In re WORLD AUXILIARY POWER COMPANY
(AEROCON ENGINEERING, INC. V. SILICON VALLEY BANK)

303 F.3d 1120 (9™ Cir. 2002)

Before MELVIN BRUNETTI, ANDREW J. KLEINFELD and SIDNEY R.
THOMAS, Circuit Judges.

OPINION
KLEINFELD, Circuit Judge:

In this case we decide whether federal or state law governs priority of security
interests in unregistered copyrights.

FACTS

Basically, this is a bankruptcy contest over unregistered copyrights between a
bank that got a security interest in the copyrights from the owners and perfected it under
state law, and a company that bought the copyrights from the bankruptcy trustees after
the copyright owners went bankrupt. These simple facts are all that matters to the
outcome of this case, although the details are complex.

Three affiliated California corporations--World Auxiliary Power, World
Aerotechnology, and Air Refrigeration Systems--designed and sold products for
modifying airplanes. * * * * The three companies owned copyrights in the drawings,
technical manuals, blue-prints, and computer software used to make the modifications.
* * * * The companies did not register their copyrights with the United States Copyright
Office.

The companies got financing from Silicon Valley Bank, one of the appellees in
this case. Two of the companies borrowed the money directly, the third guaranteed the
loan. The security agreement, as is common, granted the bank a security interest in a
broad array of presently owned and after-acquired collateral. The security agreement
covered “all goods and equipment now owned or hereafter acquired,” as well as
inventory, contract rights, general intangibles, blueprints, drawings, computer programs,
accounts receivable, patents, cash, bank deposits, and pretty much anything else the
debtor owned or might be “hereafter acquired.” The security agreement and financing
statement also covered “[a]ll copyright rights, copyright applications, copyright
registrations, and like protections in each work of authorship and derivative work
thereof, whether published or unpublished, now owned or hereafter acquired.”

The bank perfected its security interest in the collateral, including the copyrights,
pursuant to California’s version of Article 9 of the Uniform Commercial Code, by filing
UCC-1 financing statements with the California Secretary of State. The bank also took
possession of the * * * copyrighted materials. But the copyrights still weren't registered
with the United States Copyright Office, and the bank did not record any document
showing the transfer of a security interest with the Copyright Office.



Subsequently, the three debtor companies filed simultaneous but separate
bankruptcy proceedings. Their copyrights were among their major assets. Aerocon
Engineering, one of their creditors (and the appellant in this case), [eventually acquired
the debtor’s rights in the copyrighted assets.] Once Aerocon owned the copyrights, it
planned to exercise the trustees’ power to avoid Silicon Valley Bank’s security interest
so that the venture would own the copyrights free and clear.

* % % %

Meanwhile, Silicon Valley Bank won relief from the bankruptcy court’s automatic
stay and, based on its security interest, foreclosed on the copyrights. * * * *

* * * * Aerocon sued to avoid Silicon Valley Bank’s security interest * * *, * * * *
The bankruptcy court * * * granted summary judgment to Silicon Valley Bank on all of
Aerocon’s claims on the ground that the bank had perfected its security interest in the
copyrights under California’s version of Article 9 of the Uniform Commercial Code. [The
district court affirmed.] Aerocon appeals from the district court’s order.

ANALYSIS

* % % %

Copyright and bankruptcy law set the context for this litigation, but the legal issue
is priority of security interests. The bankruptcy trustees sold Aerocon their power to
avoid any security interest “that is voidable by a creditor that extends credit to the debtor
at the time of the commencement of the case, and that obtains, at such time and with
respect to such credit, a judicial lien” Under this “strong-arm” provision, Aerocon has
the status of an “ideal creditor” who perfected his lien at the last possible moment
before the bankruptcy commenced, and if this hypothetical creditor would take priority
over Silicon Valley Bank’s lien, then Aerocon may avoid the bank’s security interest.

Whether Aerocon’s hypothetical lien creditor would take priority turns on whether
federal or state law governs the perfection of security interests in unregistered
copyrights. The bank did everything necessary to perfect its security interest under
state law, so if state law governs, the bank has priority and wins. The bank did nothing,
however, to perfect its interest under federal law, so if federal law governs, Aerocon’s
hypothetical lien creditor arguably has priority, although the parties dispute whether
Aerocon might face additional legal hurdles.

We are assisted in deciding this case by two opinions, neither of which controls,
but both of which are thoughtful and scholarly. The first is the bankruptcy court’s
published opinion in this case, Aerocon Engineering Inc. v. Silicon Valley Bank (In re
World Auxiliary Power Co.), which we affirm largely for the reasons the bankruptcy
judge gave. The second is a published district court opinion, National Peregrine, Inc. v.
Capitol Federal Savings & Loan Association (In re Peregrine Entertainment, Ltd.), [116
B.R. 194 (C.D. Cal. 1990) (per Kozinski, J.),] the holdings of which we adopt but, like
the bankruptcy court, distinguish and limit.
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Our analysis begins with the Copyright Act of 1976. Under the Act, “copyright
protection subsists * * * in original works of authorship fixed in any tangible medium of
expression” While an owner must register his copyright as a condition of seeking
certain infringement remedies, registration is permissive, not mandatory, and is not a
condition for copyright protection. Likewise, the Copyright Act’s provision for recording
“transfers of copyright ownership” (the Act’'s term that includes security interests) is
permissive, not mandatory: “Any transfer of copyright ownership or other document
pertaining to copyright may be recorded in the Copyright Office” The Copyright Act’s
use of the word “mortgage” as one definition of a “transfer” is properly read to include
security interests under Article 9 of the Uniform Commercial Code.

Under the Copyright Act, “[a]s between two conflicting transfers, the one
executed first prevalils if it is recorded, in the manner required to give constructive notice
* * * within one month after its execution * * * or at any time before recordation * * * of
the later transfer. Otherwise the later transfer prevails if recorded first in such manner,
and if taken in good faith, for valuable consideration * * * and without notice of the
earlier transfer.

The phrase “constructive notice” refers to [Section 205(c)] providing that
recording gives constructive notice

but only if--

(1) the document, or material attached to it, specifically identifies the work to which it
pertains so that, after the document is indexed by the Register of Copyrights, it would be
revealed by a reasonable search under the title or registration number of the work; and

(2) registration has been made for the work.

A copyrighted work only gets a “title or registration number” that would be
revealed by a search if it's registered. Since an unregistered work doesn’t have a title
or registration number that would be “revealed by a reasonable search,” recording a
security interest in an unregistered copyright in the Copyright Office wouldn't give
“constructive notice” under the Copyright Act, and, because it wouldnt, it couldn’t
preserve a creditor’'s priority. There just isn’t any way for a secured creditor to preserve
a priority in an unregistered copyright by recording anything in the Copyright Office.
And the secured party can't get around this problem by registering the copyright,
because the secured party isn’t the owner of the copyright, and the Copyright Act states
that only “the owner of copyright * * * may obtain registration of the copyright claim.”

Aerocon argues that the Copyright Act's recordation and priority scheme
exclusively controls perfection and priority of security interests in copyrights. First,
Aerocon argues that state law, here the California U.C.C., by its own terms “steps back”
and defers to the federal scheme. Second, whether or not the U.C.C. steps back,
Aerocon argues that Congress has preempted the U.C.C. as it applies to copyrights.
We address each argument in turn.



A. U.C.C. Step Back Provisions

Article 9 of the Uniform Commercial Code, as adopted in California, provides that
unperfected creditors are subordinate to perfected, and as between perfected security
interests, the first perfected interest prevails. The bank perfected first under state law
by filing a financing statement with the California Secretary of State on existing and
after-acquired copyrights. The U.C.C. treats copyrights as “general intangibles.”
Security interests in general intangibles are properly perfected under the U.C.C. by
state filings such as the one made by the bank in this case.

To avoid conflict with the federal law, the U.C.C. has two “step-back provisions,”
by which state law steps back and out of the way of conflicting federal law. The first,
more general “step-back” provision says that Article 9 “does not apply * * * [t]o a security
interest subject to any statute of the United States to the extent that such statute
governs the rights of parties to and third parties affected by transactions in particular
types of property” As applied to copyrights, the relevant U.C.C. Official Comment [Old
9-104 comment 1] makes it clear that this stepback clause does not exclude all security
interests in copyrights from U.C.C. coverage, just those for which the federal Copyright
Act “governs the rights” of relevant parties:

Although the Federal Copyright Act contains provisions permitting the mortgage
of a copyright and for the recording of an assignment of a copyright such a
statute would not seem to contain sufficient provisions regulating the rights of the
parties and third parties to exclude security interests in copyrights from the
provisions of this Article.

The second step-back provision speaks directly to perfection of security interests.
It exempts from U.C.C. filing requirements security interests in property “subject to * * *
[a] statute * * * of the United States which provides for a national * * * registration * * * or
which specifies a place of filing different from that specified in this division for filing of
the security interest.” Compliance with such a statute “is equivalent to the filing of a
financing statement * * * and a security interest in property subject to the statute * * *
can be perfected only by compliance therewith * * * .”

Under the U.C.C.’s two step-back provisions, there can be no question that,
when a copyright has been registered, a security interest can be perfected only by
recording the transfer in the Copyright Office. As the district court held in Peregrine, the
Copyright Act satisfies the broad U.C.C. step-back provision by creating a priority
scheme that “governs the rights of parties to and third parties affected by transactions”
in registered copyrights and satisfies the narrow step-back provision by creating a single
“national registration” for security interests in registered copyrights. Thus, under these
step-back provisions, if a borrower’s collateral is a registered copyright, the secured
party cannot perfect by filing a financing statement under the U.C.C. in the appropriate
state office, or alternatively by recording a transfer in the Copyright Office. For
registered copyrights, the only proper place to file is the Copyright Office. We adopt
Peregrine ‘s holding to this effect.



However, the question posed by this case is whether the U.C.C. steps back as to
unregistered copyrights. We, like the bankruptcy court in this case, conclude that it
does not. As we've explained, there’s no way for a secured creditor to perfect a security
interest in unregistered copyrights by recording in the Copyright Office. The U.C.C.’s
broader step-back provision says that the U.C.C. doesn't apply to a security interest “to
the extent” that a federal statute governs the rights of the parties. The U.C.C. doesn’t
defer to the Copyright Act under this broad step-back provision because the Copyright
Act doesn’t provide for the rights of secured parties to unregistered copyrights; it only
covers the rights of secured parties in registered copyrights. The U.C.C.’s narrow step-
back provision says the U.C.C. doesn’t apply if a federal statute “provides for a national
* * * registration * * * or which specifies a place of filing different from that specified in
this division for filing of the security interest.” The U.C.C. doesn’t defer to the Copyright
Act under this narrow step-back provision because the Copyright Act doesn’t provide a
“national registration”: unregistered copyrights don’t have to be registered, and because
unregistered copyrights don’t have a registered name and number, under the Copyright
Act there isn't any place to file anything regarding unregistered copyrights that makes
any legal difference. So, as a matter of state law, the U.C.C. doesn’t step back in
deference to federal law, but governs perfection and priority of security interests in
unregistered copyrights itself.

B. Federal Preemption

It wouldn’t matter that state law doesn’t step back, however, if Congress chose to
knock state law out of the way by preemption. * * * *

Aerocon argues, relying on Peregrine, that Congress intended to occupy the field
of security interests in copyrights. Aerocon also argues that the U.C.C. actually conflicts
with the Copyright Act’s text and purpose.

* % % %

The district court in Peregrine held that Congress had preempted state law
because of “the comprehensive scope of the Copyright Act’s recording provisions.” As
applied to registered copyrights, the Act's recording scheme is comprehensive; it
doesn’t exclude any registered copyright from its coverage. But as applied to
unregistered copyrights, the Act doesn’'t have comprehensive recording provisions.
Likewise, Peregrine notes that “[tjo the extent there are competing recordation
schemes, this lessens the utility of each.” This holds true for registered copyrights. But
there aren’t two competing filing systems for unregistered copyrights. The Copyright
Act doesn’'t create one. Only the U.C.C. creates a filing system applicable to
unregistered copyrights. Peregrine reasoned that creditors could get conflicting results
under the U.C.C. and the Copyright Act, because each provides a different priority
scheme. That's true only for registered copyrights. The Copyright Act wouldn’t provide
a conflicting answer as to unregistered copyrights because it wouldn’t provide any
answer at all. Peregrine ‘s holding applies to registered copyrights, and we adopt it, but



as the bankruptcy court reasoned in the case at bar, it does not apply to unregistered
copyrights.

* * * * \We reject [contrary lower court] opinions because they miss the point made
by the bankruptcy judge in this case, and discussed above, that Peregrine ‘s analysis
doesn’t work if it's applied to security interests in unregistered copyrights. Moreover,
such extensions of Peregrine to unregistered copyrights would make registration of
copyright a necessary prerequisite of perfecting a security interest in a copyright. The
implication of requiring registration as a condition of perfection is that Congress
intended to make unregistered copyrights practically useless as collateral, an inference
the text and purpose of the Copyright Act do not warrant.

In the one instance where the Copyright Act conditions some action concerning a
copyright on its registration--the right to sue for infringement--the Act makes that
condition explicit. Nowhere does the Copyright Act explicitly condition the use of
copyrights as collateral on their registration. Second, the Copyright Act contemplates
that most copyrights will not be registered. Since copyright is created every time people
set pen to paper, or fingers to keyboard, and affix their thoughts in a tangible medium,
writers, artists, computer programmers, and web designers would have to have their
hands tied down to keep them from creating unregistered copyrights all day every day.
Moreover, the Copyright Act says that copyrights “may” be registered, implying that they
don’t have to be, and since a fee is charged and time and effort is required, the statute
sets up a regime in which most copyrights won't ever be registered.

Though Congress must have contemplated that most copyrights would be
unregistered, it only provided for protection of security interests in registered copyrights.
There is no reason to infer from Congress’s silence as to unregistered copyrights an
intent to make such copyrights useless as collateral by preempting state law but not
providing any federal priority scheme for unregistered copyrights. That would amount to
a presumption in favor of federal preemption, but we are required to presume just the
opposite. The only reasonable inference to draw is that Congress chose not to create a
federal scheme for security interests in unregistered copyrights, but left the matter to
States, which have traditionally governed security interests.

For similar reasons, we reject Aerocon’s argument that congressional intent to
preempt can be inferred from conflict between the Copyright Act and the U.C.C. There
is no conflict between the statutory provisions: the Copyright Act doesn’t speak to
security interests in unregistered copyrights, the U.C.C. does.

Nor does the application of state law frustrate the objectives of federal copyright
law. The basic objective of federal copyright law is to “promote the Progress of Science
and useful Arts” by “establishing a marketable right to the use of one’s expression” and
supplying “the economic incentive to create and disseminate ideas.” Aerocon argues
that allowing perfection under state law would frustrate this objective by injecting
uncertainty in secured transactions involving copyrights. Aerocon conjures up the
image of a double-crossing debtor who, having gotten financing based on unregistered
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copyrights, registers them, thus triggering federal law, and gets financing from a second
creditor, who then records its interest with the Copyright Office and takes priority. We
decline to prevent this fraud by drawing the unreasonable inference that Congress
intended to render copyrights useless as collateral unless registered.

Prudent creditors will always demand that debtors disclose any copyright
registrations and perfect under federal law and will protect themselves against
subsequent creditors gaining priority by means of covenants and policing mechanisms.
The several amici banks and banking association in this case argue that most lenders
would lend against unregistered copyrights subject to the remote risk of being “primed”
by subsequent creditors; but no lender would lend against unregistered copyrights if
they couldn’t perfect their security interest. As we read the law, unregistered copyrights
have value as collateral, discounted by the remote potential for priming. As Aerocon
reads the law, they would have no value at all.

Aerocon’s argument also ignores the special problem of copyrights as after-
acquired collateral. To use just one example of the multi-industry need to use after-
acquired (really after-created) intangible intellectual property as collateral, now that the
high-tech boom of the 1990s has passed, and software companies don’t attract equity
financing like tulips in seventeenth century Holland, these companies will have to
borrow more capital. After-acquired software is likely to serve as much of their
collateral. Like liens in any other after-acquired collateral, liens in after-acquired
software must attach immediately upon the creation of the software to satisfy creditors.
Creditors would not tolerate a gap between the software’s creation and the registration
of the copyright. If software developers had to register copyrights in their software
before using it as collateral, the last half hour of the day for a software company would
be spent preparing and mailing utterly pointless forms to the Copyright Office to register
and record security interests. Our reading of the law “promote[s] the Progress of
Science and useful Arts” by preserving the collateral value of unregistered copyrights,
which is to say, the vast majority of copyrights. Aerocon’s reading of the law--which
would force producers engaged in the ongoing creation of copyrightable material to
constantly register and update the registrations of their works before obtaining credit--
does not.

CONCLUSION

Regarding perfection and priority of security interests in unregistered copyrights,
the California U.C.C. has not stepped back in deference to federal law, and federal law
has not preempted the U .C.C. Silicon Valley Bank has a perfected security interest in
the debtors’ unregistered copyrights, and Aerocon, standing in the bankruptcy trustees’
shoes, cannot prevail against it.



