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M& P Files Amicus Brief For Kentucky
Bankers Association In Creditor’s Rights Case

On October 22, 2008, M& P filed an
amicus curiae brief on behalf of the
Kentucky Bankers Associationin MPM
Financial Group, Inc. v. Morton, acase
pending before the Kentucky Supreme
Court. The brief urges the Kentucky
Supreme Court to stop efforts by debt-
ors who have not filed bankruptcy to
claim asset protections available under
the federal Bankruptcy Code.

The case arises from a 2005 amend-
ment of KRS 427.170 by the Kentucky
General Assembly. That statute in-
volves the interrelationship between
state exemption laws and federal bank-
ruptcy proceedings. It was first enacted
in 1980 after a major rewrite of the
federa bankruptcy laws. For more than
25 years, bankruptcy judges, attorneys,
borrowers and lenders understood that
KRS 427.170 was enacted to exercise a
right under bankruptcy law giving states
the option to “ opt-in" or “ opt-out” of
the list of federal bankruptcy exemp-
tions. Those exemptions specify what
property a debtor may “ exempt” from
his bankruptcy estate.

When KRS 427.170 was enacted in
1980, Kentucky became an “ opt-out”
state. It created its own list of exemp-
tions to be applied in a bankruptcy pro-

ceeding in lieu of the federal exemption
list. Thiswasthe statute' s sole purpose.
In the 25 years since its enactment, the
statute was never applied except in a
federal bankruptcy proceeding.

KRS 427.170 was next amended in
2005, again in connection with amajor
rewrite of the bankruptcy laws, which
included revisionsto thefederal exemp-
tions. During the discussion of the hill,
the state legidators explained that its
sole purpose was to change Kentucky
from an “ opt-out” state to an “ opt-in”
state. The House Judiciary Committee
debated whether Kentucky should re-
main an “ opt-out” state but change its
list of bankruptcy exemptions or amend
KRS 427.170 to become an “ opt-in”
state and usethe new federal bankruptcy
exemptions. The statements made by all
the legislators and witnesses unani-
mously agreed that the amendments ap-
plied only in a federa bankruptcy pro-
ceeding filed by a debtor.

However, an embezzler who wishes
to avoid repaying his defrauded em-
ployer without filing bankruptcy is now
arguing that the 2005 amendment to
KRS 427.170 dlows him to claim the
federal bankruptcy exemptions to de-
fend against an ordinary state non-wage

garnishment. He was successful in the
Kentucky Court of Appeals, which is-
sued the 2-1 decision that the Supreme
Court is reviewing. In their majority
opinion, two judges of the Court of Ap-
peals turned the longstanding view of
bankruptcy asset exemption law inKen-
tucky onitshead. Special Judge Paisley
wrote in the majority opinion that KRS
427.170 “ applies to al debtors in the
Commonwealth, the statute's legida
tive history notwithstanding.” Judge
Wine dissented, stating that there can be
“no other conclusion” but that the Ken-
tucky legidlature “intended for KRS
427.170to belimited to bankruptcy pro-
ceedings.”

Sincethat decision, debtorsinat least
2 other cases have attempted to use fed-
eral bankruptcy exemptions in state
judgment enforcement proceedings,
though they had not filed bankruptcy.

Now, the Kentucky Supreme Court
has decided to settletheissue. TheKen-
tucky Bankers Association asked for
M&P's help. It asked M&P to explain
that theKBA’ smembershave madeand
continue to make decisions about
whether to extend credit based upon a

Continued on page three.
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Equine Law v. Thoroughbred Industry Practice

The Thoroughbred industry, like
many others, has been affected by the
current economic conditions. While the
industry remained optimistic at the close
of the Keendland 2008 September Y ear-
ling Sale, though the total gross dropped
14.8%, the anticipated market recovery
failed to materialize a the Keeneland
2008 November Breeding Stock Sale. At
the November sale, the total gross
dropped 45.6% from 1 year ago. Asthe
15-day November sale came to a close,
the consensus among breeders and con-
signorswasthat vaue of bloodstock was
down, while cost of production was on
the rise. A decrease in the amount of
credit availableto buyerswas a so noted,
andiswidely believed to be acontributor
to the staggering drop in gross auction
proceeds at the November sale.

Due to the lower market value of
horses, owners have greater amounts of
debt that they are unable to satisfy with
the November sale proceeds. Secured
lenders, owners of breeding rights in
stallions, board farm owners, veterinari-
ans, farriers, judgment lien hol ders, con-
signors and agents, and auction compa-
nies are al coming head-to-head in the
raceto collect these debts, asit becomes
increasingly clear that owners cannot
pay themall. Thisarticlepresentsabrief
overview of where the law on lien pri-
ority and industry custom collide.

For the most part, Kentucky law fa-
vors the secured lender that holds a per-
fected security interest and first priority
lienondll of theowner’ shorsesand other
equine interests. However, the practice
and custom in the industry routinely
overrides the secured lender’s position
once the horses are entered into an auc-
tion. For example, thefollowing scenario
has become al too familiar to equine
lenders and other affected parties:

A Mare in-foa is entered in the
Keeneland 2008 November Breeding
Stock Sale. The following parties are
creditors of the Owner at the time of the
Sdle and expect payment from the sale
proceeds: (1) KY Bank, who loaned
Owner money to purchase the Mare and
is still owed $350,000 and who has a
prior, perfected security interest in the

Mare; (2) Boarding Farm, who boarded
the Mare for 11 months and is owed
$10,000; (3) Stud Farm, who is owed a
$25,000 stud fee; (4) Vet, who is owed
$1,500 for services performed upon the
Mare within thelast 12 months; (5) Con-
signor, who boarded and prepared the
Marefor salefor 30 daysprior tothe Sale,
and will claim a5% commission; and (6)
Keeneland, who will be owed its custom-
ary entry fees and sales commissions.

A month before the Sale, KY Bank
conductsalien search with the Kentucky
Secretary of State's Office and finds no
liens of record. KY Bank fedls confident
going into the Salethat it will recover all
of the proceeds, less commissions and
sale costs. Three days before the Sale,
however, KY Bank discovers that the
stud fee hasn't been paid and that thereis
an outstanding board and vet bill. Couple
this with a downturn in the market and
KY Bank no longer feels secure.

Case law dealing with the sale of
horses and priority of interests in the
proceeds is scarce and outdated; how-
ever, the statutory law is quite clear.
Effective July 1, 2001, Kentucky
adopted Revised Article 9 of the Uni-
form Commercial Code and, unlike
other states, specifically added “ equine
interests’ to its definition of “farm
products.” * Farm Products’ are statu-
torily defined as* goods. . . with respect
towhichthedebtor isengagedinafarm-
ing operation and which are . . . Equine
interests, including, but not limited to,
interests in horses, mares, yearlings,
foals, weanlings, stallions, syndicated
stallions, and stallion shares (including
seasons and other rights in connection
therewith), whether or not the debtor is
engaged in farming operations and
without regardto theusethereof.” (Em-
phasis added) The effect of including
equine interests in the definition of
“farm products’ is to make liens on
horses and interestsin horses subject to
the rules of priority and perfection of
Revised Article 9. Similarly, the defini-
tion of “ secured party” was broadened
to include the holder of an agricultural
lienand*“ collateral” toinclude property
subject to an agricultural lien.

Kentucky law also providesfor ava
riety of lien rights that protect “ equine
interests.” Most people in the industry
arefamiliar withan“ agister’slien” and
many have used it to recover the cost of
boarding services rendered to the horse
owner. Additionally, Kentucky law al-
lows for a lien for stud fees and costs
against the offspring of astallion. It also
provides veterinarians a lien right
“againgt the animal” for professional
services rendered. The statutory liens
provided to the agister, the stallion
owner and the veterinarian are* agricul-
tural liens’, as that term is defined in
Revised Article 9.

In the scenario above, as a matter of
law KY Bank wouldrecover first fromthe
sde proceeds because none of the other
partiesfiled liens or perfected their secu-
rity interests/agriculturd liens. KY Bank
was the only party to perfect its security
interest by filing a financing statement
with the Kentucky Secretary of State. KY
Bank’s description of collateral included
al of thevaue of the Owner’ shorsesand
equine interests available to satisfy the
security interest, and specificdly includes
additiona collateral suchasdl theinterest
in and to the offspring, born and unborn,
of any thoroughbred horses owned by the
Owner and the proceeds and contract
rights therefrom.

On the other hand, if we assume that
al the parties have properly filed and
perfected liens, KY Bank’sinterestinthe
mare (and in the in-utero foal) still takes
priority over the other later created secu-
rityinterests, like Stud Farm'’ slienand/or
security interest, and agricultura liens,
agister'sliens and vet liens. As a matter
of law, the first security interest or agri-
cultural lien to be perfected has priority
over conflicting perfected security inter-
ests and agricultural liens, and over un-
perfected conflicting interests.

However, industry practice and cus-
tom is often in direct conflict with the
law. It tends to favor an unperfected or
inferior lienholder rather than a prior,
perfected secured lender like KY Bank.
For example, asamatter of law, Boarding

Continued on page four.




A major part of our work a Morgan
& Pottinger, P.S.C. isthefiling of law-
suits for bank and other creditor clients
in order to collect on promissory notes
or other debt instruments that are in
default for non-payment. In many cases,
the entry of ajudgment isonly the start-
ing point for getting paid, and various
collection tools can be used to recover
the amount due on the judgment.

In Indiana, judgments are rarely col-
lected through the issuance of awrit of
execution. A writ of execution requires
the sheriff to seize everything the judg-
ment-debtor owns, to appraise the prop-
erty seized, and to deliver an inventory
and appraisal list of the items seized to
the court. A hearing isthen held so that
the judgment-debtor can claim property
exempt from execution. Thefina stepis
the sale of the non-exempt property by
the sheriff so that proceeds can be ap-
plied to the judgment debt. This ap-
proach is not favored because (i) the
judgment-debtor does not have any sig-
nificant property which is non-exempt,
(i) the cost of the process does not jus-
tify thetypical low-dollar recovery, and
(iii) thejudgment-debtor could and typi-
cally will file a bankruptcy petition in
order to either stop the sale, or to prompt
the trustee to recover the sale proceeds
asapreferenceif the bankruptcy isfiled
within 90 days after the sale.

The more effective method for col-
lecting judgments in Indianais to have
the court convene proceedings supple-
mental to execution. Thisisdone by the
judgment-plaintiff filing a motion stat-
ing that proceedings on awrit of execu-
tion will not yield payment of the judg-
ment. Some courtsrequirethat thejudg-
ment-debtor be ordered into court for a
hearing as a first step. The benefit of
ordering the judgment-debtor into court
for a hearing is that the order can also
require the judgment-debtor to bring
copies of tax returns, lists of property
owned, and statements from any bank
accounts held. Typicdly, if the judg-
ment-debtor has a job and/or a bank
account, proceedings supplementa is
the starting point for having the court
order the employer to garnish the judg-

Indiana Collection Tools

ment-debtor’s wages, or to have the
bank garnish the account. However,
there are a number of additiona collec-
tion remedies available.

I.C. 34-55-8-7 tells us that the judge
presiding over proceedings supplemen-
tal has authority to order “ any property,
income, or profits of the judgment debt-
or ... or any debt due to the judgment
debtor . . . to be applied to the satisfac-
tion of thejudgment and forbid transfers
of property or choses in action.” The
lawyers at Morgan & Pottinger make
the most out of the remedies permitted
in these proceedings. For example, the
court can order the judgment-debtor to
garnish his or her own wages, which is
quite helpful if the judgment-debtor is
self-employed, has more than one job,
or if there are non-employment related
sources of income (like tax refunds,
minera royalties, tort claim recoveries,
or rental income).

Thejudge can aso order alienonall
of thejudgment-debtor’ s persona prop-
erty as a compliment to the real estate
judgment lien automatically created
upon entry and docketing of the judg-
ment. The personal property lien can be
perfected by filing a financing state-
ment. Once the lien on persona prop-
erty has been perfected, a 90 day wait
prior to exercising lien rights will pre-
clude any bankruptcy trustee' saction to
voidthelien asapreference; and, during
that 90 day period, the court may also
order the judgment-debtor not to sell,
disposeof, or otherwiseconvey any per-
sonal property having significant value
without court approval. Should the
judgment-debtor fail to abide by the
court’ sorders, thenitispossibleto have
the court find the judgment-debtor in
contempt.

These proceedings also allow the
court to convene additional hearingsin
the future in order to insure that the
judgment-debtor is complying with all
orders entered, and to follow up on po-
tentia assets or collection opportunities
should the need exist. In particular, the
court can order assets to be sold by
private auction rather than having the
sheriff conduct an execution sale, which

will typically yield more in proceeds
because of better marketing and adver-
tising.

In Kentucky, Civil Rule 69.03 says
that judgments are to be collected
through the writ of execution process,
unless the Court “directs otherwise.”
We think “ directs otherwise” unambi-
guously means the court has the power
to conduct collection proceedings inde-
pendent of thewrit of execution process.
Although not yet widely used in Ken-
tucky, we believe the concept of pro-
ceedings supplemental will become a
valuable tool for creditors’ counsd in
the Commonwealth to enhance the
process of collecting judgments.

Garret B. Hannegan

Amicus Brief

Continued from page one.

25+ year understanding that the federal
exemptions available under the Bank-
ruptcy Code only apply in an “ opt-in”
state, when an individual debtor files
bankruptcy, and when the Bankruptcy
Court is determining what is the prop-
erty of the bankruptcy estate. The
KBA's amicus curiae brief points out
that the KBA’s view is based upon ex-
press statutory language, well-estab-
lished principles of statutory construc-
tion, and unambiguous legidative his-
tory.

M&P does not expect a decision
from the Kentucky Supreme Court for
several months, and we will continue to
keep you advised. If your business is
involved in or aware of litigation raising
issues of industry-wide significance,
particularly in disputesinvolving credi-
tor’ srights, please contact us. M& P has
a long history of filing amicus curiae
briefs with courts at al levels, and we
welcome the opportunity to help pre-
vent (or remedy) erroneous judicia de-
cisions.

M. Thurman Senn




EquineLaw
Continued from page two.

Farm cannot claim a perfected lien by
possession since it released the Mare to
Consignor 30 days before the Sde. Le-
gally, it must fileafinancing statement to
remain perfected once the Mare is re-
moved. Nevertheless, the industry cus-
tom provides Boarding Farm with |lever-
age—a board farm typicaly will not
agree to release the horse until it is guar-
anteed payment for delinquent board.

Similarly, industry custom alsofavors
Stud Farm. Stud Farm holds the stallion
service certificate, which it can use as
“ collateral” for payment of the stud fee.
Customarily, astud farm will not release
the certificate to the horse owner unless
it is guaranteed an amount from the sale
proceedsto cover the stud fee. A stalion
service certificate is evidence of the
breeding of a thoroughbred stallion to a
mare. In the example above, the certifi-
cateisattachedtothemare’ sJockey Club
registration papers so that the Mare can
be sold in-fod at auction. The effect be-
ing that the buyer of the Mare at auction
canregister thenow in-uterofoa withthe
Jockey Club after thefoa isborn.

Until the fod is born, however, Stud
Farmonly hasacontractual security inter-
est pursuant to a stallion service agree-
ment. This agreement typicaly provides
thestud farmwith asecurity interestinthe
gallion service certificate and in any foa
or in-utero foal, but not in the mare itself.
However, despite the fact that Stud Farm
may have failed to perfect its security
interest by filing afinancing statement, or
filedit after KY Bank's, it will likely have
its debt paid prior to KY Bank’s. Thisis
becauseastud farm can refusetoturn over
the gtdlion service certificate until itsfee
ispaid or until the partiesreach a separate
agreement prior to the sde regarding the
division of proceeds.

Without interference from the court,
which is often impractical because of

time and the cost of litigation, the se-
cured lender isroutinely forced to settle
with the stud farm and the board farm,
and ultimately accept alesser amount of
the sale proceeds than it is entitled to
under Revised Article 9. By forcing the
secured lender to settle for less of the
sale proceeds in the end, this industry
practice is aso causing the lender to
lend less, or even none at dl, to the
owners and buyersin the beginning.
Given that the gross dipped in the
K eeneland September yearling sale, and

arguably plummeted in the Keeneland
November sale, it is clear the market
value of horsesis governed not only by
quality and demand but also by current
economic conditions, including the
availability of credit. Credit is a neces-
sary part of the Thoroughbred industry.
The present decrease in the amount of
credit available is being felt not just by
buyers and owners but by board farms,
stud farms, veterinarians, consignors,
and auction companies alike.

Emily H. Cowles

Firm News
M& P would like to wish everyone a happy and safe holiday season.

M&Pis pleased to announce. . .

Margaret Kramer Seiffert, formerly
of the National City Bank Law Depart-
ment, has joined M&P as of counsal.
Margaret practices in the areas of com-
mercial lending, equine lending, busi-
ness transactions, and fiduciary law.
Margaret is located in M&P's Louis-
ville office and can be reached at 502-
572-7031 or mks@morganandpottin-
ger.com.

Taylor M. Hamilton has joined the
firm as an associate attorney. Taylor is
a 2008 graduate of the University of
Kentucky, Collegeof Law wherehewas
amember of the Kentucky Law Journal
and graduated Order of the Coif. He
obtained his bachelor’ s degree from the
University of Kentucky in business ad-
ministration. Taylor intendsto focushis
practice on commercial litigation. Tay-
lorislocatedinM&P sLouisvilleoffice
and can be reached at 502-572-7058 or
tmh@morganandpottinger.com.

In other news. . .

John McGarvey has been named one
of the best lawyers in America in the
area of banking law by the 2009 The
Best Lawyer’s of America.

Thurman Senn and John McGarvey
were presentersat the 28th Annual Con-
ference on Legal Issues for Financia
I nstitutions sponsored by the University
of Kentucky, College of Law.

On August 14, 2008, John
McGarvey gave an online presentation
entitled “ Default, Remedies and En-
forcement under Revised Article 9",
which was sponsored by the Texas
Bankers Association.

On September 18, 2008, John
McGarvey gave an online presentation
entitled “ The Name is the Game”,
which was sponsored by the Texas
Bankers Association.

Mindy Sunderland gave avideo pres-
entation for the University of Kentucky,
College of Law, Office of Continuing
Legal Education, on “ Extraordinary
Remedies’ , which includes writs of pos-
session, executions and injunctions.

Emily Cowles has been chosen to
present at the 2009 Nationa Conference
on Equine Law sponsored by the Uni-
versity of Kentucky, College of Law.

If you would like to receive future
editionsof M& P In Brief electronicaly,
please e-mail us at newsletter @mor-
ganandpottinger.com.

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 developments 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.




