WOLFF = SAMSON

WOLFF & SAMSON PC

One Boland Drive

West Orange, NJ 07052

(973) 325-1500

Illl‘\ 140 Broadway, 46th Floor

New York, NY 10005
(212) 973-0572

Secured Party Sales Under

Article 9 of the Uniform Commercial Code
February 24, 2010

I. OVERVIEW AND PROCESS
Non-judicial, statutory procedure
Importance of lien searches
Notice of disposition of collateral
Negotiations between secured party and purchaser
As-is, where-is transaction
Debtor’s title to assets transferred by secured party to purchaser
Sale discharges secured party’s lien and subordinate liens
Role of debtor and its principals
(i)  Transitioning business
i) Customer retention

(i
(i) Name change
(iv) Lease of facility from related party

ITOMMODOWw»

Il. COMPARISON TO OTHER MEANS OF DISPOSITION
A. Secured party sale
(i) 30 days from start to finish
(i)  No need to involve courts
(i) Fees kept to minimum
(iv) Less publicity
(v) Buyer beware

B. Asset sale transaction between debtor and buyer
(i) Dislocation—Debtor, as seller, has no interest
(i) Debtor’s representations and indemnification worthless
(i) Need to negotiate with subordinate lien holders
(iv) Greater risk of fraudulent transfer claims
(v) Required approvals, including bulk sales tax clearance

C. 363 bankruptcy sale
i)  Sale order provides greatest protection
Pros and cons of auction
iii) Multiple layers of professional fees
iv) Publicity inherent in process
) Risk of springing guaranties
i) Protection against successor liability
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lll. COMPLICATIONS IN SECURED PARTY SALES
A. Maximizing recovery
(i)  From proceeds of sale
(i)  Deficiency recovery
(a) From borrower, if any unencumbered assets
(b) From guarantors
(1) Playing hardball may sacrifice cooperation
(2) Is guarantor receiving equity in purchaser?
(c) Additional pledged collateral

B. Minimizing post-closing claims against lender

(i)  From borrower, guarantors and subordinate lienholders
(i)  Unsecured creditor claims for failure to comply with UCC

(a) Commercial reasonableness requirement
(b) Reduction of deficiency under rebuttable presumption rule

(iii) Protections afforded by judicial foreclosure

C. Types of secured party sales
(i) Private sales

(a) How to defend price?
(b) Low price not dispositive on issue of commercial reasonableness

(i)  Public sales — online auctions (Moore v. Wells Fargo Construction, 903 N.E.2d
525 (Ct. App. — IN 2009)
(iii) Licenses — intellectual property
(iv) Application of and valuing non-cash proceeds
D. Interim funding of debtor’s operations

(i)  Further exposure to debtor
(i) Risk of business deteriorating further

E. Understanding all potential liens, priorities and complications
(i) Tax liens — requirement of filing?
(i)  Landlord’s liens
(iii)  Utility service to premises
(a) Payment of arrearages to ensure service
(b) Substantial security deposits

F. Acquisition financing for purchaser

(i) Different underwriting rules
(i) Aggressive pricing to foster sale?
(iii) Defaults triggered by old debtor’s lingering problems

www.wolffsamson.com



WOLFF » SAMSON

KAREN L. GILMAN PRACTICES
Member of the Firm = Bankruptcy and Creditors'
Rights

Phone (973) 530-2006
Fax (973) 530-2206
kgilman@wolffsamson.com

Karen Gilman practices extensively in the area of creditors’ rights. In this regard she litigates in the
federal bankruptcy courts throughout the country, as well as in the state courts of New Jersey
representing financial institutions in complex commercial foreclosures. In the bankruptcy courts, she
represents both secured and unsecured creditors, creditors committees and/or their members, and
asset purchasers.

Karen counsels institutional and mezzanine lenders, landlords, national and regional wholesale
distributors and retail suppliers regarding their rights in connection with financial restructurings and as
creditors under the Bankruptcy Code. She has been involved in negotiating various asset purchases
by her clients from the bankruptcy courts, including having obtained public bond financing for the
purchase of an acute care hospital.

Her diverse experience also includes:

= Representing surety clients after the surety’s principal has filed for protection under Chapter 11 of
the Bankruptcy Code

= Representing sureties that have issued payment and performance bonds to federal agencies and
state entities for public works projects, as well as those who have issued customs, tax, utility and
licensing bonds

= Enforcing a surety’s rights to subrogation, indemnification and exoneration

= Representing sureties and insurance companies in bankruptcy courts throughout the country with
regard to their issuance of bonds and/or insurance policies for state- mandated workers’
compensation coverage

= Representing various sureties and secured institutional lenders in negotiations for providing
adequate protection for the use of cash collateral, extension of debtor-in-possession financing,
litigation against non-debtor indemnitors/guarantors

= Representing creditors in ancillary cases to foreign insolvency proceedings

Karen was the co-editor of the New Jersey State Bar Association Bankruptcy Newsletter from 1993-
2000. A contributing author to the Bankruptcy Strategist and the New Jersey Law Journals “In
Practice” series on bankruptcy, she also is the author of articles in her practice area for the American
Bar Association and West Publishing Company. In addition, Karen appeared on the syndicated
television program, “Law Journal,” and lectures on bankruptcy for the New Jersey Institute for
Continuing Legal Education and the New Jersey Society of Certified Public Accountants.

Among her many recognitions, Karen was named by NJBIZ as one of "The Best 50 Women in
Business" for 2010. She is listed in The Best Lawyers in America in the areas of Bankruptcy and
Creditor/Debtor Rights, and in New Jersey Super Lawyers. Karen has an AV® rating from
Martindale-Hubbell.

Karen received her J.D., cum laude, from Suffolk University School of Law. She was a special
graduate student at MIT-Sloan School of Management and earned her B.A. from Simmons College.
Prior to entering private practice, she served as law clerk to the Honorable James N. Gabriel, United
States Bankruptcy Judge, District of Massachusetts.
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Laurence Smith has a broad-based transactional practice that includes mergers and acquisitions for
companies of all sizes; private equity transactions on behalf of both funds and issuers of debt and
equity instruments; and syndicated, middle-market, asset-based and secondary loan transactions for
commercial lenders and institutional investors.

A frequent contributor to legal journals and publications, Larry’s articles in the areas of secured party
sales and banking law have been published in the Seton Hall Law Review, Pratt's Journal of
Bankruptcy Law, The Banking Law Journal and the New Jersey Law Journal. Larry’s article, “MetLife
Capital — The Uncertain Fate of Default Rate and Late Fee Provisions,” was one of the authorities
cited by the New Jersey State Supreme Court in its landmark commercial decision in MetlLife Capital
Financial Corp. v. Washington Ave., 159 N.J. 484, 732 A.2d 493, N.J., 1999.

Larry is named in The Best Lawyers in America in the area of Banking and has an AV® rating from
Martindale-Hubbell.

Larry earned his law degree at the University of Pennsylvania where he served as editor for the
Journal of Comparative Business and Capital Market Law. He earned his undergraduate degree in
economics from Yale University with magna cum laude honors and distinction in his major. After
graduating from law school, Larry served as a law clerk to Judge Herman D. Michels, presiding judge
of the Appellate Division, New Jersey Superior Court.
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Alan D. Wiener, Esq. was admitted to the New Jersey Bar in 1970. For 30 years he
was engaged in the private practice of law with several firms in New Jersey,
representing primarily banks, commercial finance companies, equipment leasing
companies and other lending institutions. His practice had an emphasis in the areas of
asset based lending, commercial lending, commercial mortgage lending, equipment
leasing, problem loans and workout.

In 2000 he became general counsel to Business Alliance Capital Corp. ("BACC”), a
privately held commercial finance company headquartered in Princeton, New Jersey,
and with offices throughout the United States. In 2005 BACC was acquired by
Sovereign Bank, and following the acquisition he has continued as in-house counsel
with Sovereign Bank.



Secured Party Sales Under U.C.C.
Article 9:
A Commonsense Solution to Maximize a
Recovery

LAURENCE M. SMITH

The author explains why a secured party sale should be among the
alternatives considered by a secured lender that is forced to resort
to its collateral as the ultimate source of loan repayment.

significant additional number of companies likely to fall. In many

instances, the companies’ plight is so extreme that resuscitation is
not possible; the obstacles faced by these businesses are insurmountable.
The equity in these companies has been rendered worthless, as have the
claims of unsecured creditors. The key consideration is how the com-
pany’s secured lender, which likely has a blanket lien on the company’s
assets, can maximize its recovery.

The recession of 2008-2009 has toppled many businesses, with a

Laurence M. Smith is a member of Wolff & Samson PC in West Orange, NJ.
Mr. Smith has a broad-based transactional practice that includes syndicated,
middle-market, asset-based and secondary loan transactions, mergers and
acquisitions, and private equity transactions. He can be reached at Ismith@
wolffsamson.com.
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SECURED PARTY SALE

For many reasons, a secured party sale under the default provisions
of Article 9 of the Uniform Commercial Code (the “U.C.C.”) is the most
sensible solution. It is an out-of-court, statutorily prescribed process by
which the debtor’s title in its assets is transferred to a purchaser for the
agreed-upon consideration; typically, the process can be completed within
30 days. Negotiations occur primarily between the secured lender and the
purchaser, as neither the debtor nor its principals are stakeholders in the
transaction, based upon the assumption that none of the sale proceeds will
be earmarked for equity. Cooperation from the debtor and its principals
— on operational issues, customer retention, leasing of real estate from
an affiliated entity or a myriad of other issues — is typically forthcoming,
either as a result of the specter of a suit on a personal guaranty or the en-
ticement of a short-term consulting agreement offered by the prospective
purchaser of the company’s assets.

Before examining the particulars of a secured party sale, it is instruc-
tive to analyze why it may be preferable to other exit strategies for a se-
cured lender. An asset or stock sale by the debtor is usually not practical.
Only in rare circumstances will a sophisticated purchaser incur the time
and expense negotiating an asset or stock purchase agreement directly
with the debtor, knowing that indemnification for breaches of representa-
tions, warranties or covenants will be provided by a shell entity or, equally
unsatisfying, an individual who lacked the financial wherewithal or con-
viction to keep the business afloat. The secured lender, to whom most or
all of the proceeds of sale will be paid, will resist any attempt to escrow
a portion of the closing proceeds in order to protect the purchaser against
future contingencies. Moreover, if there are junior liens encumbering the
debtor’s assets and the purchase price is insufficient to repay the senior
lender in full, a purchaser must make the acquisition subject to those sub-
ordinate liens and, thereafter, negotiate directly with the junior lienholder.
The likely consequences to the purchaser are added cost and distractions
from running the business.

38

Published in the January 2010 issue of Pratt's Journal of Bankruptcy Law. Copyright ALEXeSOLUTIONS, INC.
1-800-572-2797.



SECURED PARTY SALES UNDER U.C.C. ARTICLE 9

BANKRUPTCY’S CHALLENGES

Bankruptcy presents its own challenges. Principals of the debtor are
often opposed to bankruptcy for fear of calling attention to a business
failure and thereby damaging their reputations; this is especially true for
companies whose ownership structure includes private equity firms. An-
other concern with bankruptcy is that it is a costly process, saddling the
estate with one or more layers of professional fees that can be avoided,
or at least minimized, through a secured party sale. A sale of assets out
of the ordinary course through the bankruptcy process often requires a
court-sanctioned bidding process that is designed to encourage third par-
ties to bid on the debtor’s assets. Intended to maximize the price realized
for those assets, competitive bidding may discourage a strategic purchaser
from proceeding with the transaction, due to the risk that the purchaser
may be outbid in a bankruptcy sale without any assurance of receiving a
break-up fee sufficient to compensate it for the time and resources that it
would have to devote pursuing an acquisition of the debtor.

Whether in the context of a direct purchase from the debtor or a Sec-
tion 363 sale under the auspices of bankruptcy, the cost of delay cannot be
overemphasized. Theoretically, the purchaser of a debtor’s assets assumes
no liabilities or only those liabilities specified in a purchase agreement;
however, theory and reality frequently diverge. To avert disruption to a
business, certain liabilities will have to be assumed. Those liabilities may
include past due payroll and the attendant costs of accrued sick and vaca-
tion days; utilities, especially if following consummation of the transac-
tion the business will be conducted from the same facility; trade payables
to critical raw materials and other vendors; license or franchise-related
obligations; and insurance premiums, as existing carriers (who understand
the risks presented by the debtor company, its products and its work force)
are often the most likely source of ongoing coverage after the closing has
occurred. These liabilities grow on a daily basis, often without a corre-
sponding increase in revenue, resulting in escalating costs to the purchaser
or a diminishing recovery for the secured lender. Another concomitant
of delay is customer defections, as a debtor’s financial woes often disrupt
production, distribution and customer service. The streamlined process of
a secured party sale is an effective means of mitigating these risks.
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THE ESSENTIALS OF A SECURED PARTY SALE

How does a secured party sale work? The first step is for the secured
party to disseminate a notice of disposition of collateral to those parties,
including the debtor, any guarantors and certain lienholders of record, en-
titled to receive notice under Section 9-611 of the U.C.C." The notice
identifies the secured party and the debtor, the collateral being sold and
the date of a public sale or the date after which a private sale will occur
which, in all events, must be at least ten days after the notice of disposi-
tion of collateral has been sent.> A private sale is the preferred means if a
purchaser of the assets has already been identified; the discussion of the
secured party sale process that follows assumes that the disposition will be
through a private sale.

Promptly after the notice of disposition of collateral is sent, the secured
party and the purchaser negotiate the definitive purchase agreement. At a
minimum, the agreement sets forth the assets being conveyed — typically
on a schedule that reiterates the description of the collateral contained in
the security agreement — and the purchase price. A prudent purchaser
will require in the agreement assurances from the secured party that it
has not transferred, released or otherwise compromised the lien that is the
basis for the secured party sale and will also require conditions precedent
to closing, the satisfaction of which usually requires cooperation from the
debtor.

By way of example, if there is goodwill associated with the debtor’s
corporate name or an alternate or fictitious name under which the debtor
conducts business, the purchaser may want to utilize that name which,
in turn, will require the debtor to amend its organic documents to effect
a name change or to abandon the alternate or fictitious name; neither the
rights and remedies afforded by the U.C.C. nor those provided in most
security documents enable the secured lender to accomplish that end. For
the reasons noted above, the debtor and its principals who have guaranteed
the debt will typically pledge their cooperation, signing the definitive pur-
chase agreement for that purpose and to waive certain rights they would
otherwise have under the U.C.C. Among the rights waived by the debtor
and guarantors are the right to redeem the collateral, one of several rights
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that can only be waived pursuant to an agreement entered into after the oc-
currence of an event of default.> In negotiating the definitive agreement,
the lender will refuse to provide warranties regarding the assets being
transferred and insist upon obtaining a general release from the debtor and
the guarantors; the loss associated with writing off a portion of the loan
should never be exacerbated by a subsequent suit alleging lender liability
or other wrongdoing on the part of the lender.

EFFECT

The consummation of a secured party sale results in the secured party
conveying to the purchaser whatever rights the debtor had in the assets
covered by the secured party’s lien under Article 9 of the U.C.C.* The
operative conveyance document is a secured party bill of sale, which
identifies the assets being conveyed, notes that the conveyance is being
made pursuant to a secured party sale under Article 9 of the U.C.C. and,
accordingly, disclaims all warranties, including warranties of title, mer-
chantability and fitness for a particular purpose. The secured party sale
effects a discharge of the secured party’s lien, as well as all subordinate
liens, without the need to file U.C.C.-3 termination statements.> A criti-
cal element of a purchaser’s due diligence is, accordingly, verifying that
the secured party’s lien is a first, perfected security interest and covers all
essential assets owned by the debtor. In that regard, the purchaser and
its counsel must be mindful of those categories of assets that cannot be
perfected by filing a U.C.C. financing statement.® If the assets in question
include registered patents, copyrights or trademarks, assignments to be
filed in the U.S. Copyright Office or the U.S. Patent and Trademark Of-
fice are advisable, so long as the debtor’s cooperation is forthcoming. It
should be noted, however, if the assets being conveyed are evidenced by a
certificate of title (e.g., a motor vehicle) or are otherwise registered (e.g.,
a copyright), in conjunction with a secured party sale, Section 619 of the
U.C.C. provides for the issuance by the secured party of a “transfer state-
ment” and directs the public official that maintains the applicable registry
to record the change in title, subject to the payment of any applicable fee.’
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CONCLUSION

A secured party sale under Article 9 of the U.C.C. is a means by which
a secured lender can realize on the debtor’s collateral, without the need
to institute litigation or bankruptcy proceedings. It is expeditious, cost-
effective and free of the adverse publicity that frequently accompanies a
bankruptcy filing. The cooperative nature of a secured party sale often
results in the release of a debtor’s principals from personal guaranties and
a fresh start. While not appropriate in all circumstances, a secured party
sale should be among the alternatives considered by a secured lender that
is forced to resort to its collateral as the ultimate source of loan repayment.

NOTES

U.C.C. § 9-611(c) (2000).

U.C.C. §§ 9-612 to -613.

U.C.C. § 9-624.

U.C.C. § 9-617(a)(1).

U.C.C. § 9-617(a)(2)-(3).

See, e.g. U.C.C. §§ 9-104, -105, -106, -107, -109.
U.C.C. § 9-619.
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