








CREATING THE CONSIGNMENT AND PERFECTING THE SECURITY INTEREST

NOTICE TO PROSPECTIVE LENDERS IS ACCOMPLISHED BY FILING A FINANCING STATEMENT,
KNOWN AS A UCC-1 BEFORE THE GOODS ARE DELIVERED.

Creating and perfecting a security interest in con-
signed goods requires knowledge of the law, good re-
search skills, attention to detail and ongoing vigilance.
For that reason you might want to consider consult-
ing with an attorney, or using a UCC-filing service,
before delivering goods on consignment. Here is a
general description of how to create a consignment
and perfect your interest in consigned goods:

CREATE THE CONSIGNMENT

Perhaps unknown to many jewelers, the traditional
memo agreement, once it has been signed by the mer-
chant, creates a consignment. Call it a memo agree-
ment or a consignment agreement, it is the necessary
first step to creating an enforceable security interest in
the memo goods. For purposes of the UCC, the memo
or consignment is the equivalent of a security agree-
ment because it creates a loan. Specifically, the sup-
plier/consignor has loaned the merchant/consignee
the purchase price of any goods delivered to the mer-
chant/consignee pursuant to the memo agreement.

The agreement can be drafted so that it covers not
only the initial delivery of consigned goods, but sub-
sequent deliveries as well. If the terms of the consign-
ment are subsequently changed, depending on the
changes and the parties’ relationship, either a new or
amended agreement will be required.

It is a good idea to include in the terms of the con-
signment a requirement that the consignee notify
the consignor of any change of address, domicile or
name. This will allow the consignor to correct the
UCC filings, as appropriate. ALWAYS be sure to have
the consignee sign the memo.

A COMPLETE PACKAGE TO
BEST PROTECT THE CONSIGNOR:
A SIGNED CONSIGNMENT AGREEMENT,
A FILED UCC-1 AND NOTIFICATION LETTERS
TO EARLIER LENDERS




CREATING THE CONSIGNMENT AND PERFECTING THE SECURITY INTEREST, continues

PERFECTING THE SECURITY AGREEMENT:
UNDERSTANDING THE UCC-1

The function of perfection is to notify prospective
lenders that someone already has a claim on some
of the assets of the consignee as collateral for a loan.
This protects the prospective lenders and prevents
multiple claims to the same collateral. Perfection en-
sures that the consignor’s security interest in the con-
signed goods will withstand attack if any other entity
loans money to the merchant.

Notice to prospective lenders is accomplished by fil-
ing a financing statement, known as a UCC-1 before
the goods are delivered. The UCC-1, filed in the state
where the merchant/debtor is located, and usually
with the Secretary of State of that state, is the docu-
ment that puts the world on notice that the supplier’s
loan is secured by the memo goods. If the supplier
properly filed a UCC-1, then prospective lenders that
search the correct UCC-1 database will know that
the diamonds are not the property of the merchant/
consignee. They will also know that the diamonds
are security for the supplier/consignor’s loan to the
consignee, and are not available as collateral for any

other loan. Thus, if the merchant becomes bankrupt,
the supplier will be able to claim his diamonds with-
out challenge from subsequent lenders. The subse-
quent lenders each had the opportunity to find out
that the diamonds were collateral for the supplier’s
loan, so cannot cry “foul” when the supplier takes
back his property.

The proper filing of a UCC-1 is discussed below.

NOTICE TO EARLIER CREDITORS

It is possible that an earlier lender may have already se-
cured and perfected an interest in the merchant’s inven-
tory before the supplier came into the picture. It is the
supplier’s responsibility to find this out before deliver-
ing the diamonds, and to notify the existing lender(s)
of his priority interest in the memo diamonds. This
prevents future misunderstandings by informing the
earlier lender that the supplier has a property interest
in the identified-memo diamonds, and that those dia-
monds are not part of the merchant’s inventory. The
earlier lender now knows that the memo diamonds
are not available to satisfy its loan.

A UCC-1 CAN BE DRAFTED TO COVER NOT ONLY THE INITIAL
SHIPMENT OF MEMO GOODS TO THE CONSIGNEE, BUT ALSO
SUBSEQUENT SHIPMENTS OF THE SAME CATEGORY OF GOODS.




ONCE A CONSIGNMENT AGREEMENT HAS BEEN CREATED
AND SIGNED BY THE PARTIES, AND NOTICE GIVEN TO OTHER
LENDERS, THE UCC-1 FORM SHOULD BE PROPERLY FILED.

Like every other aspect of perfecting a security interest,
finding pre-existing secured parties, and giving prop-
er notice, requires attention to specific requirements.
Some of the tasks the supplier must perform include:

¢ Conducting a lien search using the merchant/con-
signee’s full and correct legal name to find earlier-se-
cured creditors;

¢ Conducting the search in the state of the merchant/
consignee’s incorporation or business registration. If
the merchant is an individual, the search would be

done in state where the merchant resides. If it is an
unregistered business entity, the place of business is
determinative; and

* Giving notice to all secured parties, existing within
five years before shipment of the consigned goods,
that the supplier will be delivering consigned goods
to the merchant.

IT IS THE SUPPLIER’S RESPONSIBILITY TO FIND OUT ABOUT
EXISTING LENDERS AND NOTIFY THOSE LENDERS OF THE
SUPPLIER’S PRIORITY INTEREST IN THE MEMO GOODS.




CREATING THE CONSIGNMENT AND PERFECTING THE SECURITY INTEREST, continues

FILING THE UCC-1 FINANCING STATEMENT

TO PERFECT A SECURITY INTEREST

Once a consignment agreement has been executed,
and notice given to other lenders, the UCC-1 form
should be properly filed in the correct location. Only
then should the supplier deliver memo goods to the
merchant. A UCC-1 will cover the initial shipment of
memo goods to the consignee. It will also cover sub-
sequent shipments that are made under the consign-
ment agreement while it is effective, as long as the
category of goods described in the UCC filing does
not change. Here are the steps to properly file a UCC-
1 Financing Statement:

# Determine where to file the UCC-1:

The specific jurisdiction where you file the UCC-1 is
important. Location is determined by the state of for-
mation or incorporation of the entity that will pos-
sess the diamonds.

¢ Obtain, complete and file a UCC-1 Form:
Obtain a UCC-1 form from the state agency that han-
dles UCC matters, generally the Secretary of State.

# Use the exact legal name of the debtor:

Enter the merchant’s exact legal name, as it is known
in the public record. If the name or location entered
is not accurate the supplier’s attempt at perfection
will fail.

¢ Fill out the remainder of the UCC-1 form:

This includes the supplier/consignor’s legal name, as
the “secured party,” and a specific description of the
collateral. The description must reasonably identify
the consigned goods.

¢ File the UCC-1 form, pay the fee and then deliver
the consigned goods.

WHERE TO FILE UCC-1s

CORP, LP, LLP

STATE OF ORGANIZATION

GENERAL PARTNERSHIP

LOCATION OF EXEC. OFFICE

INDIVIDUAL

STATE OF RESIDENCE




SAMPLE UCC-1 FORM

UCC FINANCING STATEMENT

FOLLOW INSTRUCTIONS (front and back) CAREFULLY.
A. NAME & PHONE OF CONTACT AT FILER [optional]

B. SEND ACKNOWLEDGMENT TO: (Name and Address)

M 1

L _

THE ABOVE SPACE IS FOR FILING OFFICE USE ONLY

1.DEBTOR'S EXACT FULLLEGAL NAME name (1aor 1b)

1a. ORGANIZATION'S NAME

OR [ 15, INDIVIDUAL'SLASTNAME FIRST NAME MIDDLE NAME SUFFIX
7o MAILING ADDRESS oY STATE |POSTAL CODE COUNTRY
7d. SEEINSTRUCTIONS ADDLINFO RE | Te. TYPE OF ORGANZATION | 1f, JURISDICTION OF GRGANZATION Tg. ORGANIZATIONAL ID#, T any
" ORGANIZATION
Not Applicable DEBTOR |

[Inone

2. ADDITIONAL DEBTOR'S EXACT FULL LEGAL NAME - insert only one debtor name (2a or 2b) - do not abbreviate or combine names

2a. ORGANIZATION'S NAME

o
)

2b. INDIVIDUAL'S LAST NAME FIRST NAME MIDDLE NAME SUFFIX
2c. MAILING ADDRESS CITY STATE [POSTAL CODE COUNTRY
2d. SEEINSTRUCTIONS ADDL INFO RE | 2e. TYPE OF ORGANIZATION 2f JURISDICTION OF ORGANIZATION 29. ORGANIZATIONAL ID # if any
Not Applicabl ORGANIZATION
ot Applicable DEBTOR | | | DNONE
3.SECURED PARTY"S NAME (o NAME of TOTAL  ASSIGNOR S/P) one: (3aor3b)

3a. ORGANIZATION'S NAME

3b. INDIVIDUAL'S LAST NAME FIRST NAME

MIDDLE NAME

SUFFIX

3c. MAILING ADDRESS CITY

STATE [POSTAL CODE

COUNTRY

4. This FINANCING STATEMENT covers the following collateral:

5. ALTERNATIVE DESIGNATION if applicable)| |Lesseenessor | [consioneeiconsienor [ [eaieemaior
6] | [ ANCING STATENENT s to be fled [of fecord] (of fecorded) n the REAL

ftach Addendym [if applicable]

[ADDITIONA FEE]

. SELLER/BUYER
7. Check 1o REQUEST SEARCH REPORT(S) on Debior(s)
[optional]

8. OPTIONAL FILER REFERENCE DATA

| [non-uccriing

a1 pebtors [ Joettor |

FILING OFFICE COPY — UCC FINANCING STATEMENT (FORM UCC1) (REV. 05/22/02)




STAYING PROTECTED: REQUIRED FOLLOW-UP

Minimizing risk in the context of memo transactions
is an ongoing job. Here are several tasks a consignor
will need to perform after filing the UCC-1 and deliv-
ering the consigned goods.

¢ Conduct a search after submitting the UCC-1 to
confirm that the form was actually filed and indexed.

¢ Institute quarterly monitoring to determine if the
consignee has made changes to its principal place of
business or legal structure, including a change in its
name. If so, you must assume the UCC-1 originally
filed against the consignee has been rendered ineffec-
tive and a new form, or an amendment to the original
form, must be filed against the consignee. Once again,
be careful to follow all the steps listed above, such as
using the correct name of the consignee, filing in the
correct location, and giving notice to existing lenders.

¢ The UCC-1 filing remains in effect for five years,
and, if done correctly, should cover all goods deliv-
ered on consignment for that five-year period. A new
UCC-1 filing must be made at the conclusion of the
five-year period. Make sure you are aware of the ex-
piration date of the UCC-1. In addition, a new no-
tice to existing lenders must be made every five years,
usually at same time that the UCC filing is renewed.

¢ Regularly check the credit-worthiness of the con-
signee. One way to anticipate problems is to monitor
credit reports and SEC filings during the period of
the consignment arrangement. The consignor should
also be alert to the quality and timeliness of the con-
signee’s reporting. Deterioration in that area could be
a sign of financial instability.

THE UCC-1 FILING REMAINS IN EFFECT
FOR FIVE YEARS, AND, IF DONE CORRECTLY,
SHOULD COVER ALL GOODS DELIVERED ON
CONSIGNMENT FOR THAT FIVE-YEAR PERIOD. BE
SURE TO KNOW WHEN YOUR FILING EXPIRES!

¢ Join the JBT and place the consignee on its Credit-
Watch list. If the consignee experiences a worsening
of credit conditions, or a change of ownership or
location, the member will be alerted. Further, keep
an eye on the “Current Item of Interest” section of
the JBT Weekly Alert, sent to its members, that lists
entity identification changes to make sure that the fil-
ings are accurate regarding the name and location of
the entity.

¢ Monitor the status of the consignee’s other secured
lenders, such as banks. If a bank has been acquired,
or its loan to the consignee assigned elsewhere, this
may have significance for the consignor.

RELEVANT JBT SERVICES
e CREDIT CHECKS
e CREDIT WATCH LISTS
e JBT WEEKLY ALERT:
“CURRENT ITEM OF INTEREST”




NOTE ABOUT BANKRUPTCY PROCEEDINGS — PREFERENTIAL TRANSFERS

One aspect of bankruptcy law should be well known
— that is the 90 day preferential transfer rule. If you
have been paid or goods have been transferred to you
within 90 days of the date that the consignee/debtor
declares bankruptcy, the transaction may be reversed
by the bankruptcy court, and that asset claimed as
part of the assets that can be claimed by the court.
This is because the court will assume that all such
transfers were made for the purpose of allowing a
creditor to receive more that the allowable propor-

tionate share of the proceeds at a time that the debtor
knew or should have known that a bankruptcy fil-
ing was planned. The burden is on the creditor (the
recipient of the payment or return of the goods) to
show that the transfer was not in contemplation of
the bankruptcy of the debtor, often a very difficult
thing to prove. If there are doubts about a customer’s
credit, be careful before you deposit a check or accept
more goods.

ADDITIONAL SAFEGUARDS

Bankruptcy is not the only problem that can beset a
memo transaction. The best practice is to anticipate
these potential setbacks.

One area of concern is the possibility of loss, theft or
damage while the goods are in the possession of the
merchant/consignee. Before consigned goods are de-
livered, insurance should be in place, naming the sup-
plier/consignor as the loss payee, to protect against
these risks. If the price of precious metals and dia-
monds rises while the memo is outstanding, the risk
of loss increases and so the level of insurance should
increase as well.

A second concern involves the merchant’s reporting
and accounting methods. It is preferable that a con-
signment agreement obliges the merchant to pay the
supplier within fifteen to thirty days of sale. Com-
plying with this provision requires that the merchant

have adequate inventory and financial accounting, as
well as sufficient controls, to ensure that appropriate
payments to the supplier are triggered on a timely
basis. One way to prevent problems is to arrange for
monthly reconciliations.

A third concern involves payment terms. Given the
risks and complexities of memo transactions, long
payment terms should be avoided.

A fourth concern is whether the supplier will be able
to identify his products once intermingled with other
jewelry or precious stones in the merchant’s posses-
sion. To prevent confusion, the products should be
segregated and tagged so they are readily identifiable
by anyone entering the merchant’s premises. In addi-
tion, it can be helpful to trademark, and stamp goods
with the trademark, to facilitate identification.

SUPPLIERS SHOULD JOIN THE JEWELERS BOARD OF TRADE AND PLACE CONSIGNEES
ON THE JBT'S CUSTOMIZED CREDIT-WATCH LIST.




FREQUENTLY ASKED QUESTIONS

1. Does my customer, the merchant, have to sign the consignment agreement?

Yes.

2. Should I deliver the goods before I file the UCC-1?

While there are limited exceptions, the answer is no — do not deliver the goods until the filing of your
secured interest (including a UCC-1) has been completed.

3. Does my customer, the merchant, have to sign the UCC-1 form?

No.

4. My customer is an entity with places of business all over the country. I deliver memo goods to several of
those locations. Where do I file the UCC-1?

File the UCC-1 in the state of formation or incorporation of your customer. In most states the UCC-1 is
filed with the Secretary of State. This is a welcome change in the law. Prior to 2001, UCC-1’s were required
in every county in which a customer maintained your consigned goods, an expensive proposition.

5. D’'m frequently asked by regular customers to deliver diamonds on memo so the customers can show them
to potential buyers. I know these customers and comply with the requests without creating any special
paperwork. Are there any risks to doing business this way?

Yes, lots of risks. Before sending the diamonds you should evaluate the credit risk of your customers,
have them sign a consignment agreement and perfect a security interest in the diamonds by filing a UCC-
1 form.

6. Iship goods on consignment to one of my customers several times a year. Do I need to file a new UCC-1
before each shipment?

No. As long as you have a properly-drafted consignment agreement covering the category of goods that
are shipped, and each shipment is covered by that agreement, you only need to have one UCC-1 on file.
Of course, the description of collateral in that UCC-1 must cover whatever you ship pursuant to the
consignment agreement.




7. Do I need to do anything after I file the UCC-1 to make sure it remains valid?

Yes. Institute quarterly checks to determine whether the merchant has made any material changes to its
legal status, such as a name change. If so, you will need to file a new UCC-1 or an amendment to the
original UCC-1. Consult with a lawyer to make sure that your new filing is adequate and correct under

the circumstances. Also, monitor the credit worthiness of the merchant and be sure to know when your
filing expires.

I’m filling out a UCC-1 form. What do I write in the section that asks for a description of collateral?

Describe the goods that you will be shipping on memo.
9. T'm confused. Where can I get help?
Attorneys who specialize in debtor rights are a good resource, and can provide counsel in this area. Ad-

ditionally, there are companies that provide UCC-1 filing and monitoring services. Look for these services
on line.
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GLOSSARY

CONSIGNEE. The merchant to whom goods are de-

livered on consignment

CONSIGNOR. The supplier who delivers goods to a

merchant in a consignment

CONSIGNMENT. A delivery of goods for sale by the

merchant

CONSIGNMENT AGREEMENT. Traditionally known
in the industry as a “memo” agreement. Sets forth
payment and other terms of the memo/consignment.
Must be signed by the consignee to be enforceable.
For purposes of the UCC, this is a security agreement,
but it is unsecured until a UCC-1 financing statement

is filed.

CREDITOR. Lender

DEBTOR. Borrower

FINANCING STATEMENT — THE UCC-1. Describes
the property agreed to as collateral by a lender (the
consignor) and a borrower (the consignee). Once
properly filed, establishes and confirms a security in-

terest in the collateral, the consigned goods.

MEMO. A consignment agreement or transaction

PERFECTION. The steps required to ensure that a
party’s interest in collateral will withstand attack by
competing secured parties or lenders.

PURCHASE MONEY SECURITY INTEREST. A secured
interest in the consigned goods, granted to the sup-
plier/consignor

SECURITY AGREEMENT. The contract that governs
the relationship between the lender and the borrower
in a secured transaction. For purposes of the UCC,
this includes a signed memo or consignment agree-
ment.

SECURITY INTEREST. A property interest created by
agreement or by operation of law covering assets
used to secure the payment of a debt. The main pur-
pose is to allow the holder to seize, and usually sell,
the property to discharge the debt that the security
interest secures.

UCC. The Uniform Commercial Code, adopted in
some form in all fifty states.

UCC-1. The financing statement filed by the supplier/
consignor to declare and confirm a security interest in
the consigned goods. Filed with the Secretary of State
or other designated state public official to secure the
lender’s claim to the assigned collateral.
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