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Orix Credit Alliance, Inc. v. Young Express, Inc.; David C. Young; Frank Young; Wachovia Bank, N.A., 43 Fed.Appx.
650, 2002 WL 1932000 (4th Cir. 2002) (Equipment lessor with prior perfected security interest in accounts receivable
prevails over general lender with subsequently perfected security interest in the same accounts.)

A decision of the U.S. Court of Appeals for the Fourth Circuit illustrates the need for a careful review by a lender of
financing statements filed by an equipment lender, and how a lender that thought it had a first priority security interest in
accounts receivable may be liable for conversion to the equipment lender.

Orix Credit Alliance, Inc. leased an IBM computer system to Young Express, Inc., a trucking firm, for a term of
48 months commencing June 1999. To secure its obligations under the lease, Young Express granted Orix a security
interest in all of its then--owned or thereafteracquired "goods, general intangibles, inventory, machinery, contract rights
and accounts, and all proceeds therefrom." In May 1999, Orix filed a financing statement to perfect its security interest.

Wachovia Bank also extended credit to Young Express, secured by all personal property of Young Express. Wachovia
perfected its security interest by filing a financing statement in July 1999, approximately two months after Orix had filed
its financing statement.

Thus, the stage was set for the conflict between Orix and Wachovia when, in August 1999, Young Express became
insolvent and defaulted on the computer lease with Orix after making only two payments. Young Express' only remaining
assets were accounts receivable in the amount of approximately $1.25 million. In December 1999, Young Express
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informed Orix that it had ceased operations, and that it owed Wachovia approximately $1.5 million. Young Express told
Orix that Young Express had been using the proceeds of accounts receivable to make payments on its debt to Wachovia,
and that it had transferred some of its uncollected accounts receivable directly to Wachovia.

On December 23, 1999, Orix notified Wachovia that Orix claimed a senior security interest in the accounts receivable,
and demanded that Wachovia immediately deliver to Orix the accounts receivable and any proceeds derived therefrom.
Wachovia denied ever receiving the accounts receivable, and refused to deliver the proceeds.

When Orix brought suit against Young Express, its directors and Wachovia in the U.S. District Court for the Eastern
District of Virginia, alleging breach of contract, breach of fiduciary duty and conversion, the District Court ruled that Orix
could not pursue a claim for conversion without first availing itself of self--help (such as repossession) before initiating
judicial proceedings. The Fourth Circuit overruled the District Court, holding that Orix's demand upon Wachovia to
relinquish possession of the collateral was sufficient and that no further self--help was required. According to the Fourth
Circuit, under section 9--306 of pre--revised Article 9, collateral remains subject to a security interest upon sale or transfer
and continues in any "identifiable proceeds" generated by the disposition of the collateral. In this case, the security interest
of Orix in the accounts receivable of Young Express would continue as to the collections of such accounts received by
Wachovia and any proceeds from the transfer of any accounts receivable by Young Express to Wachovia, if any. Therefore,
under Section 9--503 of pre--revised Article 9, according to the Court, after a default by the debtor, Orix, as the secured
party, has the right to take possession of the collateral and in taking possession may proceed without judicial process.

The Fourth Circuit also referred to Official Comment 5 of section 9--609 of Revised Article 9, the successor to 9--
503 of former Article 9, which provides that "[n]ormally, a junior [secured party] who refuses to relinquish possession
of collateral upon the demand of a secured party having a superior possessory right to the collateral would be liable in
conversion."

Wachovia argued that the judgment of the District Court should have been upheld as to it because Wachovia only
received proceeds from the collection of the accounts receivable, not the assignment of the accounts themselves, and
that the payments of proceeds were made in the ordinary course of Young Express' business. As support for its position,
Wachovia relied on an Official Comment to section 9--306 of former Article 9 and a series of cases holding that the
recipient of payments does not have to look behind the payments to their source, even if the payments came from proceeds
of the collateral of a secured party, if the payments are from a debtor's checking account and paid out in the ordinary
course of the debtor's business.

The Fourth Circuit concluded that Wachovia's arguments were premature since Wachovia may have not only received
proceeds of accounts receivable, but also actual accounts receivable themselves, and whether a payment was made in the
ordinary course of one's business is a factual inquiry. The appellate court did acknowledge, however, that Wachovia's
ordinary course of business defense might ultimately prevail on the merits after trial.

The Fourth Circuit also did not agree with the application by the District Court of the principle that there can be
no conversion of an undocumented intangible asset. The Fourth Circuit took the view that this principle was inapposite
because the cash proceeds from the receivables in which Orix had a continuously perfected security interest were not
intangible assets, and even the uncollected accounts receivable were evidenced by a writing.

In addition to the dispute between Orix and Wachovia, Orix also pursued breach of fiduciary duty claims against David
and Frank Young, the corporate directors of Young Express. The claims against the Young brothers for personal liability
arose because Young Express was administratively dissolved by the State Corporation Commission when it failed to pay
its annual registration fee and to file its annual report. Under Virginia corporation law, upon such termination, Young
Express' property and affairs passed automatically to the Young brothers as trustees in liquidation. Orix claimed that by
transferring the accounts receivable and proceeds to Wachovia, the Young brothers breached their duties as trustees in
liquidation and should be held personally liable.

The Fourth Circuit agreed with Orix, but found that such liability only applied as to transfers made after the termination
of the corporate existence of Young Express. The Court pointed out that the District Court was incorrect in stating that
directors are entitled to prefer one creditor over another. While the Fourth Circuit acknowledged that this proposition
might be true as among unsecured creditors holding equal claims, the priority scheme is a fundamental aspect of debt
resolution that defines the duties of corporate directors. Accordingly, directors have no authority to prefer a junior creditor
over a senior creditor, which might be found to be the case by the payments to Wachovia as holder of a junior lien with
the proceeds of the accounts receivable, rather than to Orix, the previously perfected secured party as to the accounts
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receivable.

Finally, the District Court's refusal to appoint a receiver for Young Express and to issue an injunction with respect to
the transfer of any additional collateral to Wachovia was upheld. However, the Fourth Circuit directed the District Court
to continue to evaluate the need for equitable relief throughout the litigation.

General Motors Acceptance Corporation v. Union Bank & Trust Company, 329 F.3d 594 (8th Cir. 2003) (Article
9 security interest has priority over Article 4 security interest of depository bank in proceeds other than from returned
checks.)

For those of us immersed in Article 9 of the Uniform Commercial Code, it is easy to overlook a provision of Article 4
of the Uniform Commercial Code that gives a depository bank a security interest in checks and other items. Under certain
circumstances, this Article 4 security interest of the depository bank may conflict with the Article 9 security interest of a
secured lender. In General Motors Acceptance Corporation v. Union Bank & Trust Company, the Eighth Circuit recently
addressed just such a conflict.

General Motors Acceptance Corporation ("GMAC") provided floor plan financing to a car dealership to finance the
dealership's purchases of General Motors cars. GMAC had a perfected security interest in the cars and the proceeds from
the sale of the cars.

At the same time, the dealership had a commercial checking account with Union Bank & Trust Company ("Union").
Union also provided a separate used car floor plan financing to the dealership for a number of years. GMAC and Union
entered into both a "waiver agreement" and a "subordination agreement." The waiver agreement provided that Union
would not setoff against deposits by the dealership with Union from proceeds of GMAC's collateral. The subordination
agreement provided for GMAC to subordinate its security interest in the used cars of the dealership financed by Union.
Union subsequently terminated its floor plan financing of the used cars for the dealership and was replaced by GMAC. At
the same time, the subordination agreement was terminated but the waiver agreement was not.

The problem arose when payment was stopped on twelve checks payable to the dealership that it had deposited in its
Union checking account. Even though Union had not collected the funds payable under the twelve checks from the bank
on which the checks were drawn, Union allowed the dealership to withdraw the uncollected funds for such checks from
the dealership's account with Union. When the checks did not clear, Union informed the dealership and demanded that
the dealership deposit additional funds with Union to cover the provisional credit on the uncollected checks that had been
extended by Union to the dealership. To fulfill this obligation to Union, the dealership sold cars that were subject to the
security interest of GMAC and gave the proceeds of GMAC's collateral to Union.

When Union refused to give the collateral proceeds back to GMAC, GMAC sued Union for conversion and breach of
the waiver agreement. The District Court found for Union. When GMAC appealed, the Eighth Circuit reversed and found
for GMAC.

Union argued that it had priority to the proceeds of GMAC's collateral based on §4--210 of the UCC. Section 4--210
gives a bank a security interest in checks and other items of payment and any accompanying documents "or the proceeds
of either" that are deposited with it. According to this provision of Article 4, the security interest in the check secures the
"credit" given by the depository bank to its customer for the check. The security interest continues so long as the bank
does not receive final settlement for the check and does not give up possession of the check or accompanying documents.
Perhaps most significantly, §4--210 provides that the security interest of the bank has priority over conflicting perfected
security interests in the check, accompanying documents or proceeds.

The question addressed by the Eighth Circuit was: What constitutes "proceeds" of the dishonored checks for which
Union had extended provisional credit to the dealership? Union claimed that the funds arising from the sale of the
cars constituting GMAC's collateral subsequently deposited by the dealership in the account constituted such proceeds,
even though such funds otherwise had nothing to do with the dishonored checks (and more significantly from the
secured lender's perspective represented proceeds of its collateral that it was relying on). The Eighth Circuit rejected this
interpretation of §4--210. It concluded that the better interpretation of "proceeds" of the dishonored checks was to limit
it to funds collected or exchanged for the same checks. Consequently, once payment was not made on the checks, the
only way the bank could satisfy its security interest was by exchanging the dishonored checks with the dealership or the
drawer of the checks for money or other assets.

While the conclusion of the court in this case might seem intuitively obvious, unfortunately such a finding is not
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uniformly the case in all jurisdictions. As the Eighth Circuit noted in its opinion, some courts take a much more expansive
view of "proceeds" of dishonored checks for purposes of Article 4. As the opinion states, some courts have determined that
a depository bank's Article 4 security interest may be satisfied by attaching to any funds emanating from any transaction
or any source. In particular, the Court cited a Sixth Circuit decision out of the Tennessee courts, In re Cannon, 237 F. 3d
716 (6th Cir. 2001) and a New York State court decision, Schwah v. Waiden Savs. Bank, 441 N.Y.S. 2d 195 (N.Y. Sup.
Ct. 1981).

In terms of the "waiver agreement", Union argued that it was only intended to continue in effect until February of
1998 when GMAC took over the dealership's used car floor plan financing. However, the termination clause of the one--
page waiver agreement provided that it remained in full force and effect until ten days' written notice of termination was
received by GMAC from the Bank. Since no such notice was sent, the Court concluded that the agreement was still in
effect and Union breached the agreement by setting off against the proceeds of GMAC's collateral.

Notwithstanding the Eighth Circuit's decision in this case, the more expansive view of the Article 4 security interest
of a depository bank taken in other jurisdictions provides yet another basis for a lender to lose proceeds of its collateral
to a depository bank when the bank in effect extends credit to the borrower by making payments to the borrower based
on uncollected checks. The rights of the depository bank under Article 4, however, are not inconsistent with the change
in priorities between depository banks and secured lenders brought about by Revised Article 9. While the case law under
former Article 9 generally gave priority to the holder of a security interest in inventory and proceeds that are deposited
into a bank account over the rights of the depository bank to such funds, Revised Article 9 reversed this result. Revised
Article 9 gives the depository bank's rights of setoff priority over the secured party whose proceeds are deposited with the
bank.

Ultimately, the rights of the depository bank, whether under Article 4 or Revised Article 9, should be addressed in an
agreement between the lender and the bank where, notwithstanding the shift in leverage to the depository banks by these
provisions of the Uniform Commercial Code, at least the lender will not be surprised by the claims of the bank.

Picker Financial Group L.L.C. v. Horizon Bank, 293 B.R. 253 (M.D.Fla. 2003) (Constructive notice of a second
position lien prevented equitable subrogation to the first lender's priority position.)

The legal doctrine of "equitable subrogation" arises in a variety of circumstances. For example, when a bonding
company issues a surety bond to guarantee performance of a construction contract by a contractor, if the bonding company
pays out under the bond, it becomes "subrogated" to the owner of the project. Or if a guarantor pays under its guarantee,
the guarantor becomes "subrogated" to the rights of the creditor against the debtor, whose debt the guarantor has paid. In
each of these examples, the doctrine of equitable subrogation puts the party making the payment into the position of the
party receiving the payment.

The doctrine of equitable subrogation may also be applicable when one secured lender to a borrower (the "New
Lender") replaces the existing secured lender to the borrower (the "Existing Lender"). Perhaps technically in such
circumstances, the New Lender is not actually making a payment to the Existing Lender, but rather the borrower is making
the payment. Nonetheless, there are a series of cases that address whether the New Lender is entitled to step into the lien
priority position of the Existing Lender who is paid off with the proceeds of the loans from the New Lender.

The District Court for the Middle District of Florida in Picker Financial Group L.L.C. v. Horizon Bank recently
examined existing Florida law to determine whether, under the laws of Florida, a New Lender whose loan proceeds were
used to pay off an Existing Lender with a first priority lien was entitled to step into the position of the Existing Lender
as against a junior secured lender (an "Intervening Lender") whose lien arose after the lien of the Existing Lender (and
therefore was subordinate to it) but before the New Lender obtained its lien.

In November 1996 American Bank (the Existing Lender) made a loan to the debtor. It filed a financing statement and
perfected its security interest in all of the assets of the debtor. In February 1999, three years later, Picker Financial Group
(the Intervening Lender) made a loan to the debtor and perfected its security interest in the same assets. When in February
of 2000, Horizon Bank (the New Lender) made a loan to the same debtor secured by the same assets and the debtor used
the proceeds of the loan from Horizon to repay its debt to American Bank, the question became whether the lien of Picker
moved up into a first priority lien ahead of the lien of Horizon, or whether Horizon acquired the lien position of American,
and thereby jumped ahead of Picker, pursuant to the doctrine of equitable subrogation.

In answering this question, the District Court described two competing views of the doctrine of equitable subrogation:
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one referred to as the "traditional view" and the other referred to as the "modern view." According to the Court, under the
"traditional view" the New Lender was not entitled to take over the lien position of the Existing Lender because the New
Lender was deemed to have notice of the existence of the existing second lien. Under the traditional view, the New Lender
(in this case, Horizon) would be deemed to have notice (that is, "constructive notice") of the existing lien of Picker.

Under the "modern view," the Court said, constructive notice of the lien of the Intervening Lender (in this case,
Picker) was irrelevant and subrogation would be allowed unless the holder of the Intervening Lender were to suffer some
prejudice. As the Court states, the underlying theory for the modern view is that the holder of the intervening lien is
not entitled to a "windfall" by virtue of the New Lender paying off the Existing Lender with the first priority lien. The
Intervening Lender should only be entitled to the benefit of its bargain -- that is, for a second position. The Restatement
(Third) of Property, a legal treatise dealing with rights in real property, clearly adopts the modern view. It states that a
refinancing lender should be equitably subrogated to the priority of the first mortgage even where it has actual knowledge
of the intervening lien. (Restatement (Third), Property (Mortgages) § 7.6)

In Picker, prior to the closing of the Horizon loan, counsel for Horizon conducted a lien search that revealed the
existence of the intervening second lien of Picker. However, even though the searches were provided to the bank officer at
Horizon handling the loan to the debtor, the bank officer did not review them. Regardless of this fact, adopting the modern
view, the Bankruptcy Court concluded that Horizon was entitled to priority over Picker. In its view, knowledge of the
intervening lien of Picker, , whether actual or constructive, was irrelevant.

Upon appeal of the Bankruptcy Court decision, the District Court reversed. In doing so, the District Court rejected the
2001 decision by another Florida court in Suntrust Bank v. Riverside National Bank of Florida, 792 So. 2d 1222 (Fla. 4th
DCA 2001), which held that when loan proceeds are used to satisfy a prior lien, the lender stands in the shoes of the prior
lienor if there is no prejudice to other lienors.

The District Court suggested that it might reach a different result if Horizon, as the subsequent lender, was prevented
from obtaining the first position it expected as a result of fraud or misrepresentations by the debtor, rather than its own
acts or omissions, or if it had been assured by the debtor that there were no intervening liens and the title or lien search
failed to show otherwise. In such circumstances, the District Court hinted that the New Lender might be entitled to the
benefit of the doctrine of equitable subrogation as construed in Florida. In this case, however, where the New Lender does
not appear to have been misled by the debtor and the search results in fact revealed the intervening lien, the District Court
was not going to allow Horizon to benefit from its failure to examine the searches.

While the District Court's decision seems to have adopted some version of the "traditional view" that constructive
notice of intervening liens prevents subrogation, the Court also made it clear that it did not intend its decision to be the last
word on the issue, calling for the Eleventh Circuit to request that the Florida Supreme Court address the matter, should
the case be further appealed.

Given the significant difference in possible outcomes based on the competing views of the doctrine of equitable
subrogation, and the potential variation in the application of the doctrine to different facts by different courts, it is prudent
for a lender to conduct lien searches and avoid having to rely on the doctrine of equitable subrogation to establish the
priority of its liens.

Ainslie v. Inman, 265 Va. 347, 577 S.E.2d 246 (2002) (A lapsed financing statement causes the underlying security
interest to be unperfected against a lien creditor under former Article 9.)

A recent decision by the Virginia Supreme Court reminds us of one of the many important differences between
Revised Article 9 of the Uniform Commercial Code and former Article 9. The issue is the effect of a financing statement
that lapses if a continuation statement is not timely filed.

In 1995, John W. Ainslie, Sr., John W. Ainslie, Jr, and Jeffrey W. Ainslie (collectively the "Ainslies"), loaned
Festive Foods $100,000, evidenced by two promissory notes for $50,000 each, payable to the Ainslies. Robert Buchanan
("Buchanan"), President of Festive Foods, guaranteed each note and granted a security interest in his interest in B & B
Partnership (the "Partnership") to secure the guarantee. The Ainslies took all appropriate steps to perfect such security
interest. Later, on June 3, 1997, Festive Foods executed a new note payable to the Ainslies in the amount of $150,000 that
replaced the two previous notes.

On May 8, 1997, Kevin B. Rack ("Rack") obtained a judgment against Buchanan for $512,735.81. On April 15, 1998,
Rack filed a petition charging Buchanan's interest in the partnership pursuant to Code §50--28 of the Virginia Uniform
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Partnership Act (the "UPA"), which provides that upon application by a judgment creditor of a partner, the court can
charge the interest of the partner with payment of the unsatisfied amount of the judgment debt and can appoint a receiver
of the partner's interest in the partnership. Although the Ainslies tried to intervene in this proceeding, Festive Foods
had not yet defaulted on its note. The court therefore denied the Ainslies' motion, holding that they were not judgment
creditors within the meaning of Code §50--28 of the UPA. On May 18, 1998, the court granted Rack's order charging
Buchanan's interest in the partnership with Rack's judgment, and appointed a receiver of Buchanan's partnership interest.

In June 1998, Festive Foods defaulted on its note to the Ainslies, and on August 6, 1998, the court entered a consent
judgment in favor of the Ainslies. However, January 26, 2000 was the five--year anniversary of the filing of the Ainslies'
financing statements, and because they had not filed continuation statements, the financing statements lapsed. Thereafter,
the partnership disbursed $200,000 to the receiver, representing Buchanan's share of the profits from the sale of certain
partnership property. In response, the receiver filed a petition with the Circuit Court of the City of Chesapeake asking the
Court to determine the relative priority of the Ainslies' and Rack's interests in Buchanan's partnership interest. The Court
granted the Ainslies a charging order, but declared that it was junior in priority to Rack's charging order by reason of the
lapsed financing statement. The Ainslies appealed. Former Article 9 was applicable to the case because all of the relevant
events had occurred before Revised Article 9 had become effective.

The Ainslies claimed that even though their financing statements had lapsed, they should be entitled to the relation--
back provision of §9--501(5) of former Article 9, which provided that "[w]hen a secured party has reduced his claim to
judgment, the lien of any levy which may be made upon his collateral by virtue of any execution based upon the judgment
shall relate back to the date of the perfection of the security interest in such collateral." The Ainslies thus claimed that a
secured creditor who reduces a claim to judgment prior to the expiration of his perfected security interest is entitled to the
relation--back provision for a subsequent execution on the judgment, even if that execution occurs after the lapse of the
financing statement.

The court disagreed with the Ainslies' assertion on the ground that the court also had to give full meaning to §9--403(2)
of former Article 9, which set forth the effect of a lapsed financing statement. That section provided, in relevant part, that
"[i]f the security interest becomes unperfected upon lapse, it is deemed to have been unperfected as against a person who
became a purchaser or lien creditor before lapse." (Emphasis added.) The court concluded (Opinion, at p. 354):

[T]he Ainslies' financing statement lapsed five years from the date of its filing, and, without the filing of a continuation
statement prior to the lapse, their security interest in Buchanan's partnership interest is deemed to have been unperfected
against Rack, who became a lien creditor before the lapse.

Even though the Court in Ainslie never referred to Revised Article 9, the case is nevertheless interesting because it
reminds us of one of the differences between former Article 9 and Revised Article 9. As discussed above, under former
Article 9, when a financing statement lapses, the security interest perfected by such financing statement is deemed to have
been unperfected as against a person who became either a purchaser or a lien creditor before the lapse (§9--403). However,
under Revised Article 9 the security interest remains effective as against a person who became a lien creditor before the
lapse (§9--515(c). Thus, had Revised Article 9 applied to the case, the Ainslies' security interest in Buchanan's partnership
presumably would have been deemed perfected against Rack notwithstanding the lapsed financing statement.

Default, Enforcement and Remedies Harris v. Key Bank, N.A., 51 Fed.Appx. 346, 2002 WL 31501362 (2d Cir. 2002)
(Secured party exercising right of "strict foreclosure" permitted to retain surplus derived from sale of collateral.)

The remedy of "strict foreclosure" is one of the alternative remedies available to a secured creditor under the UCC.
While not always the best alternative, it was a useful tool in certain circumstances under former Article 9, and with the
changes to it under Revised Article 9 it is even more likely to be an appealing option for the lender. In strict foreclosure
under the former version of Article 9, the secured party received all of the debtor's rights in the collateral in exchange for
satisfaction of all of the debt owing to the secured party. Thus, the secured party gave up any claim against the debtor for
the difference between the debt owing and the value of the collateral.

Under former Article 9, strict foreclosure was therefore appealing in situations where no deficiency claim was
realistically available, or where the lender wanted to avoid the expense and legal risks of a foreclosure sale, in particular
the risk of claims from the debtor or other creditors that the sale was not conducted in a commercially reasonable manner.
Also, if the lender subsequently sold the collateral for more than the debt, the lender was entitled to keep the excess.

This is exactly what happened in Harris v. Key Bank, N.A., a recent Second Circuit decision decided under former
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Article 9. Ben and Shirley Harris sold an apartment building to a general partnership, St. Paul Street Partners. St. Paul
paid for the building with cash and a promissory note in the amount of $195,000 payable to the Harrises. The promissory
note was secured by a second mortgage on the building sold. Thereafter, the Harrises borrowed $150,000 from Key Bank,
N.A. The loan was evidenced by a demand note in the amount of $150,000, secured by an assignment of the $195,000
note issued by St. Paul to the Harrises that was secured by the second mortgage on the building.

In early 1994, Key Bank sold its $150,000 demand note (along with the St. Paul note and the second mortgage
securing it) to Lass Associates. When the Harrises defaulted on the $150,000 demand note now held by Lass, Lass sent
the Harrises a notice, in the form prescribed by Article 9, that Lass proposed to retain the assigned collateral by strict
foreclosure.

After receiving the notice, the Harrises consulted an attorney, but failed to object to the proposal within the time period
specified by the UCC. Thereafter, Lass sold the collateral for more than the Harrises' debt. The Harrises, in an attempt to
recover the surplus, asserted that Key Bank was responsible for their loss because Key Bank improperly transferred the
Harrises' collateral to Lass. The court rejected the Harrises' argument, finding that their loss was a direct result of their
own inaction, and that Lass had complied with all of the statutory requirements for strict foreclosure.

While this case was decided under the former version of Article 9, Revised Article 9 makes the remedy of strict
foreclosure even more useful to lenders. Under Revised Article 9, the procedures for strict foreclosure have been simplified
and clarified, and one of its most significant limitations has been eliminated. The lender no longer must accept the
collateral in full satisfaction of its debt (except in consumer transactions). Instead, the lender has the option of accepting
the collateral in satisfaction of only a portion of the debt -- a "partial strict foreclosure" -- so that the lender can retain its
claim for a deficiency against the debtor.

Revised Article 9 also makes it clear that the secured party is not required to have possession of the collateral in
order to exercise the remedy of strict foreclosure, thereby expanding the possible use of the remedy to intangible property
(unless the collateral is consumer goods).

The first step for strict foreclosure under Revised Article 9 is to obtain the consent of the debtor to the lender's
acceptance of the collateral in satisfaction of its debt. In the case of a "partial strict foreclosure," the debtor must consent
in writing to the lender's proposal to accept the collateral and as to the amount of the debt that will be satisfied by such
acceptance. In the case of a "full strict foreclosure" -- where the collateral is accepted by the lender in full satisfaction of
the debt owing to it -- the consent of the debtor may be either in writing after default or, if the secured lender does not
receive an objection from the debtor within twenty days after the date the proposal is sent, the debtor's silence is deemed
to constitute its consent.

In addition to obtaining the debtor's consent in the appropriate form, the lender must also send notices of its proposal
to any other person holding a junior interest in the collateral, and not have received any objection to the proposal from
such parties.

Under Revised Article 9, there cannot be an effective acceptance of the collateral without the secured party's consent.
Consent by the secured party can be manifested either by written agreement or by the act of sending a proposal to
the debtor. This provision has the effect of rejecting the line of cases under present law finding a "constructive strict
foreclosure" because of the secured party's delay or inaction following repossession of the collateral.

Pursuant to section 9--622(a) of Revised Article 9, a secured party's acceptance of collateral in full or partial satisfaction
of the obligation it secures (i) discharges the obligation to the extent consented to by the debtor, (ii) transfers to the
secured party all of a debtor's rights in the collateral, (iii) discharges the security interest that is the subject of the debtor's
consent and any subordinate security interest, and (iv) terminates any other subordinate interest. In addition, under section
9--622(b) of Revised Article 9, a subordinate interest is discharged or terminated even if the secured party fails to comply
with all of the procedural requirements.

LaSalle National Bank Association v. Mehdi Gabayzedeh, 2003 WL 134997 (N.D.Ill 2003) (Bank group obtains
summary judgment against unconditional guarantor who invoked Fifth Amendment right against self incrimination.)

In July 1999, American Tissue, Inc. ("ATI") and certain affiliated entities entered into a loan agreement with LaSalle
National Bank Association, as agent for a group of lenders (collectively, the "Lenders"). At the time, Mehdi Gabayzedeh
was the president and chief operating officer, as well as an indirect 50% percent stockholder of ATI. The loan agreement
provided the borrowers with a revolving credit facility secured by, among other things, accounts receivable and inventory.
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The credit facility was subject to a loan limit defined as the lesser of (i) $100 million or (ii) a defined percentage of
eligible accounts receivable and inventory. This loan limit was increased at least two times, peaking at $164.6 million.
The loan agreement also stated that, in the event that ATI exceeded its loan limit, it was required to pay down that excess
amount immediately and without any necessity of a demand by the Lenders. IfATI failed to pay down such overadvance,
the Lenders could call a default.

In June 2001, ATI was in an overadvance position, and did not have the funds to pay down the loan. ATI nevertheless
pleaded with the Lenders to waive the overadvance default, in part out of fear that it would cripple a public bond deal then
being negotiated. The Lenders obliged, and throughout june and july considered requests from ATI for additional funding
on a day--to--day basis.

As additional security to the Lenders, Gabayzedeh agreed to unconditionally guarantee the full and prompt payment
of all overadvances, plus interest and legal fees and expenses incurred by the Lenders in endeavoring to collect all or
part of ATI's obligations under the loan agreement, or Gabayzedeh's liabilities under the guarantee. The obligations of
Gabayzedeh under the guarantee were "unconditional, irrespective of...any other circumstance which might otherwise
constitute a legal or equitable discharge or defense of a guarantor." In addition, the Lenders could seek to collect and
recover from Gabayzedeh without first proceeding against any other party.

On August 10, 2001, ATI's bond deal had fallen apart and the overadvance amount stood at a little under $5 million.
On September 10, 2001, ATI filed for bankruptcy protection, triggering an automatic event of default under the loan
agreement. By july 29, 2002, less than one year after the filing of the bankruptcy petition, the overadvance amount that
Gabayzedeh had personally guaranteed had swelled to over $103 million.

The Lenders promptly filed suit against Gabayzedeh in the U.S. District Court for the Northern District of Illinois
to recover under the guarantee, and then moved for summary judgment. Gabayzedeh failed to respond to the factual
allegations set forth in the summary judgment motion, invoking his Fifth Amendment right against selfincrimination.
Therefore, under the Federal Rules of Civil Procedure, all of the factual allegations asserted by the Lenders were accepted
by the court as true. Instead, Gabayzedeh moved to dismiss the Lenders suit on the grounds that the Lenders breached their
duty of good faith and fair dealing by requiring his personal guarantee in exchange for waving the overadvance default,
and then asserted that his liability under the guarantee was limited to an amount to be calculated as of a date certain.

The court held that Gabayzedeh's argument that the Lenders breached their duty of good faith and fair dealing by
requiring his personal guarantee as a precondition for waiving the overadvance default, and continuing to advance funds
to ATI, was "utterly without merit." The court also held that Gabayzedeh's argument for a temporal restriction of his
obligations under the guarantee "withered in the face of the plain language of the guarantee," which clearly provided that
Gabayzedeh unconditionally guaranteed all overadvances when due and at all times thereafter. The court therefore entered
judgment for the Lenders and declared that Gabayzedeh's obligations under the guarantee were immediately due and
owing to Lenders. The court instructed the Lenders to submit affidavits and other appropriate supporting documentation
(which was to include reasonable detailed evidence of the costs and fees recoverable under the guarantee that the Lenders
incurred in bringing the action) to determine the precise amount of Gabayzedeh's guarantee obligations.

In re Cadiz Properties, Inc., 278 B.R. 744 (Bankr. N.D. Tex. 2002) (Escrow agreement governing possession of
collateral is not a substitute for foreclosure proceedings under Revised Article 9 of the Uniform Commercial Code.)

In 1996, Canfma, AG ("Canfma") loaned Alford Refrigerated Warehouses, Inc. ("Alford") $2,600,000, evidenced by
a promissory note, and secured by a deed of trust covering property owned by Alford in Dallas, Texas. In 1997, Alford
and Canfma modified their agreement, releasing and discharging the deed of trust, with Alford pledging as substitute
collateral its shares of stock in Cadiz Properties, Inc. ("Cadiz"). Alford owned 100% of the outstanding shares of Cadiz
stock.

Alford and Canfma executed an escrow agreement and special power of attorney in 1997, under which Alford
deposited the Cadiz stock with the escrow agent as security for the repayment of the note. The escrow agreement provided
that upon receipt of a notice of default, the escrow agent would release and distribute the Cadiz stock to Canfma. Canfma
contended that in November of 2001, through a series of letters, it issued the requisite notice of default that required
the escrow agent to deliver the Cadiz stock to Canfma. The escrow agent never delivered the stock. Nevertheless, on
November 15, 2001, Canfma, acting as if it were Cadiz's sole shareholder, adopted a resolution purporting to remove the
incumbent Cadiz directors and elect new directors.
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On December 7, 2001, the incumbent Cadiz directors authorized Cadiz to file a Chapter 11 bankruptcy petition in the
U.S. Bankruptcy Court for the Northern District of Texas. Canfina moved to dismiss the case arguing that the incumbent
Cadiz directors were replaced, and therefore unable to authorize the filing of a bankruptcy petition. Cadiz responded by
asserting that Canfina's election of new directors was a meaningless act because Canfina did not properly acquire title to
the stock pursuant to Revised Article 9, regardless of the terms of the escrow agreement. Al ford (which was involved in
its own bankruptcy proceedings) responded similarly by maintaining that it still owned the stock.

On March 1, 2002, Alford filed an adversary proceeding against Canfina seeking a declaratory judgment that Canfina's
notification to the escrow agent did not constitute foreclosure of the Cadiz stock and that Alford therefore remained the
owner of the stock. Canfina counter claimed seeking a declaratory judgment that title to the shares passed to Canfina
before the filing of the Cadiz bankruptcy petition.

In response solely to the question of whether the bankruptcy proceeding should be dismissed, the court concluded that
it should not be dismissed, but acknowledged that if the court found in the separate adversary proceeding that Canfina
owned the stock, such finding might support a future motion by Cadiz to dismiss the bankruptcy proceeding. However, in
the meantime, the court found that the bankruptcy petition filed by the incumbent Cadiz directors was "facially authorized"
and in the court's view, commencement of a chapter 11 case was in the best interests of the creditors of the estate as
required under Bankruptcy Code section 1112(b). The court's conclusion was supported by the opposition of the secured
creditors holding mortgages on real property of Cadiz to Canfina's motion to dismiss the bankruptcy. Apparently, the court
had already entered an order approving the bidding procedures for the sale of the real property and both secured creditors
asserted that a successful sale would result in payment in full of their claims. Alford also maintained that such sales would
result in funds greater than the creditors' claims so that the shareholder of Cadiz would be entitled to a distribution.

The court, however, rejected the claim of one of the secured creditors of Cadiz that, because Canfina did not seek
to dismiss the bankruptcy prior to the court's consideration of the bidding and sale procedures for the assets of Cadi/,
Canfina had implicitly consented to the filing of the Chapter 1 1 and waived its right to seek dismissal of the Chapter 1 1
for lack of authority.

Although not required for the court's decision on the motion to dismiss the bankruptcy proceeding, the court then went
on to examine how Revised Article 9 required Canfina to act in order to acquire ownership of the stock of Cadiz. The
court pointed out that the conduct of Canfina "fortified" the court's application of the presumption that the stock ownership
had not been transferred, and therefore the incumbent board of directors of Cadiz had the authority to file the bankruptcy
petition. Basically, the court said that Canfina could have sold or otherwise disposed of the stock in a commercially
reasonable process or Canfina could have taken the stock in full or partial satisfaction of its debt under section 9--620 of
Revised Article 9. The court found that section 9--620 was the governing provision, given the nature of the parties' escrow
arrangements with respect to the stock of Cadiz. The escrow arrangements, in the court's view, clearly did not constitute a
sale or other disposition of the stock of Cadiz.

As reported in our discussion of Harris v. Key Bank, N.A.,5 Fed.Appx. 346, 2002 WL 31501362 (2d Cir. 2002),
and as described by the court in this case, under section 9--620 of Revised Article 9, Canfina would have had to have
possession of the collateral, and the debtor would have had to consent "after default" to the acceptance of the collateral by
the secured creditor either by a written agreement signed by the debtor after default (while the escrow arrangements were
put in place prior to the default), or by the debtor not objecting within twenty (20) days after a proposal for the terms of
the acceptance by the secured creditor of the collateral sent in writing again "after" a default. The escrow arrangements
did not satisfy these requirements.

This case raises important issues for secured lenders who may acquire possession of collateral held in escrow. To
effectively acquire title to the collateral, or accept the collateral in full or partial satisfaction of the debt it secures, the
secured party must follow the foreclosure procedures set forth in Revised Article 9, and may not rely exclusively on the
terms of the escrow agreement when disposing of collateral.

Interest and Fees Beneficial National Bank v. Anderson, 123 S. Ct. 2058 (2003) (National Bank Act provides the
exclusive cause of action for usury against national banks; under doctrine of complete preemption, taxpayers' usury claim
arose only under federal law and was therefore removable to federal court.)

A civil action in a state court may be removed to federal court whenever the claim "aris[es] under" federal law. 28
U.S.C. §1441(b). The issue in this case was whether a usury action against a national bank arises under federal law so as
to allow it to be removed to federal court.
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The plaintiffs in Beneficial National Bank were twenty--six taxpayers who had pledged their expected tax refunds as
security for short--term loans from the bank. They brought suit in an Alabama state court against the bank (as well as two
other parties who arranged the loans), alleging that the bank's interest rates constituted usury under the common law.
Although the complaint did not mention federal law, the bank removed the case to a federal district court in Alabama, on
the theory that the National Bank Act exclusively governs the limits on a national bank's interest rates and provides the
only remedies against a national bank that exceeds those rates. (§85 of the Act sets the limits on national banks' interest
rates and §86 defines the available remedies). Opinion at 2061. The District Court denied the taxpayers' motion to remand,
while certifying to the Court of Appeals the question of whether it could proceed with the case. Id. The Eleventh Circuit
answered the certified question in the negative, holding that the "complete preemption doctrine" did not apply because
there was "no clear congressional intent to permit removal under §§85 and 86." Id. Therefore, the Court of Appeals
reversed the District Court's denial of the taxpayers' motion to remand, sending the usury action back into state court.

Because the Eleventh Circuit's holding conflicted with an Eighth Circuit decision, Krispin v. May Dept. Stores Co.,
218 F.3d 919 (2000), the United States Supreme Court granted certiorari. Settling the debate, and over a strong dissenting
opinion by justice Scalia, the Supreme Court reversed the Eleventh Circuit, holding that there is no state cause of action
for usury against national banks. The Court also held that, under the doctrine of "complete preemption," a usury claim
against a national bank arises only under federal law and may therefore be removed to federal court.

In arriving at its decision, the Supreme Court focused on the application of the "well--pleaded complaint rule" in
conjunction with the "complete preemption" doctrine. Under the "well--pleaded complaint rule," a court looks to the
plaintiffs complaint to see if the allegations give rise to a claim under federal law. Louisville & Nashville R. Co. v.
Mottley, 211 U.S. 149, 152 (1908); Taylor v. Anderson, 234 U.S. 74, 75--76 (1914). The potential defenses to a complaint
do not affect this analysis; a defense relying on federal preemption would therefore provide no basis for removal to
federal court. Id. The Court relied on its previous exceptions to the "well--pleaded complaint rule" in holding that a cause
of action is removable whenever a federal statute "wholly displaces" the state--law cause of action. Opinion at 2063. The
total displacement of a state cause of action is known as "complete preemption."

In addition to Congress' exceptions (e.g., 42 U.S.C. § 2014 provides for removal of tort actions in state courts even
when the allegations give rise to no federal claims), the Supreme Court has interpreted other statutes in a way that makes
the "well--pleaded complaint rule" inapplicable. nAvco Corp v. Machinists, 390 U.S. 557 (1968), the Court held that
§301 of the Labor Management Relations Act allows for removal of actions arising only under state law, regardless of the
terms in the pleading. The explanation came in a later opinion, where the Court concluded that §301 has an "unusually
'powerful' preemptive force." Opinion at 2062, quoting Franchise Tax Bd. of CaI. v. Construction Laborers Vacation
Trust for Southern CuI., 463 U.S. 1, 23--24. The Supreme Court also found that the doctrine of "complete preemption"
authorizes removal of state actions concerning improper processing of benefit claims under an ERISA plan. Metropolitan
Life Ins. Co. v. Taylor, 481 U.S. 58 (1987). The justifications for the Taylor holding were that (1) the relevant statutory
language, §502(a), 29 U.S.C. §1132, resembled the statute interpreted in Avco, so the two statutes should be treated
similarly and (2) ERISA's legislative history indicates a clear intent to treat such actions as "arising under" federal law.

The Court took the opportunity in Beneficial National Bank to take Avco and Taylor a step further, concluding that
state claims may be removed where complete preemption exists, regardless of the nature of the pleading. According to
the Court, such claims are "in reality based on federal law." Opinion at 2063.

In the concluding paragraph of the majority opinion, the Court briefly discussed the "special nature" of national
banks and the need to protect the national banking system from '"possibly unfriendly State legislation.'" Opinion at 2064,
quoting Tiffany v. National Bank of Mo., 18 Wall. 409 (1874). The Court even traveled as far back as 1819 to cite Chief
justice Marshall's famous statement that state taxation is the '"power to destroy.'" Id., quoting McCulloch v. Maryland, 4
Wheat. 316 (1819).

To the extent that national banks face claims alleging violations of state law, this decision provides new support for
federal jurisdiction.

Westmark Commer. Mortg. Fund IV v. Teenform Assocs., L.P., et al., 362 N.J. Super. 336, 827 A.2d 1154 (N.J. Super.
Ct. App. Div. 2003) (Court upholds late fees, default interest, prepayment fees and attorneys fees charged by lender after
default and acceleration of debt.)

In july 1999, Teenform Associates, L.P. and certain affiliates (collectively, the "Teenform Affiliates") executed a
promissory note in favor of Westmark Commercial Mortgage Fund IV ("Westmark") in the amount of $3,145,000. The



Page 11
The Secured Lender January, 2004 / February, 2004

note carried an interest rate of eight percent and called for monthly payments of $23,076.90 for a period of five years,
followed by a final "balloon" payment of the remaining balance. To secure the obligations under the note, the Teenform
Affiliates granted Westmark mortgages on three parcels of commercial property located in various sections of New Jersey.
Among other things, the note and mortgages permitted Westmark to accelerate the debt and charge late fees, default
interest, prepayment fees and attorneys fees in the event of a default.

After less than a year, the Teenform Affiliates fell behind in their monthly payments. As a result, Westmark accelerated
the debt and then filed a complaint in foreclosure in july 2000 seeking, among other things, late fees, default interest,
prepayment fees and attorneys fees. In November 2000, Westmark was granted partial summary judgment. The Teenform
Affiliates, however, disputed amounts due under the note and mortgages, including $200,000 in late fees, default interest,
prepayment fees and attorneys fees. Following a hearing, the Chancery Division concluded that the all of the fees and
default interest sought by Westmark were reasonable and were due and owing, and therefore issued a final judgment of
foreclosure.

The Teenform Affiliates appealed to the Appellate Division of the Superior Court of New Jersey, asserting that the
provisions of the note and mortgages for late fees, default interest, prepayment fees and attorneys fees were all unlawful
liquidated damages clauses. In support of this contention the Teenform Affiliates relied on Westmount Country Club
v. Kameny, 82 N.J. Super. 200, 205, 197 A.2d 379 (App.Div. 1964) for the "well settled" proposition that "parties to a
contract may not fix a penalty for its breach... such a contract is unlawful."

With respect to the late fees and default interest, the Appellate Division disagreed, citing the New Jersey Supreme
Court's recent opinion in MetLife v. Washington Avenue Associates, LP., 159 N.J. 484, 732 A.2d 493 (1999). In that case,
the New Jersey Supreme Court upheld a five percent late charge demanded by a bank in connection with a foreclosure
action with respect to a parcel of commercial real property. The Supreme Court noted in the Metlife case that liquidated
damages clauses in a commercial context between sophisticated parties are presumptively reasonable, and held that the
burden of establishing that a particular clause is unreasonable rests upon the party challenging it as such. Id. at 496.
No one factor is determinative whether a clause is reasonable; rather, a reviewing court must look at the totality of the
circumstances, including what is permitted by statute and what constitutes common practice within the industry. Id. at
497. The New Jersey Supreme Court then concluded that late fees based upon a percentage of the delinquent installment
are generally allowed and that five percent was not an unusually large or unreasonable fee in commercial transactions.

Applying the New Jersey Supreme Court's analysis in Metlife, the Appellate Division noted that the burden of proof
with respect to the reasonableness of the late fees and default interest rate rested solely with the Teenform Affiliates,
who failed to produce any evidence to rebut the presumption of the reasonableness of the challenged fees. In light of the
Teenform Affiliates total failure of proof, the Appellate Division held that the six percent late fee and default interest rate
of the "Note Rate" plus two percent per annum were reasonable in the context of this case.

The next issue confronted in this case was whether the prepayment premium charged by Westmark was enforceable,
where the prepayment was the result of Westmark's acceleration of the debt. The decision pointed out that courts across
the country are divided on this issue. In its decision, the Appellate Division mentions In re LHD Realty Corp., 726 F.2d
327 (7th Cir. 1984) as an example of a case where a court refused to allow a prepayment premium after the note had
been accelerated on the ground that the lender waived the right to earning interest over a period of years by demanding
immediate payment of the debt. However, the Appellate Division aligned itself with those authorities that permit collection
of a prepayment premium in the event of acceleration. In doing so, the Court specifically referred to the Restatement
(Third) of Property which states:

Controversy has sometimes arisen concerning the

collectability of a prepayment fee when the prepayment results from the mortgagee's acceleration of the secured debt
on account of the mortgagor's default. Such prepayments have occasionally been described as "involuntary." In the first
instance, the question is simply whether the relevant clause in the mortgage or the debt instrument purports to cover this
sort of prepayment. If it clearly does so, there is no general reason courts should refuse to enforce it.

See Restatement (Third) of Property: Mortgages §§ 6.2 comment (a) (1997). The Appellate Division found that the
note clearly and unambiguously permitted Westmark to charge a prepayment premium in the event of acceleration, that
the parties to this transaction were experienced and sophisticated in loan transactions of this type, and that the prepayment
clause undoubtedly affected the pricing of the loan. Therefore, the Appellate Division concluded that to deem the clause
unenforceable would provide the Teenibrm Affiliates with a better contract than they were able to negotiate for themselves.
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However, the Appellate Division did not find that a lender's right to a prepayment premium was unlimited. It noted
that a prepayment premium cannot be charged, for instance, if the prepayment is the result of the property having been
taken by eminent domain. JaIa Corp. v. Berkeley Savings & Loan Ass 'n, 104 N.J. Super. 394, 250 A.2d 150 (App. Div.
1969). In addition, the Court pointed out that a prepayment premium cannot be charged if the prepayment results from
destruction of the property by casualty such as fire and insurance proceeds are used to pay the loan. Id. at 400 (citing
Chestnut Corp. v. Bankers Bond & Mortgage Co., 395 Pa. 153, 149 A.2d 48 (Pa. 1959)).

Finally, the Teenibrm Affiliates argued that the amount of attorneys fees awarded to Westmark exceeded the statutory
limit, and that a hearing should have been held to determine the reasonableness of the fee request. The Appellate Division
rejected this argument and upheld the attorneys fees charged by Westmark, although a slight deduction was made to
correct a clerical error made in the calculation of attorneys' fees.

While the decision by the Court in Westmark is helpful in protecting the rights of a lender to the benefit of its bargain
for a late fees, default interest and prepayment premiums, it is also a reminder that (i) provisions for prepayment premiums
or early termination fees need to be "reasonable" and need to be drafted to clearly apply in the case of a prepayment upon
a default and (ii) unfortunately, as reflected in the references to the Seventh Circuit decision in LHD and other cases, not
all jurisdictions are willing to recognize the right of the lender to such fees in the case of a default, notwithstanding the
express agreement of the parties that the fees are owing.
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SIDEBAR:

...the Fourth Circuit directed the District Court to continue to evaluate the need for equitable relief throughout the
litigation.

Ultimately, the rights of the depository bank... should be addressed In an agreement between the lender and the bank...

A recent decision by the Virginia Supreme Court reminds us of one of the many important differences between
Revised Article 9 of the Uniform Commercial Code and former Article 9.

...the Supreme Court reversed the Eleventh Circuit, holding that there is no state cause of action for usury against
national banks.

To the extent that national banks face claims alleging violations of state law, this decision provides new support for
federal jurisdiction.
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