will retain its priority through a transition period, giving parties to
preexisting transactions plenty of time to revise their agreements to comply with the updated
law.

e The amendments are thoroughly vetted. The UCC amendments reflect the efforts of the
American Law Institute and the Uniform Law Commission in conjunction with approximately 350
knowledgeable advisors and stakeholder observers who met dozens of times over a three-year
period to reach consensus on updates to this crucial area of state law.

For further information about enacting the 2022 Amendments to the Uniform Commercial Code, please
contact ULC Chief Counsel Benjamin Orzeske at (312) 450-6621 or borzeske@uniformlaws.org.
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Introduction

The 2022 amendments to the Uniform Commercial Code (“UCC”) address a limited
set of transactions largely involving emerging technologies, such as virtual (non-fiat)
currencies, distributed ledger technologies, and, to a limited extent, artificial intelligence.
The amendments span most of the Articles of the UCC and add a new Article addressing,
in part, certain digital assets.

Background

During a period beginning in 2019, a committee appointed by the American Law
Institute and the Uniform Law Commission, the sponsoring organizations of the UCC,
considered and formulated amendments to the UCC to address emerging technological
developments. The committee included and worked with both lawyers experienced in
UCC matters and lawyers whose practices concentrate on these technological
developments. The work of the committee has benefitted enormously from the
contributions of American Bar Association advisors and approximately 350 observers
from academia, trade groups, government agencies, law firms, private technology
companies, and foreign participants from multinational law reform organizations or who
are active in technology-related law reform efforts in their own countries.

The sponsoring organizations have now approved the amendments. The
amendments are being offered for enactment by the states.

The following is a high-level summary of the amendments.

Executive Summary

The amendments respond to market concerns about the lack of definitive
commercial law rules for transactions involving digital assets, especially relating to (a)
negotiability for virtual (non-fiat) currencies, (b) certain electronic payment rights, (c)
secured lending against virtual (non-fiat) currencies, and (d) security interests in
electronic (fiat) money, such as central bank digital currencies. The amendments also
address other technological developments affecting electronic chattel paper, negotiable
instruments, payment systems, electronic documents of title, and sales and leases of
goods. In particular, the amendments clarify the scope of Articles 2 and 2A when
transactions combine the sale or lease of goods with other matters, a topic of importance
in transactions affected by emerging technologies. The amendments contain, as well,
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some miscellaneous revisions unrelated to technological developments but providing
needed clarifications of provisions of the UCC.

The amendments address only state commercial law rules. They do not address
the federal or state regulation or taxation of digital assets or money transmitter or anti-
money laundering laws. The amendments defer to law outside of the UCC to answer
many questions concerning digital assets.

1. DIGITAL ASSETS
General
The amendments:

e Concern a class of digital assets — defined as “controllable electronic records”
(“CERs") — which include certain virtual (non-fiat) currencies, non-fungible
tokens, and digital assets in which specified payment rights are embedded. The
amendments provide for a CER to be in effect negotiable, i.e., capable of being
transferred in such a way as to cut off competing property claims (including
security interests) to the CER (a “take-free” rule similar to the UCC rule for
securities).

e The amendments also provide for a security interest in a CER to be perfected
by “control” (or by filing a financing statement) and for a security interest
perfected by “control” to have priority over a security interest in the CER
perfected only by the filing of a financing statement.

e There are also amendments to address security interests in electronic (fiat)
money (that is, a virtual currency adopted by a government as a medium of
exchange, if the virtual currency did not exist prior to the adoption).

Definition of “Controllable Electronic Record”

A “controllable electronic record” is a record of information in electronic form that
is susceptible to “control.” For a person to have “control” of a CER, the person must have:

e The power to enjoy “substantially all the benefit” of the CER,

e The exclusive power to prevent others from enjoying “substantially all the
benefit” of the CER, and

e The exclusive power to transfer control or to cause another person to obtain
control of the CER.

Moreover, the person must be able readily to identify itself to a third party as the person
having these powers. Identification can be made other than by name, such as by use of
a cryptographic key or account number. The exclusivity requirement is satisfied in most
instances even if there is a sharing of these powers through a multi-signature (“multi-
sig”) or similar arrangement or if changes occur automatically as part of the protocol
built into the system in which the CER is recorded.

One example of a CER is a virtual (non-fiat) currency. If a person holds an
electronic “wallet” that contains a virtual currency, the person has control of the



virtual currency if (a) the person may benefit from the use of the virtual currency
as a medium of exchange by spending the virtual currency or exchanging the
virtual currency for another virtual currency, (b) the person has the exclusive power
to prevent others from doing so, and (c) the person has the exclusive power to
transfer control of the virtual currency to another person.

In addition, a person may obtain control of a CER through another person, as the |
following example illustrates.

The person described in the example above (A) holding an electronic wallet that
contains a virtual currency has control of the virtual currency. A acknowledges that
A holds the virtual currency for another person (B). B also has control of the virtual
currency (as does A).

For purposes of determining whether a person has control of a CER, there is a
rebuttable presumption that the person’s power to prevent others from enjoying
“substantially all the benefit” of the CER and to transfer control of the CER is exclusive.
In that way these powers must be found to be exclusive unless evidence to the contrary

is provided.

If an electronic record is not susceptible of control, it is not a CER and is outside
the scope of Article 12 (as well as the provisions of Article 9 that apply to CERs). In
addition, the definition of a CER excludes certain digital assets that might otherwise fall
within the definition of that term. These assets are excluded because commercial law
rules already exist and generally work well for these assets. They include electronic
chattel paper, electronic documents, investment property, transferable records under the
federal E-SIGN law or the Uniform Electronic Transactions Act (“UETA"), deposit
accounts, and electronic money. Nothing in the amendments, for example, disturbs
transacting parties’ current practices of using transferable records under E-SIGN and
UETA. Nor do the amendments affect transacting parties’ ability, in effect, to “opt-in” to
Article 8 of the UCC by arranging for a digital asset to be held by a securities intermediary
as a financial asset credited to a securities account. Electronic money is treated
separately under the amendments, as described below.

Rights of a Transferee of a Controllable Electronic Record

Article 12 governs certain transfers of CERs. If a CER is purchased (a term defined
in the UCC to encompass only voluntary transactions, including obtaining a security
interest in the CER), the purchaser acquires an interest in all rights in the CER that the
transferor had, or had the power to transfer. In addition, if the purchaser is a “qualifying
purchaser,” the purchaser benefits from the “take-free” rule, i e., 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. As with negotiable instruments and
investment property, the filing of a financing statement in and of itself is not notice of a
property claim to the CER.

Consider the example of a person in control of a virtual (non-fiat) currency: If the
person transfers control to a purchaser (or causes the purchaser to obtain control),






