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On July 1, 2006, Revised Article 9 of
the Uniform Commercial Code, dealing
with secured transactions, will have been
in effect in Kentucky, Indiana and Ten-
nessee (and nearly dl other states) for five
years. But we cannot forget about filings
made under former Article 9 during this
last year of thefiveyear transition period.

Under the transition rules of Revised
Article9, at theend of theday on June 30,
2006, all financing statements filed with
a Kentucky county clerk, which do not
cover collateral related to redl estate, and
which have not been moved to the new
central filing office at the Secretary of
State, will ceaseto beeffective. Thesame
statute and result applies to certain cen-
traly filed financing statements in other
Sates.

Part 7 of Revised Article 9 dealswith
the trangition from former Article 9 to
Revised Article 9. The transition period
ends on June 30, 2006, also known asthe
“ Drop-Dead Date”’. During the transi-
tion period, secured parties must move
their local filingsto the central filing of-
ficeby filinganIn-Lieu Of Initial Financ-
ing Statement (the“ ILO”). Thisis often
done at the same time a secured party
continues or amends its financing state-
ment. The initial financing statement is
filed “in-lieu” of a continuation or
amendment in the former filing office.

All financing statements, other than

Drop-Dead Date

those covering fixtures, timber to be cut,
or as extracted collaterd, origindly filed
in aKentucky county clerk’s office must
have been movedtothe Secretary of State
through an 1LO.1 Although most in-lieu
filingswill be madein Kentucky asKen-
tucky isthe only state transitioning from
acompletely loca filing system, thisis
suewill comeup in other stateswhen the
proper place of filing changes.

Under Revised Article 9, financing
statementsarefiled in theresidence of the
debtor rather than the loceation of the col-
laterd under former Article 9. For an or-
ganized entity, the placetofileisthe state
in which the organization was originally
crested. For instance, an Indianabusiness
with only one place of businessin Marion
County that is a Delaware corporation is
deemed, as a matter of law, to reside in
Déeaware. Thus, a secured party that is
perfected by filing with the Indiana Sec-
retary of Statemust havefiledan ILOwith
the Secretary of State of Delaware before
the exigting filing in Indiana expires, or
June 30, 2006, whichever isearlier.

The ILO must meet dl of the require-
ments of an ordinary financing statement
and must additionally: identify the origi-
nal financing statement by listing the of -
fice in which it was filed; provide the
dates and file numbers, if any, of the
financing statement and the most recent
continuation statement; and contain a

statement that the original financing
statement remains effective.

The drafters of Revised Article 9 set
the transition period for five years, the
effective period of afinancing statement.
This was done because the drafters be-
lieved that at the end of the transition
period, al of thelocal filingswould have
either lapsed of their own accord or
would have been continued to the central
filing office. Thisisnot quite true.

There is a very specific group of fil-
ings for which the Drop-Dead Date will
be significant. They are those that were
originaly filed between July 1, 1996, and
December 31, 1996.2 Under former Arti-
cle 9, thesefilings would have lapsed on
their normal lapse date during the second
half of 2001, which is subsequent to the
effective date of Revised Article9. How-
ever, if any of thesefilingswere properly
continued prior to the effective date of
Revised Article 93, they would have con-
tinued the effectiveness of the financing
statement for another five year period,
beginning on the lapse datein the last six
months of 2001.4

Thus, under former Article 9, the fi-
nancing statement would be effectiveun-
til itslapsedateinthesecond half of 2006.
However, UCC 8§9-705(c)(2) states that
al filings which must be filed in a new

Continued on page four.
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Equitable Mortgages in Kentucky

An equitable mortgage is an interest
in real property that has the intent but
not the form of a mortgage. It attaches
when money is advanced and continues
for thelife of the debt. It can result from
either theimproper execution or theim-
proper recording of a mortgage.

The doctrine of equitable mortgages
isfounded upon the principlesof equity.
It applies when one party 1oans money
to another in exchange for a promise to
execute a mortgage on real property as
security for payment of the debt. How-
ever, the mortgage is not executed or, if
executed, is so defective or informal as
to fal short of the statutory require-
ments of a properly executed and re-
corded mortgage. In such a situation,
equity will impose a lien on the red
property in favor of the creditor who
made the loan. When circumstances
warrant finding an equitable mortgage,
the courtsareto treat it the same asthey
would aproperly executed and recorded
mortgage.

Given thedoctrine of equitablemort-
gages, a creditor might question why it
should go to the effort of converting an
equitable mortgage into a properly exe-
cuted and recorded mortgage. The an-
swer ispriority.

Kentucky is a“ Race-Notice” state,
meaning that the party who recordsfirst,
without notice of prior unrecorded
claims, has priority. To the extent that a
creditor has actual knowledge of prior
liens, those liens will take priority even
if they are not properly executed or re-
corded. By properly executing and re-
cording its mortgage, a creditor can en-
sure proper notice of itsinterest to other
potential lienholders and also the prior-
ity of its mortgage.

Where the holder of an equitable
mortgage fails to take corrective action
before a junior lien attaches, the ques-
tion can arise of whether the junior lien-
holder had knowledge of the senior
equitablelien. In order to win the prior-
ity battle, thejunior lienholder must es-
tablish that it properly executed and re-
corded its interest in the real property
without actual notice of the senior equi-
table mortgage.

K.R.S. §382.270 is the controlling
statute. It statesin pertinent part that “ no
deed or deed of trust or mortgage con-
veying a legal or equitable title to red
property shall be valid againgt a pur-
chaser for a valuable consideration,
without notice thereof, or against credi-
tors, until such deed or mortgage is ac-
knowledged or proved according to law
and lodged for record.” Thismeansthat
noinstrument not properly executed and
recorded is valid against a subsequent
purchaser for value who had no notice
of the prior interest. The term “ credi-
tors’ is defined as al creditors, includ-
ing those who acquired alien by equita-
ble means.

The Supreme Court of Kentucky has
long held that the “ without notice” re-
quirement in the above statute applies
equally to creditors as to purchasers.
Further, it has construed that clause to
mean without actual knowledge of the
existence of a mortgage, either unre-
corded or improperly recorded, or
knowledge of such facts as would lead
a reasonably prudent person under like
circumstancesto inquireinto the matter.
It is immateria how the party charged
with notice acquired its knowledge.
Proof of notice can be established by
circumstantial evidence.

Once a senior lienholder establishes
sufficient proof that a junior lienholder
had actual notice of its interest, it is
entitled to prevail on that issue unless
the other party is able to produce evi-
dence to the contrary. It iswrong for a
court to rulein favor of the junior mort-
gage in the absence of any countervail-
ing evidence to prove that the junior
mortgagee did not have notice.

Nevertheless, thereisonesituationin
which having an equitable mortgage is
virtually fatal. When the debtor files
bankruptcy, 11 U.S.C. 8547 appliesand
stops the holder of an equitable mort-
gage from taking any corrective action
on itsinterest in the subject matter real
estate. The Sixth Circuit Court of Ap-
peals recently ruled in the case of In Re
Vance, 99 Fed.Appx.25 (6th Cir. 2004),
that under Kentucky law, a defectively
acknowledged but recorded mortgage

can be avoided by a bankruptcy trustee.
Asamatter of law, thetrusteeis consid-
ered a hypothetical bona fide purchaser
for value. In In Re Vance, the Sixth
Circuit held that the express language
contained in 11 U.S.C. 8544 precluded
the trustee from having actua notice.

In further support, the Sixth Circuit
cited to the holding in State Street Bank
and Trust Co. v. Heck's, Inc., 963
SW.2d 626 (Ky. 1998), that a defec-
tively acknowledged mortgage was not
sufficient to put the trustee on construc-
tiveor inquiry notice. In effect, asto the
trustee, the equitable mortgage creditor
isunsecured and if themortgageischal-
lenged through an adversary proceed-
ing, thetrustee will avoid it. If the mort-
gage is avoided, the trustee can sell the
property free and clear of the mortga
gee' sinterest and can distribute the pro-
ceedsin accordance with thelaw, inevi-
tably resulting in pennies on the dollar,
if any, for the now unsecured creditor.

Though an equitable mortgage may
suffice in some instances, there is no
doubt that a party with a properly exe-
cuted and recorded mortgage is in a
much stronger position. Accordingly, it
is important to know how an equitable
mortgage can beremedied oncetheexe-
cution or recording error is made
known. Thisisusually accomplished by
correcting the error and properly re-re-
cording the mortgage contemporane-
ously with a Scrivener's Affidavit.
Where the error is recording in the
wrong county, the error can be fixed by
recording the mortgage in the correct
county. If the corrections are accom-
plished before additional liens are
placed on the real property, or if more
than ninety days before the debtor files
bankruptcy, a creditor can successfully
amend its equitable mortgage and main-
tain its priority interest in the real prop-
erty.

Larry T. Powdll




Judgment Liensin Indiana

Most of the time, winning the Judg-
ment isthe hurdle, while consideration of
how to collect will take aback seat to the
effort madeto prevail ontheclaim. There
does come a time, however, when win-
ning a claim becomes a Pyrrhic victory
unlessthe award can be turned into cash.
There are more than a few stuations
wherecollection becomesthehurdle, and
knowledge of the ins and outs of Judg-
ment law is critical to success.

One of the best collection toolsin an
attorney’s repertoire is a Judgment lien
attaching to the Debtor’s real property.
Oncethe lien attaches, the Creditor need
only wait for the Debtor to sell the prop-
erty or to refinance an existing mortgage.
Inevitably, thereisacall from the Debtor
to see how much money it will take to
obtain a release of the lien. There are
several statutes governing Judgments in
Indianawhich affect thisprocess. Indiana
Code 34-55-9-2 dates, “ All find judg-
mentsfor the recovery of money or costs
in the circuit court and other courts of
record . . . in Indiana, whether state or
federa, condtitute alien upon real estate
and chattelsred liableto executioninthe
county wherethejudgment hasbeenduly
entered and indexed in the judgment
docket as provided by law.” While other
states like Kentucky require a separate
filing and feeto be paid in order to create
the lien, Indiand s procedure is that the
lien is created automatically on property
inthat county whenthe Clerk, asamatter
of routine, enters the Judgment in the
Clerk’s Judgment Docket Book. Judg-
ments from any Indiana federal court or
from another Indiana county can aso be
filed for a nomina fee in any county
where the Debtor may own red estate.

One drawback to the Judgment lienis
that it isvalid under the statute “ until the
expiration of ten (10) years after theren-
dition of the judgment.” Thisisin con-
trast to the genera “ life’ of the Judg-
ment, whichisdetermined by 1.C. 34-11-
2-12. That statute says, “ Every judgment
and decree of any court of record of the
United States, of Indiana, or of any other
stateshall beconsidered satified after the
expiration of twenty (20) years.” How-
ever, Indiana courts have construed this

statute to create only a presumption of
payment in full, which is rebutted by a
showing that a balance is ill dug; in
other words, the Judgment is collectible
forever. { See: Odell v. Green, 122 N.E.
791 (Ind.App. 1919)}. So, it would ap-
pear that in thelong run of collecting, the
Judgment lien runs out of gasearly inthe
game and a Debtor might wait out the
remainder of thelien’ slifebeforecashing
in on equity in real estate. Or, isthere a
way to extend or renew that ten year lien
life? Many who practice collection law
believe thereisaway.

Thedecision of our Appdllate Courtin
the case of Bostic v. House of James, Inc.,
784 N.E. 2d 509 (Ind.App. 2003), stands
for the proposition that the Judgment, and,
by extension, the Judgment lien, can be
“renewed” by suing ontheexisting Judg-
ment in anew action to create anew lien.
Theissue before that court was wherethe
suit to “ renew” the Judgment could be
brought. The answer is in the county
wheretheorigina Judgment was entered.
In its discussion of the issues, the Bostic
court looked at the history of such actions
and cited to an 1887 Indiana case for the
premise that a Plaintiff Creditor can“ use

his judgment as a cause of action, and
bring suit thereoninthesamecourt, or any
court of competent jurisdiction, and
prosecute such suit to find judgment.”
{See: Becknell v. Becknell, 10 N.E. 414
(Ind. 1887)}. That “ new” Judgment, just
asthe old one, then becomes alien when
it is entered in the Clerk’s Judgment
Docket Book. Or doesit?

The answer comes from another case,
Needham v. Suess, 577 N.E.2d 965
(Ind.App. 1991), where the court took on
the issue of a“ renewed” Judgment and
whether the renewal created a new ten
year lien. The court recited the holding of
Petrovich v. Witholm, 152 N.E. 849
(Ind.App. 1926) that, “ As no court is
above the law, and as al courts must
enforce the law as it is written, it neces-
sarily resultsthat alien created and lim-
ited by statute, can not be extended be-
yond the period fixed by thelawmakers.”
In short, the Petrovich court held that the
lien provided for by the legidature will
expireafter tenyears, and no court hasthe
authority to extend that period even
where the underlying Judgment itself is
renewed.

Garret B. Hannegan

Firm News

We are pleased to announce the
opening of anew officein Indianapalis,
Indiana, and the addition of Edward A.
B. Castaldo as an associ ate attorney. Ed
is a 1998 graduate of the University of
Arkansas School of Law. He will focus
his practice on consumer and commer-
cia collections. Ed is licensed in Indi-
anaand will soon be obtaining his Ken-
tucky license. Prior to joining M& P, Ed
was an associate with Bleeker, Brodey
& Andrews in Indianapolis and also
served as Deputy Attorney Generd for
the state of Indiana. Ed can be reached
at eac@morganandpottinger.com. The
contact information for the Indianapolis
officeisasfollows:

9801 Fall Creek Road, #33
Indianapolis, Indiana 46256-4802
Telephone: (317) 287-3961
Facsimile: (317) 536-3687

Camille Rorer has joined the firm as
an associate atorney. Camille is a 2005
graduate of the University of Kentucky,
Collegeof Law, wheresheparticipatedin
the JD/MBA program. Camille obtained
her undergraduate degree from the Uni-
versity of Louisville. Camilleislicensed
in Kentucky and will focus her practice
oncommercid litigation and bankruptcy.

In other firm news, M&Pispleased to
announcethat it has renewed its commit-
ment to the West Main Street Historic
District and entered into a 10-year lease
to retain its primary office. When M&P
occupied thisbuilding in 1980 it was one
of the first two renovated structures on
theblock. M& Pisexcitedtoremainapart
of Louisville smost dynamic area.

M&P is proud to announce that it

Continued on page four.




Drop-Dead Date

Continued from page one.

office under Revised Article 9, even
though they may still be active under the
rules of former Article 9, cease to be
effectiveon June 30, 2006. Thefinancing
statements caught in this trap should be
few in number. It only appliesto financ-
ing statements that would have expired
during the last six months of 2001, were
properly continued prior to July 1, 2001,
that the secured party desiresto be effec-
tive after June 30, 2006, and that must be
filed in anew filing office.

For example, Secured Party properly
filesafinancing statement covering all of
the assets of Debtor with a Kentucky
county clerk, or a secretary of state other
than the state in which the registered or-
ganization wasorganized, on October 31,
1996. To continue its financing state-
ment, Secured Party must file a continu-
ation statement sometime between April
30, 2001 and October 30, 2001. Secured
Party fil esits continuation statement with
the locd filing office on May 30, 2001,
which is prior to the effective date of
Revised Article 9. Under former Article
9, Secured Party’ sfinancing statement is
now good through October 31, 2006.
Nevertheless, Revised Article 9 saysthat
Secured Party’s financing statement
lapses on June 30, 2006.

Under the old law, the continuation
statement could be filed only during the
last six months of the effective period of
the financing statement. Using the above
example, whether that periodismeasured
fromtheOctober 31 1apsedateor the June
30 Drop-Dead Date makes no difference
under the transition rules. When the con-
tinuation of afinancing statement is ac-
complished through filing an ILO, it can
befiledinthenewfiling officeat any time
the origina filing remains effective, not
just during the last six months of the
effective period.

Anissuethat issuretoariseconcerning
ILOs is mistakes made in the additiona

information required to make an ordinary
financing statement an ILO. UCC 89-506
isthe section that excuses minor errorsin
the information included on a financing
statement; however, it refers only to fi-
nancing statements filed under Part 5 and
not to in-lieu filings under Part 7. Due to
the sheer number of in-lieu filings being
filedwiththeKentucky Secretary of State,
thisissuewill probably beresolved by the
Kentucky courts.

Isamistakeinthe additional informa-
tion required by Part 7 covered by the
minor errors rule? Two of the drafters of
Revised Article 9 have told this writer
that was the drafters intent; however,
that intent is not spelled out in Revised
Article 9 or its Officia Comments. Pro-
fessor Richard Nowka has written an ex-
cellent article making the argument that
the minor errors rule should apply to the
additional information required to make
an ordinary financing statement an ILO
in the Summer 2004 issue of the Univer-
sity of Louisville's Brandeis Law Jour-
nal.

The good news for secured partiesis
that at theend of thetransition periodthey
can search onefiling office and be confi-
dent that they are aware of al financing
statements filed on a particular debtor.
The only thing to remember is to follow
the rules of the new law on whereto file
and to search.

John T. McGarvey
Melinda T. Sunderland

End Notes

1 Kentucky’s county clerks retain the
authority to accept termination statements
for financing statements on file in their
offices.

2 The affected filings could also include
financing statementsfiled between July 1,
1991, and December 31, 1991, and then
continued, going back each successive
five year period.

3 Under former Article 9, to be effective,
continuation statements could only be
filed during the six month window prior

to the financing statement’s lapse date.
The samerule applies under Revised Ar-
ticle9. However, ILOscan befiled a any
time.

41f Revised Article 9 required filing in a
different office, continuation statements
properly filed after theeffectivedatecould
only befiled through an ILO and will not
be impacted by the Drop-Dead Date.

Firm News
Continued from page three.

achieved 100% participation from its as-
sociates in the Louisville Lega Aid So-
ciety’s Associates Campaign for Justice
Fundraiser.

On June 28, 2005, John McGarvey
and Mindy Sunderland conducted atele-
phonic seminar entitled * Common Mis-
takesin UCC Filings’ . The seminar was
sponsored by the TexasBankersAssocia
tion.

On August 30, 2005, John McGarvey
and Mindy Sunderland conducted an on-
lineseminar entitled “ Default, Remedies
and Enforcement Under Revised Article
9". The seminar was sponsored by Bank-
ersOnline Learning Connect and was
webcast to over 90 locations across the
nation.

On October 20, 2005, Margie L oeser
conducted a seminar on Kentucky Me-
chanics' Liens for the Construction
Specifications I ngtitute, Lexington, Ken-
tucky Chapter. On October 21, 2005,
Margie conducted a seminar entitled Le-
gd Issuesfor Kentucky Professiona En-
gineers sponsored by Half Moon, LLC.
On December 1, 2005, Margie will pre-
sent aseminar on Ethicsin ADR, which
issponsored by the American Arbitration
Association.

On November 11, 2005, Ed Castado
will conduct a seminar on Collection
Techniquesand theLaw for Lorman Edu-
cation Servicesin Indianapolis, Indiana.

Actual resolution of legal issues depends upon many factors, including variations of facts and state laws. This newsletter is not intended to
providelegal advice on specific subjects, but rather to provideinsight into legal devel opments and issues. Thereader should always consult with
legal counsel beforetaking action on matters covered by thisnewsletter. If you have any questions about this newsletter, or suggestionsfor future
articles, contact Melinda T. Sunderland, Editor, at the firm.

THISISAN ADVERTISEMENT.




