
Commercial Law

by James C. Marshall*

If it is simply the nature of the beast that survey articles have no unify-
ing themes, this year's commercial law survey may defy nature. The
reader should note how many of the seemingly unrelated decisions re-
viewed in this Article might have been avoided had the Lendor or Lessor
employed different documentation.

I. FORECLOSURES

Since the Fifth Circuit's 1980 decision in Durrett v. Washington Na-
tional Insurance Co.,' Georgia creditors have been aware that a foreclo-
sure sale of an insolvent debtor's collateral might be avoided as a fraudu-
lent conveyance if the sale price is less than seventy percent of the
collateral's fair market value and the debtor files bankruptcy within one
year.' Assuming the collateral's fair market value is $100,000 and the ac-
celerated obligation is $50,000, Durrett encouraged the creditor con-
ducting a nonjudicial foreclosure to bid a minimum of $70,000.3 In theory,
this requirement that the creditor secure a minimum of seventy percent
of the collateral's fair market value does not work to the disadvantage of
the creditor in an unreasonable way since it appears merely to diminish
windfall profits. In practice, however, Durrett's seventy percent rule
causes problems for creditors in many instances. 4

Whether Durrett will withstand the slings and arrows of its many de-
tractors remains to be seen.5 After all, things could be worse from the

* Professor of Law, Walter F. George School of Law, Mercer University. Princeton Uni-

versity (A.B., 1972); Boston University (J.D., 1977). Member, State Bar of Georgia.
1. 621 F.2d 201 (5th Cir. 1980).
2. For a thorough discussion of this subject, see Henning, An Analysis of Durrett and

Its Impact on Real and Personal Property Foreclosures: Some Proposed Modifications, 63
N.C.L. REv. 257 (1985).

3. 621 F.2d at 203.
4. For a thorough discussion of these problems, see Henning, supra note 2.
5. In 1984, for example, the National Conference of Commissioners on Uniform State

Laws adopted the Uniform Fraudulent Transfers Act as a proposed successor to the Uni-
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creditor's view. At least Durrett provides the creditor with a substantial
safe harbor, that is, so long as the bid at foreclosure reaches the last
thirty percent of value, a bankruptcy court is not likely to set aside the
sale as a fraudulent conveyance.' Unfortunately for creditors, however,
Durrett's thirty percent safe harbor may not be as safe as it appears. Ac-
cording to the survey period decision in In re Park North Partners, Ltd.,7

a bankruptcy court may avoid foreclosure sales that reach Durrett's safe
harbor as preferential transfers.$

In Park North, the debtor defaulted on a wrap around note and precip-
itated a foreclosure under power of sale. The foreclosing creditor was also
the successful bidder for the amount outstanding on its wrap note,
$857,209.83. Since the parties stipulated that the collateral's fair market
value at the time of the foreclosure was $1,050,000, this foreclosure sale
seems to fall well within the shelter of Durrett's safe harbor. Neverthe-
less, Judge Hall of the District Court for the Northern District of Georgia
ruled that the debtor might avoid the sale as a preference.'

On a superficial level, the court might resolve the preference issue in

form Fraudulent Conveyances Act. UNIF. FRAUDULENT TRANSFERS ACT, 7A U.L.A. 639
(1985). Section 3(b) of the Uniform Fraudulent Transfers Act defines value to eliminate the
possibility that a "regularly conducted, noncollusive foreclosure sale or execution of a power
of sale for the acquisition or disposition of the interest of the debtor upon default under a
mortgage, deed of trust, or security agreement" could be avoided as a fraudulent transfer.
Id. at 650. Note that the protected transactions do not include execution sales. Id. Georgia
has neither adopted the Uniform Fraudulent Transfers Act nor its predecessor, the Uniform
Fraudulent Conveyances Act.

6. 621 F.2d at 203.
7. 85 Bankr. 916 (N.D. Ga. 1988).
8. Id. at 919; see 11 U.S.C.A. § 547(b), which provides in part:

[Tihe trustee may avoid any transfer of property of the debtor-
(1) to or for the benefit of a creditor;
(2) for or on account of an antecedent debt owed by the debtor before
such transfer was made;
(3) made while the debtor was insolvent;
(4) made-

(A) on or within 90 days before the date of the filing of the petition;
or
(B) between ninety days and one year before the date of the filing of
the petition, if such creditor at the time of such transfer was an in-
sider; and

(5) that enables such creditor to receive more than such creditor would
receive if-

(A) the case were a case under Chapter 7 of this title;
(B) the transfer had not been made; and
(C) such creditor received payment of such debt to the extent pro-
vided by the provisions of this title.

11 U.S.C.A. § 547(b) (West 1979 & Supp. 1988).
9. In re Park North Partners, Ltd., 80 Bankr. 551, 552-53 (N.D. Ga. 1987).
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Park North in favor of the creditor by focusing upon the different roles
the creditor plays in conducting a foreclosure, that of foreclosing creditor
versus that of successful bidder. Assuming the sale was open to the pub-
lic,"0 then the creditor purchasing at its own foreclosure arguably should
enjoy the same status as any other successful purchaser and does not ac-
quire the property "for or on account of an antecedent debt."" That the
creditor is conducting the sale on account of the debt is merely incidental.
The creditor receives the collateral because of its role as successful bid-
der, not its role as foreclosing creditor. Consequently, so the argument
goes, the profit obtained by the creditor-as-successful-bidder is simply ir-
relevant to the preference question.

The district court in Park North did not adopt this simple view. In-
stead, the court ruled that the preference issue turned upon whether the
creditor, by purchasing at the foreclosure sale, received more than the
creditor would have received in bankruptcy had the purchase not oc-
curred and the debt not been satisfied."2 The court remanded the case to
the bankruptcy court for findings concerning the fair market value of the
property at the time the debtor filed the bankruptcy petition.'3 The court
stated that "if the evidence shows . . . that . . . the creditor received
property worth more than it would have received in a chapter 7 liquida-
tion, then the foreclosure sale must be set aside as a preference . . . .

The decisions of other courts s and the views of some commentators' s

support the district court's decision that a foreclosure sale may be
avoided as a preference. Other commentators have criticized this use of

10. Any properly conducted sale under power must be open to the public. O.C.G.A. §§
44-14-162 & 9-13-161 (1982).

11. 11 U.S.C.A. § 547(b)(2) (West 1979 & Supp. 1988).
12. 80 Bankr. at 554.
13. Id. at 555. The parties had stipulated to the value of the property as of the date of

the foreclosure sale, not the value as of the date of the filing of the petition. Id. at 553. Why
the district court chose this latter valuation date is unclear. The focal point for the court's
discussion of the preference issue was 11 U.S.C.A. § 547(b)(5) (West 1979 & Supp. 1988). 80
Bankr. at 554. That subsection requires a comparison of the creditor's position as a result of
the transfer with the creditor's hypothetical position assuming the transfer had not occurred
and a Chapter 7 petition had been filed. 11 U.S.C.A. § 547(b)(5) (West 1979 & Supp. 1988).
The creditor's hypothetical claim in a Chapter 7 would not have been paid or otherwise
satisfied on the date of the filing of the petition. Indeed, the party seeking to prove that a
foreclosure sale constituted a preference apparently should be required to show that the
hypothetical Chapter 7 trustee would not have abandoned the property or that, if such an
abandonment occurred, the creditor would not have been the successful bidder at an even-
tual foreclosure sale for a price, adjusted for time, identical to the price paid for the chal-
lenged transfer.

14. 80 Bankr. at 555.
15. In re Wheeler, 34 Bankr. 818 (N.D. Ala. 1983); Matter of Fountain, 32 Bankr. 965

(W.D. Mo. 1983).
16. See G. NELSON & D. WHITMAN, REAL ESTATE FINANCE LAW 667-69 (2d ed. 1985).
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the preference laws.17 Whether the application of preference laws to fore-
closures will become as widely accepted as the Durrett rule remains to be
seen. For now, however, creditors conducting foreclosures should consider
the possibility of a preference attack like the one involved in Park North.
On the one hand, decisions like Park North appear to place a greater
burden upon creditors than Durrett because they leave no safe harbor.
On the other hand, the impact of such decisions appears to be severely
limited because their preference analysis applies only when the creditor
purchases at its own foreclosure sale and the exposure time normally
should be just ninety days instead of one year.is

Creditors concerned by the possibility of a preference attack may wish
to avoid purchasing at their own foreclosure sales. The concerned creditor
foreclosing collateral worth $100,000 to satisfy a first lien of $50,000
might avoid both Durrett and Park North by simply insuring that a third
party purchases the collateral for a minimum of $70,000.19 Presumably, if
the creditor can convince a third party that the property is actually worth
$100,000, and if the creditor is willing to finance the acquisition, the cred-
itor with the $50,000 debt in the preceding hypothetical should have no
trouble avoiding Durrett and Park North.20 If the hypothetical debt is
changed to $90,000, however, the creditor concerned by Park North has a
more substantial obstacle. Given the nature of the foreclosure process,
independent bidders are not likely to offer ninety percent of the supposed
value of the collateral. Consequently, bidding the entire debt at the fore-
closure sale risks an eventual preference attack because the creditor is
likely to be the successful bidder. On the other hand, if a third party is
the successful bidder for less than the debt, the creditor may be left with
an uncollectible deficiency. Under these circumstances, the concerned
creditor always has the option of bidding the "value" of the collateral, an

17. It is interesting to note that one of the critics of the preference analysis in Park
North is another judge of the United States District Court for the Northern District of
Georgia. See First Federal Savings & Loan Ass'n v. Standard Building Assocs., 87 Bankr.
221 (N.D. Ga. 1988); see also Zinman, Houle & Weiss, Fraudulent Transfers According to
Alden, Gross & Borowitz: A Tale of Two Circuits, 39 Bus. LAW. 977, 985 (1984).

18. Unless the creditor is an insider, the preference laws only reach transfers occurring
on or within ninety days of the filing of the bankruptcy petition whereas the federal fraudu-
lent conveyance laws applied in Durrett reach transfers occurring on or within one year.
Compare 11 U.S.C.A. § 547(b)(4)(A) (1978 & Supp. 1988) with 11 U.S.C.A. § 548(b) (1979 &
Supp. 1988). Of course, the debtor controls the date of voluntary filing and might raise the
threat of an eventual filing during negotiations concerning default and foreclosure.

19. Of course the specter of avoidance on preference grounds virtually eliminates this
hypothetical creditor's inclination to bid at the foreclosure sale once the bid price reaches a
range that would satisfy Durrett.

20. The creditor should avoid raising the spectre of collusion or breach of some duty of
confidentiality by revealing the amount outstanding on the debt.
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option the creditor is understandably loath to exercise. 1

Park North is not the only federal case in the survey period that may
have a significant impact upon Georgia foreclosures. In Citicorp Indus-
trial Credit, Inc. v. Brock,s2 Citicorp held a security interest in inventory,
receivables and other assets. When the loan became troubled Citicorp at-
tempted to work things out with the debtor, but to no avail. Citicorp
eventually took possession of the collateral, including inventory consisting
of finished goods. The debtor defaulted on its payroll obligations to em-
ployees. Ultimately, this payroll default prompted the Secretary of Labor
to seek injunctive relief prohibiting Citicorp from transporting the collat-
eral in interstate commerce for purposes of foreclosure, contending that
the finished inventory was "hot goods" within the meaning of sections
15(a)(1) of the Fair Labor Standards Act ("FLSA").23

The Supreme Court affirmed the grant of the injunction requested by
the Secretary of Labor . 4 The Court, in an opinion authored by Justice
Marshall, noted:

Had the Department of Labor not obtained an injunction in this case,
petitioner, as a secured creditor, would have converted several weeks of
labor by the debtor's employees into goods covered by its security inter-
ests; the "hot goods" produced by these uncompensated employees
would have competed with goods produced in conformity with the
FLSA's minimum wage and overtime requirements. Moreover, prohibit-
ing foreclosing creditors from selling "hot goods" also advances the goal
[of assuring fair wages for employees] identified by petitioner. Secured
creditors often monitor closely the operations of employer-borrowers, as
petitioner did in this case. They may be in a position to insist on compli-
ance with the FLSA's minimum wage and overtime requirements.2 1

Although the Court claimed its decision did not give "employees a pri-
ority in 'hot goods' superior to that which a secured creditor has under
the state law,"0 the Court's decision could make foreclosure rather diffi-
cult depending upon the reach of the FLSA 7 and whether the employees

21. For a critique of a requirement that foreclosure sales, bring a price equivalent to that
available in an unhurried, open-market setting, see the discussion of Wheeler v. Coastal
Bank, 182 Ga. App. 112, 354 S.E.2d 694 (1987) in Marshall, Commercial Law, 39 MERCER L.
REV. 83, 92-95 (1987).

22. 107 S. Ct. 2694 (1987).
23. Id. at 2697 (construing § 15(a)(1) of the FLSA codified at 29 U.S.C. § 215(a) (1982)).
24. Id. at 2702.
25. Id. at 2701.
26. Id.
27. In Dunlop v. Industrial Am. Corp., 516 F.2d 498 (5th Cir. 1975), the court concluded

that the FLSA did not reach the activities of a garbage removal service whose business was
entirely intrastate and whose only tie to interstate commerce was the use of gas and oil in
the operation and maintenance of its trucks. For a brief description of the scope of the

19881
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have a private right of action for injunctive relief.28 In the survey period
decision in Brock v. Rusco Industries, Inc., 9 the Eleventh Circuit ruled
that the automatic stay" did not bar an action by the Secretary of Labor
for injunctive relief to prohibit the sale of goods produced by a company
that did not pay its employees for their final two weeks of work."

Georgia creditors disheartened by the survey period decisions in Park
North and Citicorp might find some comfort in the decision of the Geor-
gia Supreme Court in Benton v. Patel,2 in which the court reaffirmed the
Georgia view that a purely technical default with respect to a deed to
secure debt may be proper grounds for acceleration and foreclosure.38 In
Benton, the creditor accelerated and began foreclosure proceedings be-
cause of the debtors' failure to maintain insurance. The debtors sought
and secured an injunction prohibiting this foreclosure upon proof that the
insurer had canceled the policy through no fault of their own, that they
had made reasonable attempts to obtain additional coverage and that the
creditor was fully secured without the insurance policy, that is, the debt-
ors satisfied the superior court judge that even if the improvements were
destroyed, the residual value of the property was sufficient to protect the
creditor's interest.3 '

The supreme court agreed with the debtors' assertion that the residual
value of the property "far exceeded the unpaid balance owed ....""
Nevertheless, the supreme court reversed the superior court's grant of the
injunction." In doing so, the supreme court simply noted that the lan-
guage of the deed to secure debt conferred an unambiguous right upon

FLSA, see Note, "Hot Goods" Liability: Secured Creditors and the Fair Labor Standards
Act, 87 COL. L. REv. 644 (1987).

28. The cases have generally held that employees may not maintain an action for injunc-
tive relief under the FLSA. See Bowe v. Burns, 137 F.2d 37 (3d Cir. 1943); Barrentine v.
Arkansas-Best Freight Sys., 750 F.2d 47 (8th Cir. 1984); Roberg v. Henry Phipps Estate, 156
F.2d 958 (2d Cir. 1946); McCune v. Oregon Senior Servs. Div., 643 F. Supp. 1444 (D. Or.
1986); Marchak v. Observer Publications, Inc., 493 F. Supp. 278 (D.R.I. 1980). None of these
courts, however, specifically considered a request by employees for injunctive relief against
the disposition of "hot goods."

29. 842 F.2d 270 (11th Cir. 1988).
30. 11 U.S.C.A. § 362 (West 1979 & Supp. 1988) imposes an automatic stay of most

actions against the debtor or the debtor's property upon the entry of an order for relief in
bankruptcy.

31. 842 F.2d at 273. The court concluded that the Secretary of Labor instituted his suit
for an injunction under the government's police power and that, consequently, the Secre-
tary's action was exempted from the automatic stay pursuant to 11 U.S.C.A. § 362(b)(5). 842
F.2d at 273.

32. 257 Ga. 669, 362 S.E.2d 217 (1987).
33. Id. at 673, 362 S.E.2d at 221.
34. Id. at 670-71, 362 S.E.2d at 219-20.
35. Id. at 671 n.4, 362 S.E.2d at 220 n.4.
36. Id. at 674, 362 S.E.2d at 221.
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the creditor to foreclose and then concluded that the debtors' proof of
technical default was irrelevant as a matter of law.37

No doubt the debtors in Benton could have persuaded the superior
court that the creditor's true motive prompting the foreclosure was not
concern for the safety of principal, but, for example, was to escape a loan
agreement that was no longer attractive given current interest rates s or
sought recovery of a windfall in the form of statutory attorneys' fees.39
And no doubt the debtors could have persuaded the superior court that
the parties executing the deed to secure debt did not contemplate use of
the insurance requirement to compel renegotiation of the interest rate on
the underlying debt or to obtain windfall attorneys' fees. And also no
doubt such additional proof would not have changed the result. While
courts in other jurisdictions have characterized the creditor's actions in
"technical default" cases as lacking good faith or seeking a forfeiture, ei-
ther of which has been deemed sufficient to warrant injunctive relief from
the foreclosure,' Georgia courts have consistently refused to intervene."'

Despite its decision in Benton, the Georgia Supreme Court conceivably
might approve the issuance of an injunction prohibiting foreclosures of
personal property collateral for mere technical defaults. Debtors seeking
such injunctions might attempt to distinguish Benton by noting that the
Uniform Commercial Code governs personal property foreclosures and in-

37. Id. at 673, 362 S.E.2d at 220-21.
38. The note secured in Benton called for six and one half percent interest. Id. at 669,

362 S.E.2d at 218. The controversy arose in the middle 1980's when market rates were in
excess of ten percent.

39. O.C.G.A. § 13-1-11 (1982). The creditor's apparent entitlement to a set percentage of
the amount in default as attorneys' fees has been frequently criticized. In a somewhat sur-
prising and suspect survey period development, Judge Moye of the Northern District of
Georgia took a direct approach to the problem of windfall gains for the creditor under
O.C.G.A. § 13-1-11 (1982). In Pacific Mut. Life Ins. Co. v. Wise, Case No. 1:87-CU-2459-
CAM (N.D. Ga. August 19, 1988), Judge Moye ruled that the percentage set by the legisla-
ture in that code section represented an upper limit, not an automatic entitlement. Judge
Moye concluded that the creditor was not entitled to this percentage if the award would be
unconscionable in light of the actual attorney expenses associated with the case. In Wise, an
award of $637,058.22 in percentage fees was sought for, according to Judge Moye, a "simple
collection suit involving ... little or no discovery."Id.

40. See Federal Home Loan Mortgage Corp. v. Taylor, 318 So. 2d 203 (Fla. Dist. Ct.
App. 1975); Eisen v. Kostakos, 282 A.2d 421 (N.J. Ct. App. 1971); Spires v. Lawless, 493
S.W.2d 65 (Mo. Ct. App. 1973); Bisno v. Sax, 346 P.2d 814 (Cal. Dist. Ct. App. 1960).

41. According to the Georgia Supreme Court in Tybrisa Co. v. Tybeeland, Inc., 220 Ga.
442, 446, 139 S.E.2d 302, 306 (1964), "[it is] lawful for the grantee [of a deed to secure debt]
to even hope the grantor would violate the covenant and thus accelerate maturity." See also
Duncan v. Lagunas, 253 Ga. 61, 316 S.E.2d 747 (1984); Bozeman v. Horton, 245 Ga. 188, 263
S.E.2d 922 (1980). But see Provident Say. & Life Assurance Soc'y v. Georgia Indus. Corp.,
124 Ga. 399, 407-08 (1905) (acceleration provision should not be so construed as to work a
hardship when there is a bona fide effort on the part of the mortgagor to comply).
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cludes a statutory provision requiring that the creditor act in good faith.4"
Such debtors might also cite cases illustrating that different processes
and standards in Georgia govern foreclosures of real and personal prop-
erty. Indeed, they might cite the survey period decision in Malak v. Mc-
Ginnis's as one case illustrative of the differences.

In Malak, the supreme court reversed the trial court's confirmation" of
a nonjudicial foreclosure sale." The trial court had ruled that the prop-
erty did not bring its true market value' s but, nevertheless, had con-
firmed the sale on the theory that the debtor should simply be given a
credit against the deficiency for the difference between true market value
and the amount brought at the foreclosure sale. Justice Gregory, writing
for a unanimous supreme court, concluded that the trial court's action
was not consistent with the statutory command that a deficiency judg-
ment is wholly unavailable if the property does not bring its true market
value. 47 If the case had involved a nonjudicial foreclosure against personal
property and the creditor had obtained less than a commercially reasona-
ble price for the collateral, a credit against the deficiency would have
been appropriate.' s Perhaps the Georgia legislature should rethink the
wisdom of such different standards, rights and remedies governing the
foreclosure process of real versus personal property. Those differences
may not be necessary and spawn the confusion illustrated by Malak.

42. O.C.G.A. § 11-1-203 (1982). See also O.C.G.A. § 11-1-208 (1982) requiring that the
creditor having the option to accelerate "at will" do so only "if he in good faith believes that
the prospect of payment or performance is impaired." When a default has occurred under
the terms of a security agreement, isn't the creditor's status analogous to one having the
right to accelerate "at will?"

43. 257 Ga. 622, 361 S.E.2d 798 (1987).
44. Georgia creditors secured by real property normally hold deeds to secure debt that

include a power of sale upon the debtor's default on the underlying obligation. See O.C.G.A.
§§ 44-14-161 to -165 (1982). Creditors conducting sales under power are not entitled to defi-
ciency judgments against their debtors unless they initiate a confirmation proceeding in the
local superior court within thirty days of the sale. Id. § 44-14-161(a). In this confirmation
proceeding, the petitioning creditor has the burden of proving "that the property so sold
brought its true market value . . . ." Id. § 44-14-161(b).

45. 257 Ga. at 624, 361 S.E.2d at 800.
46. Id. See O.C.G.A. § 44-14-161(b) (1982). For a brief description of the confirmation

process and the importance of "true market value" see supra note 44.
47. 257 Ga. at 624, 361 S.E.2d at 800.
48. See Emmons v. Burkett, 256 Ga. 855, 353 S.E.2d 908 (1987). For a thorough discus-

sion of Emmons, see Marshall, Commercial Law, 39 MERCER L. REv. 83, 83-91 (1987).
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II. SURETYSHIP/GUARANTY/ACCOMMODATION

Gratuitous sureties4' have long been favorites of the law.50 With the
exception of a few aberrations like the survey period decision in Counts v.
Yancey Bros. Co.,51 courts generally require clear proof that one has

49. Suretyship, guaranty and accommodation are closely related concepts. Indeed, in
Georgia, the distinction between suretyship and guaranty was largely abolished by legisla-
tion enacted in 1981. 1981 Ga. Laws 870, 871 (codified at O.C.G.A. § 10-7-1 (1982)). "An
accommodation party is one who signs [a negotiable instrument] in any capacity for the
purpose of lending his name to another party to it." U.C.C. §§ 3-415(1) & -102(1)(e) (1978);
O.C.G.A. §§ 11-3-415(1) & -102(1)(e) (1982). The Official Comment to U.C.C. § 3-415 (1978)
states in part: Subsection (1) recognizes that an accommodation party is always a surety
(which includes a guarantor), and it is his only distinguishing feature. He differs from other
sureties only in that his liability is on the instrument and he is a surety for another party to
it. UNIV. COMMERCIAL CODE § 3-415, 2 U.L.A. 448 (1977 & Supp. 1988).

50. See, e.g., Jones v. Whitehead, 4 Ga. 397 (1848); Houston Gen. Ins. Co. v. Broch Con-
str. Co., 241 Ga. 460, 246 S.E.2d 316 (1978).

51. 187 Ga. App. 438, 370 S.E.2d 506 (1988). The survey period decision in Counts ap-
pears to be one of the exceptions and deserves mention only in a footnote for it is unlikely
to be of substantial precedential weight. The court's opinion in Counts is turgid, but the
facts appear to be as follows: Yancey Brothers held a purchase money security interest in
the inventory of a business owned by Counts. The security agreement included a future
advances clause. Counts sold her business to another, and as part of the transaction, all
three parties entered into an agreement for "Transfer of Equity." This agreement provided
in part that Yancey Brothers consented to the sale of the business but that Yancey Broth-
ers' consent did not in any way relieve or affect Counts' obligation under her security agree-
ment containing the future advances clause. The "Transfer of Equity" agreement specifi-
cally provided that Counts should remain as fully and completely bound by her security
agreement as though the transfer and delivery to the purchaser had never taken place.
Counts apparently financed a part of the purchase money associated with her sale of the
business and took a purchase money security interest in her equity in the inventory. The
purchaser assumed Counts' debt to Yancey Brothers. d. at 438-39, 370 S.E.2d at 507.

At this point, Counts' purchase money security interest in the inventory would be
subordinate to Yancey Brothers' prior perfected security interest in the inventory. Yancey
Brothers then extended additional credit to the purchaser following the sale. The purchaser
presumably made payments to Yancey Brothers on both debts, that is, Counts' debt as-
sumed by the purchaser and the post-sale debt. The purchaser eventually defaulted and
Yancey Brothers sought to foreclose. Counts attempted to enjoin this foreclosure, arguing
that her security interest protecting the purchase money obligation that arose at the time of
the sale was superior to Yancey Brothers' security interest in the inventory. Id.

Both the trial court and the court of appeals rejected Counts' argument. Id. at 439, 370
S.E.2d at 508. The court of appeals concluded that the "Transfer of Equity" agreement
constituted a subordination contract. Id. at 438, 370 S.E.2d at 507. The court emphasized
the language in that agreement that provided that Counts would remain "fully and com-
pletely bound" by the original security agreement and concluded that Counts consequently
remained subordinate to Yancey Brothers even with respect to the post-sale ("future") ad-
vances made to the purchaser. Id. In essence, the court thereby concluded that Counts had
agreed that her equity in the inventory would stand as collateral guaranteeing future
advances.

It is doubtful that Counts thought she was giving a nonrecourse guarantee as part of the
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promised to answer for the debt of another.52 Once the court finds a con-
tract of guaranty or suretyship, the law continues to favor the surety. If
the surety is an accommodation party within the meaning of the Uniform
Commercial Code section 3-415,58 the accommodating party may be dis-
charged from liability on the instrument for a number of different
reasons."

sale of her business. The court of appeals' reliance upon particular language in the "Trans-
fer of Equity" agreement to accomplish this result seems misplaced and is taken out of
context. The complete phrase in the agreement provided that Counts would "remain as
fully and completely bound [by the security agreement] as though the transfer and delivery
to [the purchaser] had never taken place .... ." Id. (emphasis in original). If the transfer
and delivery to the purchaser had never taken place, would an advance by Yancey Brothers
to the purchaser be secured by inventory owned by Counts? At best, the "Transfer of Eq-
uity" agreement is ambiguous concerning the question whether Counts agreed that future
advances to the purchaser would be secured by a nonrecourse guarantee in Counts' equity in
the inventory. Under these circumstances, should not the court have cited the general rule
that contracts of guarantee will not be found unless the agreement to answer for the debt of
another is clear? Applying that general rule to this situation calls for a result in favor of
Counts, not Yancey Brothers, on the priority issue.

One further question is presented by the general scenario of Counts. Yancey Brothers'
debt secured by the inventory should be divided into the balances outstanding on pre-sale
and post-sale obligations. Its security interest protecting the balance outstanding on pre-sale
obligations is clearly superior to Counts', but its security interest protecting the balance
outstanding on post-sale obligations is not superior to Counts' as has just been argued. To
which of these obligations should payments made by the purchaser be applied? Yancey
Brothers certainly would prefer application to the second obligation whereas Counts would
prefer application to the first. Absent prior agreement between the purchaser and Yancey
Brothers, the Georgia Supreme Court decision in Federal Land Bank v. Bank of Lenox, 192
Ga. 543, 16 S.E.2d 9 (1941), supports the proposition that the payments made by the pur-
chaser should be prorated between each of the obligations to Yancey Brothers.

52. American Sur. Co. v. Small Quarries Co., 157 Ga. 33, 120 S.E. 617 (1923); Hannah v.
Lovelace-Young Lumber Co., 159 Ga. 856, 127 S.E. 225 (1925).

53. U.C.C. § 3-415 (1977); O.C.G.A. § 11-3-415 (1982).
54. O.C.G.A. § 11-3-601(2) (1982) provides for discharge as a result of "any other act or

agreement with [another party on the instrument] which would discharge his simple con-
tract for the payment of money." For an interesting application of this subsection, see Bank
of Terrell v. Webb, 177 Ga. App. 715, 341 S.E.2d 258 (1986), in which the court held that an
accommodating party was discharged because of increased risk. The accommodating party
had not consented to increased interest rates in renewal notes executed by the primary obli-
gor. It is interesting to speculate whether the lender in Webb could have protected itself
from this discharge by an express reservation of rights pursuant to O.C.G.A. § 11-3-606(1)
(1982).

O.C.G.A. § 11-3-606 (1982) further provides:
(1) The holder discharges any party to the instrument to the extent that with-

out such party's consent the holder:
(a) Without express reservation of rights releases or agrees not to sue any per-

son against whom the party has to the knowledge of the holder a right of recourse
or agrees to suspend the right to enforce against such person the instrument or
collateral or otherwise discharges such person, except that failure or delay in ef-
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Courts in other jurisdictions have ruled that a finding of unjust impair-
ment within the meaning of U.C.C. section 3-606 entitles the accommo-
dating party to a complete discharge from liability on the instrument.5"
For this and other reasons, most informed and cautious creditors require
that accommodating parties execute a payment guaranty form releasing
in advance the defense of impairment of collateral as well as assorted
other collection defenses that an accommodation party might raise." The
survey period decision in H & H Operations, Inc. v. West Georgia Na-

fecting any required presentment, protest, or notice of dishonor with respect to
any such person does not discharge any party as to whom presentment, protest, or
notice of dishonor is effective or unnecessary; or

(b) Unjustifiably impairs any collateral for the instrument given by or on behalf
of the party or any person against whom he has a right of recourse.

(2) By express reservation of rights against a party with a right of recourse the
holder preserves:

(a) All his rights against such party as of the time when the instrument was
originally due; and

(b) The right of the party to pay the instrument as of that time; and
(c) All rights of such party to recourse against others.

55. Wohlhuter v. St. Charles Lumber & Fuel Co., 25 111. App. 3d 812, 323 N.E.2d 134,
af'd, 62 1M. 2d 16, 338 N.E.2d 179 (1975); Arlington Bank & Trust v. Nowell Motors, Inc.,
511 S.W.2d 415 (Tex. Civ. App. 1974). A discharge of liability on the instrument typically
means complete discharge from liability of any sort on the underlying indebtedness. First
Nat'l Bank, N.A. v. Triester, 251 Pa. Super. Ct. 372, 380 A.2d 826 (1977); Hunter v. McLel-
land, 143 Ga. App. 746, 240 S.E.2d 153 (1977).

56. For a review of the waivers that might be included in a payment guaranty form, see
Begnaud, Surety and Guaranty Program Materials for Seminar on Secured Lending Under
the U.C.C., at 5a-7 to -20 (1983). The standard payment guaranty form recites the consider-
ation; describes the indebtedness, how expenses will be paid, and the assignment of bal-
ances, credits, and deposits; includes a general default clause in case of severe default by the
principal that would warrant immediate payment from the guarantor; provides for the cred-
itor's right of set-off to the collateral at any time without notice; gives the guarantor's ad-
vance consent to various acts or failures to act by the creditor; describes guarantor's waivers
of presentment, demand, notice of dishonor, notice of default of any payment although the
underlying indebtedness is accelerated, and notice of disposition and manner of disposition;
provides that the guaranty can be assigned; and describes the agreement as continuing, ab-
solute, and unconditional.

Guarantors executing properly drafted payment guaranty forms have waived various de-
fenses. Union Commerce Leasing Corp. v. Beef 'N Burgundy, Inc., 155 Ga. App. 257, 270
S.E.2d 696 (1980) (guarantor is not discharged by any action or inaction by creditor to
which the guarantor has consented); Reeves v. Hunnicutt, 119 Ga. App. 806, 168 S.E.2d 663
(1969) (guarantor may consent in advance to impairment of collateral); Goldstein v. GTE
Prods. Corp., 160 Ga. App. 767, 287 S.E.2d 105 (1982) (guarantor waived any right he had
that required exhausting legal remedies for recovery and collection against debtor or any
other person, or that resort be had to any security before looking to the guarantor for
payment).

Guarantors may not waive all rights, however. See, e.g., O.C.G.A. § 11-9-501(3) (1982);
Branan v. Equico Lessors, Inc., 255 Ga. 718, 342 S.E.2d 671 (1986) (guarantors may not
waive right to commercially reasonable disposition of collateral).
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tional Bank" reaffirms the well established principle that such agree-
ments are effective." Given the widely accepted use of payment guaranty
forms and their effectiveness, it is somewhat surprising that issues involv-
ing impairment of collateral defenses continue to surface regularly in ap-
pellate decisions such as the survey period decision in Bank South v.
Jones."

In Bank South, the creditor required the debtor's husband to endorse a
note as an accommodation party but evidently did not require that the
husband execute an appropriate payment guaranty form. Because the
bank failed to properly perfect its security interest in collateral given by
the wife to secure the note, the court ultimately subordinated the bank's
security interest in the collateral to the rights of the wife's bankruptcy
trustee." Following the wife's bankruptcy discharge of her obligation to
the bank, the bank then turned to the husband as an endorser.

The trial court granted a directed verdict in favor of the husband, hold-
ing that the bank had the burden of proving the extent to which the
bank's failure to perfect its rights in the collateral given by the wife
harmed the husband. 1 The trial court also ruled that the value of the
collateral lost presumptively equaled the amount of the debt.s2 In the
trial court's view, the bank did not overcome this presumption and,
hence, this failure entirely discharged the husband's debt to the bank."'

Sitting en banc, the court of appeals reversed and remanded. The
court rejected foreign authority that any unjust impairment results in a
complete discharge. According to the court, unjust impairment releases
the accommodating party only to the extent of the impairment.6 ' If, as in
this case, the question is failure to protect the collateral, then the release
of the accommodating party is "limited to the extent of the value of the
collateral at the time of the impairment."" The court concluded that the

57. 181 Ga. App. 766, 353 S.E.2d 633 (1987).
58. Id. at 767, 353 S.E.2d at 633.
59. 185 Ga. App. 125, 364 S.E.2d 281 (1987).
60. Id. at 125, 364 S.E.2d at 282. See 11 U.S.C.A. § 544(a)(1) (West 1979 & Supp. 1988);

O.C.G.A. § 11-9-301 (1982).
61. 185 Ga. App. at 125-26, 364 S.E.2d at 282-83.
62. Id. at 126, 364 S.E.2d at 283.
63. Id. at 125, 364 S.E.2d at 282.
64. Id. at 129, 364 S.E.2d at 285.
65. Id.
66. Id. at 128, 364 S.E.2d at 285. This apparent timing decision raises questions that at

least deserve mention in a footnote. To begin with, when did the impairment occur in Bank
South v. Jones? The impairment was caused by the bank's failure to obtain the wife's signa-
ture on financing statements. Is the date the bank would normally have obtained her signa-
ture the relevant date for measuring impairment? Is it the last date that the wife would
have voluntarily executed the financing statements had the oversight been brought to her
attention? Is it the date the bank could no longer obtain her signature and still prime the
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accommodating party bore the burden of proving both the fact of unjust
impairment and the extent of the impairment. 7 This burden of proof
question prompted Judge Beasley to concur in the judgment only. In her
concurrence, Judge Beasley suggested that the court should place the
burden of proof upon the creditor concerning the extent of impairment;
that is, the creditor should have the burden of proving the damages to
which the creditor is entitled rather than placing the burden upon the
accommodating party to show "how little" the creditor's entitlement is."

In its decision in Bank South v. Jones, the court noted testimony that
the wholesale value of the collateral was $14,219.50, whereas the retail
value might be as high as $64,0 00 .' 9 Unfortunately, the court did not indi-
cate clearly what value-wholesale, retail or both-would be relevant to
the determination of damages. Since the impairment caused damages
that are directly associated with the creditor's loss of the right to fore-
close under U.C.C. section 9-504,10 the court should measure those dam-
ages with reference to the commercial reasonableness standard and the
well developed case law of that code section.

If the relevant value is to be determined by reference to the standard
and case law under U.C.C. section 9-504, the same standards and case law
also should determine the question of the burden of proof. If so, the deci-
sions of the Georgia Supreme Court in Farmers Bank, Union Point v.
Hubbard "I and Emmons v. Burkett" indicate, as Judge Beasley sug-
gests, that the burden should be on the creditor, not the accommodating
party. In Hubbard, the court held that a creditor seeking a deficiency

trustee, that is, the ninety-first day before her bankruptcy petition since that is the last day
that the bank's acquisition of a perfected security interest could not be avoided by the trus-
tee as a preference? 11 U.S.C.A. § 547 (West 1979 & Supp. 1988). Is it the date she filed
bankruptcy since that is when the trustee's judicial lien arose that primed the bank's inter-
est? 11 U.S.C.A. § 544(a)(1) (West 1979 & Supp. 1988). Is it the date that any dispute
between the trustee and the bank was resolved in favor of the trustee? Is it the date that,
but for the trustee's successful action, the bank would have been able to satisfy some or all
of the obligation from the collateral? Obviously, if the focus is upon the date of the impair-
ment, the answer to these questions could have a significant impact upon the extent of the
accommodating party's release.

Should not the extent of the release be governed by the damage caused the accommodat-
ing party as a result of the impairment regardless when the impairment occurred? On the
facts described by the court in Bank South v. Jones, should not the extent of the release be
determined by the date(s) and amount(s) of credits that otherwise would have been given
upon foreclosure(s) had the signature been obtained?

67. 185 Ga. App. at 128, 364 S.E.2d at 284.
68. Id. at 129, 364 S.E.2d at 285.
69. Id. at 127, 364 S.E.2d at 284.
70. O.C.G.A. § 11-9-504 (1982).
71. 247 Ga. 431, 276 S.E.2d 622 (1981).
72. 256 Ga. 855, 353 S.E.2d 908 (1987).
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judgment following a section 9-504 nonjudicial foreclosure sale must over-
come a presumption that the value of the collateral sold equals the debt.78
The court reaffirmed this view of the creditor's burden in Emmons.7 4 If
the creditor in Bank South v. Jones had properly perfected its security
interest, foreclosed against the collateral and subsequently sought to col-
lect a deficiency from the husband, the court would have required the
creditor to comply with the burdens and standards described in Hubbard
and Emmons .7 The creditor's task should be identical when the creditor
seeks an in personam judgment against the accommodating party after
failing to perfect its security interest. Indeed, the trial court in Bank
South v. Jones evidently followed Hubbard and Emmons in ruling that
the impairment completely discharged the accommodating party because
the creditor had failed to overcome a presumption that the value of the
collateral equalled the debt.76

In essence, the valuation issues presented concerning the extent of im-
pairment appear to be the same valuation issues presented upon an at-
tempt to collect a deficiency following a foreclosure sale. The only signifi-
cant difference is that the creditor who impairs collateral may have less
information concerning the commercially reasonable foreclosure value of
the collateral than one who does not impair and actually conducts the
foreclosure. The creditor's unjust impairment, however, caused this po-
tential lack of evidentiary expertise. Should the creditor's lapse ulti-
mately inure to its benefit by shifting the burdens and presumptions that
the court would routinely impose if the creditor were seeking a deficiency
judgment?

The unnecessary inconsistency between Bank South v. Jones and the
burdens and standards of Hubbard and Emmons sows the seed for future
confusion. Suppose, for example, the creditor unjustly and completely im-
pairs the rights of the accommodating party with regard to only one of
two pieces of collateral. Suppose further that the creditor forecloses upon
the remaining piece and seeks to collect a deficiency from the accommo-
dating party. How will the court explain the burdens and presumptions to
a jury when the accommodating party claims unjust impairment with re-
spect to the first piece of collateral and commercial unreasonableness
with respect to the sale of the second piece of collateral? Worse yet, sup-
pose the case involves only one piece of collateral and the accommodating
party shows unjust impairment for failure to maintain insurance77 and

73. 247 Ga. at 436-37, 267 S.E.2d at 627.
74. 256 Ga. at 857, 353 S.E.2d at 910.
75. See Branan v. Equico Lessors, Inc., 255 Ga. 718, 342 S.E.2d 671 (1986).
76. 185 Ga. App. at 128, 364 S.E.2d at 284.
77. The survey period decision in Brice v. Northwest Ga. Bank, 186 Ga. App. 871, 368

S.E.2d 816 (1988), did involve a claim of unjust impairment as a result of the creditor's
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also contends that the ultimate foreclosure of the damaged collateral was
not commercially reasonable?

111. LEASE FINANCING

The survey period produced several cases highlighting the differences
between lease financing and credit sales reserving security interests.78 The
court in Avery v. Key Capital Corp2' evidently considered whether an
assignee of the lessor's interest could be held liable for damages due to
the lessor's fraud, 0 while the court in Strother Ford v. First National
Banks' dealt with the enforceability of materialmen's liens.82 In Elcan In-
vestments, Inc. v. Kirk,s3 the court considered whether Article Nine of
the Uniform Commercial Code affects the lessor's remedies in default.8 '

Evidently, the lease contract involved in Avery v. Key Capital Corp.85

did not include an agreement that the assignee would take the lease free
of any claims that the lessee might have against the lessor. Ms. Avery
leased her Mercedes from a local dealer and subsequently defaulted upon
the lease agreement. Ms. Avery contended that the agreement called for a
1984 Mercedes, not the 1983 Mercedes she received from the dealer.
Meanwhile, the lessor assigned the lease papers to Key Capital Corpora-
tion. Ms. Avery brought an affirmative claim for damages against Key
Capital based upon the dealer's fraud.8

The court of appeals in Avery noted that the assignee of the lease con-
tract obtained only a "non-negotiable chose in action" and was therefore
"subject to the equities existing between the assignor and the debtor at

failure to maintain insurance. Id. at 871, 368 S.E.2d at 826. Like Jones, the necessity for
this decision could have been avoided had the creditor simply used a standard payment
guarantee form. The decision of the court in Brice is limited to the question whether the
accommodating party was liable on the note in his capacity as co-maker,, and the court of
appeals answered this question affirmatively. Id. at 872, 368 S.E.2d at 816-17. The court
presumably would rule the question of accommodating status relevant if the defendant had
raised a defense of unjust impairment. In Brice, the defendant apparently did not assert
unjust impairment in defense of the bank's action on the note, but rather, raised issues of
impairment as part of a counterclaim.

78. For a pro and con discussion of leasing versus selling, see P. COOGAN, W. HoGAN, D.
VAGTS & J. McDONNEL, SECURED TRANSACTIONS UNDER THE UNIFORM COMMERCIAL CODE chs.
4.1 & 4A (1985).

79. 186 Ga. App. 712, 368 S.E.2d 364 (1988).
80. Id. at 712, 368 S.E.2d at 365.
81. 258 Ga. 319, 368 S.E.2d 489 (1988).
82. Id. at 319, 368 S.E.2d at 489.
83. 187 Ga. App. 676, 371 S.E.2d 146 (1988).
84. Id. at 676, 371 S.E.2d at 146.
85. 186 Ga. App. 712, 368 S.E.2d 364 (1988).
86. Id. at 712, 368 S.E.2d at 365.
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the time of the assignment."6 The court stated that Key Capital could
have avoided potential liability to the lessee by including appropriate lan-
guage in the original lease documents." Absent such language, the court
held that the lessor could be liable for damages upon the assertion of an
affirmative claim for fraud by the dealer.8s

As the dissent in Avery argues, the majority's decision is probably an
extension of the general rule that assignees take subject to defenses avail-
able to the lessee against the original lessor."0 Such defenses include the
right to rescind for fraud or misrepresentation. The general rule, however,
does not contemplate the assignee's liability for damages absent some in-
volvement in the transaction itself or the assignee's assumption of the
assignor's duties and liabilities created by the transaction." In Avery, the
paperwork listed Key Capital Corporation as the lessor at the time Ms.
Avery and the dealer executed the lease agreement." Perhaps the major-
ity viewed Key Capital Corporation as an immediate party to the transac-
tion, not as assignee, and the decision might be distinguished upon that

87. Id.
88. Id. at 713, 368 S.E.2d at 365. The assignee of the buyer's obligation in the typical

credit sale reserving a security interest normally takes free of the common defense of fraud
in the inducement. See, e.g., Design Eng'g Constr. Int'l, Inc. v. Cessna Fin. Corp., 164 Ga.
App. 159, 296 S.E.2d 195 (1982). The assignee is typically a holder in due course of the
negotiable instrument associated with a credit sale. Furthermore, the security agreement
creating the security interest in the goods sold will typically include a clause providing that
the debtor waives the right to assert defenses against any assignee. U.C.C. § 9-206; O.C.G.A.
§ 11-9-206 (1982), governs the effectiveness of these waiver clauses. In essence, the assignee
of a properly documented security interest following a credit sale enjoys the same status
with regard to enforcement of the security interest that it enjoys with regard to enforcement
of the negotiable instrument associated with the sale, that is, the assignee takes free of all
defenses except those assertable against a holder in due course. Fraud in the inducement is
a defense that cannot be asserted against a holder in due course. Id. § 11-3-305(2).

In 1962, the National Conference of Commissioners on Uniform State Laws amended the
Official Text of U.C.C. section 9-206 by extending its coverage to personal property lease
transactions. 3 U.L.A. 309 (1981). Georgia has not adopted this amendment. Consequently,
in Georgia, the common law continues to govern the effectiveness of clauses providing for
waiver of the lessee's right to assert defenses against assignees. United Counties Trust Co. v.
Mac Lum, Inc., 643 F.2d 1140 (5th Cir. 1981). Georgia cases generally hold such agreement
waiving defenses against assignees to be effective. See, e.g., Dalton Am. Truck Stop, Inc. v.
ADBE Distrib. Co., 136 Ga. App. 606, 222 S.E.2d 61 (1975); Grimes v. Community Loan &
Inv. Corp., 130 Ga. App. 8, 202 S.E.2d 265 (1973). Thus, like the situation with accommo-
dating parties, the assignee of lease paper is protected against many of the defenses that a
lessee of personalty might raise if the original lease documentation includes proper language
concerning waiver.

89. 186 Ga. App. at 713, 368 S.E.2d at 365.
90. Id. at 714, 368 S.E.2d at 365 (Sognier, J., concurring in part & dissenting in part).
91. Id. at 715, 368 S.E.2d at 366-67.
92. Id. at 712-13, 368 S.E.2d at 365.
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basis.'3
In any event, Avery does not address, other than in dicta, the effective-

ness of clauses in lease agreements waiving the lessee's right to raise cer-
tain personal defenses against assignees of the lessor's rights under the
agreement. The enforceability of such clauses increases the negotiability
of the lessor's rights and can eliminate one of the disadvantages of lease
financing in comparison to credit financing. Other disadvantages still re-
main, however, as the survey period decision of the Georgia Supreme
Court in Strother Ford v. First National Bank illustrates." The court's
decision in Strother suggests that most, if not all, personal property lease
agreements cannot give the lessor protection against the claims of materi-
almen comparable to that enjoyed by most prior secured parties."

In Strother, the lease agreement obligated the lessee to maintain the
leased vehicle and specifically provided that the lessor was not responsi-
ble for repairs. Without the specific permission or knowledge of the les-
sor, the lessee contracted for the services that ultimately resulted in an
unpaid bill and the claim of a materialmen's lien." Noting that the con-
tract obligated the lessee to repair, the court of appeals concluded that
the lessor had not contracted for the repairs and that, consequently, the
lien could reach neither the lessor nor the lessor's interest in the vehicle
to satisfy the unpaid bill.'

The Georgia Supreme Court reversed.'8 The supreme court took a very
different view of the significance of the lease language obligating the
lessee to repair. "The lessor, having imposed upon the lessee a duty to
maintain the automobile, may not now insist that the lessee lacked the
authority to contract for necessary repairs. As power entails duty, so does

93. Such a distinction is difficult to square, however, with the majority's assertion that
Key Capital could have avoided potential liability by including appropriate language in the
original lease documents. This assertion suggests the majority was of the opinion that Key
Capital Corporation was an assignee. If Key Capital was not an assignee, the en banc deci-
sion of the court of appeals in del Mazo v. Sanchez, 186 Ga. App. 120, 336 S.E.2d 333 (1988),
indicates that language in the lease agreement waiving the defense of fraud in the induce-
ment is probably ineffective to protect a party to the transaction. Id. at 125, 336 S.E.2d at
336.

94. 258 Ga. 319, 368 S.E.2d 489 (1988).
95. Id. at 319, 368 S.E.2d at 489. In Georgia, a prior perfected security interest usually

primes the claim of a materialmen's lien. Newton Ford Tractor, Inc. v. J.I. Case Credit
Corp., 163 Ga. App. 497, 294 S.E.2d 723 (1982). O.C.G.A. § 11-9-310(2) (Supp. 1988), how-
ever, essentially gives materialmen's liens on farm machinery and equipment priority unless
the financing statement of a prior perfected secured party describes the item in dispute with
particularity.

96. First Nat'l Bank v. Strother Ford, 186 Ga. App. 16, 17, 366 S.E.2d 307, 307, rev'd,
258 Ga. 319, 368 S.E.2d 489 (1988).

97. 186 Ga. App. at 18, 366 S.E.2d at 308.
98. 258 Ga. at 320, 368 S.E.2d at 490.
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responsibility import authority."" No doubt some lessors will now con-
sider severely limiting the circumstances in which the lessee may contract
for repairs in hopes of avoiding or limiting the adverse impact of the su-
preme court's ruling in Strother.

Unlike Avery and Strother, the third noteworthy development concern-
ing lease financing is good news for lessors. Elcan Investments, Inc. v.
Kirk'00 involved a rent-to-own lease agreement with a weekly term and an
option to renew. The agreement provided that if the lessee, Ms. Kirk,
renewed and met her obligations under the lease agreement for a specific
period, the lessor, Elcan, would transfer ownership of the personalty, a
washing machine, to her. Ms. Kirk had made "more than 60% of the
weekly renewal payments necessary for the transfer of ownership" when
she failed to renew, so Elcan repossessed the washing machine.' 0 '

If Elcan Investments had involved a secured transaction and Kirk had
made sixty percent of the payments due under the loan, U.C.C. section 9-
505(1) '0 would have required Elcan to dispose of the collateral within
ninety days. If Elcan had not met this ninety day requirement, Ms. Kirk
would have the right to sue for conversion or damages under U.C.C. sec-
tion 9-507.'0" Ms. Kirk contended that Article Nine of the Uniform Com-
mercial Code governed the agreement between the parties and sued for
conversion. The jury returned a verdict in her favor for $1 in nominal
damages and $4,000 in punitive damages after the trial court ruled that
the contract did not create a true lease but, rather, a sale with a security
interest governed by Article Nine.'0

The court of appeals reversed.'"5 The court applied U.C.C. section 1-
201(37)(b),'" that defines a security interest, and concluded that Elcan's
lease with Ms. Kirk was a true lease despite the fact that the agreement
provided for a transfer of ownership at no additional expenses after a
certain number of weeks had elapsed.'0 The court emphasized that the
lease was terminable by Ms. Kirk's failure to renew in any week.108 Since
the court concluded that the agreement provided for a true lease, it found
that Article Nine of the Uniform Commercial Code, in particular the sec-
tions governing remedies, was inapplicable. 10' Freedom from the remedy

99. Id. at 319-20, 368 S.E.2d at 490.
100. 187 Ga. App. 676, 371 S.E.2d 146 (1988).
101. Id. at 677, 371 S.E.2d at 147.
102. O.C.G.A. § 11-9-505(1) (1982).
103. Id. § 11-9-507(1).
104. 187 Ga. App. at 677, 371 S.E.2d at 148.
105. Id. at 678, 371 S.E.2d at 148.
106. O.C.G.A. § 11-1.201(37)(b) (Supp. 1988).
107. 187 Ga. App. at 677, 371 S.E.2d at 148.
108. Id.
109. Id. at 678, 371 S.E.2d at 148.
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provisions of Article Nine is one of the benefits of leasing versus selling or
lease financing versus sale financing.11

IV. MISCELLANEOUS

A. Interest and Usury

Since 1983, Georgia laws have generally required lenders to disclose in-
terest charges in simple interest terms. 1' Effective March 30, 1988, how-
ever, the legislature amended Georgia's usury laws to provide that the
parties to a loan agreement having a principal amount of $250,000 or
more may express the contract rate of interest in simple interest terms
"or otherwise.""' One might speculate that the litigation that produced
the survey period decision in 1600 Capital Co. v. Bankers First Federal
Savings & Loan Association"s prompted this amendment.

The $800,000 construction loan involved in 1600 Capital Company pro-
vided for variable interest at two percent over the lender's monthly "Base
Lending rate."" 4 After paying the principal and interest upon demand
following maturity, the borrower brought suit seeking recovery of all in-
terest as a penalty for the lender's alleged usury violation. The borrower
contended that the loan documentation failed to describe the interest
rate charged in simple interest terms "because the base lending rate was
neither defined nor set out as to current percentage, and it was variable
monthly not according to a stated standard but within the discretion of
[the lender]." '' This summary of the borrower's argument suggests that
the lender in 1600 Capital Company had not even taken the precaution-
ary step of setting out the simple interest charged "as of the date of the

110. See Capital Assocs., Inc. v. Zabel, 172 Ga. App. 19, 322 S.E.2d 67 (1984) and Mc-
Guire v. Associates Capital Servs. Corp., 133 Ga. App. 408, 210 S.E.2d 862 (1974) that ap-
pear to give lessors very generous rights upon default by lessees.

111. 1983 Ga. Laws 1147.
112. O.C.G.A. § 7-4-2 as amended by 1988 Ga. Laws 534.
113. 187 Ga. App. 504, 370 S.E.2d 668 (1988). As discussed in the text infra, 1600 Capi-

tal Company involved an allegation of failure to disclose interest charges in simple interest
terms with regard to a loan well in excess of $250,000, hence, the speculation concerning the
relationship between that decision and Georgia's new usury legislation which became effec-
tive while the appeal was pending. In Dorsey v. West, 252 Ga. 92, 311 S.E.2d 816 (1984), the
Georgia Supreme Court concluded that retroactive relief from usury penalties was not avail-
able if the legislative enactment occurred after the lender's liability for usury violations had
been finally determined by entry of final judgment and exhaustion of appeals. Although the
court in Dorsey noted the undesirability of a race between the entry of final judgment and
the enactment of repealing legislation the court did not rule that such a sprint by the lender
would be futile. Id. at 94 n.4, 311 S.E.2d at 817 n.4.

114. 187 Ga. App. at 505, 370 S.E.2d at 669.
115. Id.
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evidence of the indebtedness. '""
Emphasizing that the rate charged per month was controlled by a bank

committee, the borrower in 1600 Capital Company sought to distinguish
the 1985 decision in Stewart v. National Bank"" in which the court of
appeals approved of variable interest rate provisions that floated with a
"prime" rate."' The court of appeals in 1600 Capital Company con-
cluded, however, that the lender's "Base Lending rate" was no less defi-
nite than the prime rate approved in Stewart ." The court stated that
Georgia's general usury statute' "does not require that the formula or
factors used ... or the manner or mechanism for arriving at [future vari-
able interest rate charges], be set out in writing.""'

Given the commercial setting and significant size of the loan at issue,
the court certainly reached the correct result in 1600 Capital Company.
Indeed, the new legislation permitting lenders to use other than simple
interest terms to describe interest charges when the principal borrowed is
$250,000 or more demonstrates the correctness of the result."", Unfortu-
nately, in reaching the correct result, the court suggested that Georgia's
simple interest disclosure rule is nothing more than a parol evidence rule
with regard to loan documentation.'" This view is too narrow. Georgia's
requirement that interest charges be disclosed in simple interest terms
furthers broader policy objectives than those underlying parol evidence
rules."4 No doubt the intent prompting Georgia's disclosure requirement
is similar to the Congressional intent behind the truth and lending
laws,"'5 that is, "to assure a meaningful disclosure of credit terms so that
the consumer will be able to compare more readily the various credit
terms available to him and avoid the uninformed use of credit, and to
protect the consumer against inaccurate and unfair credit billing

116. O.C.G.A. § 7-4-2(a)(1)(A) (Supp. 1988). In its decision in 1600 Capital Company,
the court of appeals did not address the question whether a variable rate note should in-
clude disclosure of the particular interest charges in effect on "the date of the evidence of
the indebtedness." Id. Cautious lenders now make such disclosures and should continue to
do so despite the court's apparent failure to require disclosure of the initial interest charges
in 1600 Capital Company.

117. 174 Ga. App. 892, 332 S.E.2d 19 (1985).
118. Id. at 893, 332 S.E.2d at 20.
119. 187 Ga. App. at 506, 370 S.E.2d at 669.
120. O.C.G.A. § 7-4-2 (Supp. 1988).
121. 187 Ga. App. at 506, 370 S.E.2d at 669.
122. O.C.G.A. § 7-4-2 (Supp. 1988).
123. 187 Ga. App. at 506, 370 S.E.2d at 669.
124, The parole evidence rule is designed to avoid misunderstandings, perjury and un-

certain testimony concerning the parties' intentions. See CALAMARI & PERILLO, CONTRACTS
(1987).

125. 15 U.S.C.A. §§ 1601-1667 (West 1979 & Supp. 1988).

110 [Vol. 40



COMMERCIAL LAW

... ,"" Courts should not interpret Georgia's simple interest disclosure
requirement based solely upon whether a disputed disclosure satisfies the
concerns underlying the parol evidence rule.

B. Lender Liability

Two survey period cases involved lender liability claims arising because
of the alleged fraud of the lender during loan negotiations, First Federal
Savings Bank v. Hart'27 and Jernigan Auto Parts, Inc. v. Commercial
State Bank."28 In each the lender had a prior interest in the proposed
collateral and some motive to deceive the prospective borrower/purchaser
concerning the worth of the collateral."' In each the court of appeals con-
cluded that the circumstances entitled the lender to summary judg-
ment.180 Consequently, the following discussions summarize the disputed
facts in the light most favorable to the borrower."81

In Hart, a panel of the court of appeals reaffirmed the established rule
that a lender owes no fiduciary duties to a prospective borrower.182 The
lender in Hart had financed the construction of a condominium project,
and at the time the borrowers purchased the project from the developer
with financing provided by the lender, the lender was embroiled in a dis-
pute with the developer concerning alleged construction defects. After the
purchase, the borrowers learned of the structural defects and of the dis-
pute between the lender and developer. The borrowers sought damages
for fraud and deceit from both the developer and the lender, alleging a
conspiracy to conceal the defects in order to pass their problem along to
an innocent purchaser. The borrowers accused only the developer of af-
firmative misrepresentations but contended the lender was liable as a
conspirator for these misrepresentations. The borrower also asserted that
the lender had an independent duty to disclose to prospective borrowers
its knowledge of potential problems with the collateral.1 3

3 The trial court
denied the lender's motion for summary judgment; the court of appeals
reversed.'

The court of appeals acknowledged that the lender had a motive to
conspire to conceal the defects because sale of the project would moot its

126. 15 U.S.C.A. § 1601(a) (West 1979 & Supp. 1988).
127. 185 Ga. App. 304, 363 S.E.2d 832 (1987).
128. 186 Ga. App. 267, 367 S.E.2d 250 (1988).
129. 185 Ga. App. at 304, 363 S.E.2d at 882; 186 Ga. App. at 268, 367 S.E.2d at 251.
130. 185 Ga. App. at 306, 363 S.E.2d at 834; 186 Ga. App. at 273, 367 S.E.2d at 255.
131. O.C.G.A. § 9-11-56(c) (1982).
132. 185 Ga. App. at 305, 363 S.E.2d at 833.
133. Id. at 304-05, 363 S.E.2d at 832-33.
134. Id. at 306, 363 S.E.2d at 834.
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dispute with the developer.18' Dispite this proof concerning motive, how-
ever, the court concluded that the conspiracy question should not be sub-
mitted to a jury absent evidence of an actual or tacit understanding be-
tween the alleged conspirators to accomplish some unlawful objective or a
lawful objective by unlawful means.'36 The court also ruled that, absent
proof of a confidential relationship, lenders have no duty to disclose de-
fects in collateral to potential borrowers.187

Of course, a lender's failure to disclose known defects in the proposed
collateral is quite different from a lender's affirmative misrepresentations
concerning proposed collateral. In Jernigan, the lender's suit on several
notes prompted a counterclaim for rescission based upon the lender's al-
leged fraudulent misrepresentations concerning the collateral. 1" In oppo-
sition to the suit, the borrowers asserted that the lender had previously
foreclosed upon the collateral, an auto parts business, and that the
lender's officer knowingly made misrepresentations concerning the busi-
ness in order to entice the borrowers to acquire it. The borrowers did not
discover this fraud until long after they took actions that financially com-
mitted them to the transaction, having sold another business and having
given additional collateral and guaranties to secure loans associated with
the auto parts store. The borrowers did not default upon discovery of the
fraud but, rather, continued to pay on their note and renewed it in an
attempt to work things out despite the lender's fraud.189 Unfortunately,
circumstances forced them to liquidate the business within another year
or so. The sale proceeds went to the lender. ""

Like Hart, the lender in Jernigan had a financial motive to deceive the
prospective borrower concerning the collateral. Unlike Hart, however, a
factual dispute existed in Jernigan concerning whether the lender was
guilty of active misrepresentations. Nevertheless, both the trial court and
court of appeals concluded that summary judgment in favor of the lender
was appropriate. 41 The court of appeals even granted the lender's motion
for damages for frivolous appeal.142 In its decision on the merits of the
appeal, the court of appeals assumed that the borrowers' allegations con-
cerning fraud were true since the lower court had granted summary judg-
ment in favor of the lender.4 s The court concluded, however, that the

135. Id., 363 S.E.2d at 833-34.
136. Id., 363 S.E.2d at 833.
137. Id. at 305, 363 S.E.2d at 833.
138. 186 Ga. App. at 268, 367 S.E.2d at 251.
139. Id. at 269, 367 S.E.2d at 252.
140. Id. at 268, 367 S.E.2d at 251.
141. Id. at 273, 367 S.E.2d at 255.
142. Id. at 272, 367 S.E.2d at 254. See O.C.G.A. § 5-6-6 (1982).
143. 186 Ga. App. at 272, 367 S.E.2d at 254.
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borrowers had "waived the fraud and ratified the notes by their silence
after they learned of the officer's objected-to actions and by their subse-
quent payments on the notes."''

Lenders have been known to seek express waivers of lender liability
claims as part of the loan documentation upon renewal or refinancing. In
Henslee v. Houston,14 the Fifth Circuit considered the effectiveness of an
express waiver that provided, in part, for the release of "any and all
claims, actions, causes of action, demands, rights and damages arising out
of the ... notes and security deeds .. . The court ruled that, under
Georgia law, this language barred a claim for fraud even though "the facts
alleged to constitute fraud are unknown ... ,"'l

The express waiver considered in Henslee must be distinguished from
the waiver by conduct involved in Jernigan. Courts should be reluctant to
find waiver by conduct and generally require that such waivers be both
knowing"4 and voluntary." 9 Thus, in contrast to the view of express

144. Id. at 271, 367 S.E.2d at 254. In.Havoco of Am., Ltd. v. Hilco, Inc., 731 F.2d 1282
(7th Cir. 1984), the court offered the following explanation for the rule that continued com-
pliance with the terms of a contract may waive the right to seek recision or assert fraud as a
defense to enforcement:

The rationale of the rule implying waiver by affirmance is that, if the plaintiff
will be injured by performance of the contract because of the pre-existing fraud,
failure to disaffirm or rescind the contract will result in purely self-inflicted inju-
ries. . . .[A] party who affirms the contract after learning of the fraud may be
said not to have relied upon the fraudulent misrepresentation and thus an essen-
tial element of fraud (reliance) is lacking. In addition, a plaintiff who, with knowl-
edge of the fraud, waits to sue while the other party performs is speculating as to
the outcome of the contract by deciding whether to affirm or rescind the transac-
tion after determining which result is more beneficial.

Id. at 1287. The rule is also justified in cases like Jernigan by a belief that the debtor
should not be permitted to waste the collateral after discovering grounds for defense to the
enforcement of the note.

145. 566 F.2d 475 (5th Cir. 1978).
146. Id. at 478.
147. Id. at 479.
148. After reading a summary of the facts sought to be proven by the borrowers in Jer-

nigan, how many readers were surprised by the result of the appeal? If the average reader of
this Article is surprised by the holding that the borrowers waived their rights, how likely is
it that the borrowers realized their continued attempts to comply with the contract might
adversely affect their rights in court?

149. Hunt v. Hardwick, 68 Ga. 100 (1881). Concerning the requirement of voluntariness,
Jernigan appears to be authority that the borrower's waiver by conduct is voluntary despite
the routine pressures presented by personal liability for any deficiency, foreclosure against
collateral essential to the debtor's business, liens on collateral other than that involved in
the original loan transaction, guaranties by family members and, probably, the threat of
additional liability for attorney fees. There is caselaw contra. See the authorities discussed
in Annotation, Proceeding Under Executory Contract After Discovering Fraud as Waiver
of Right to Recover Damages for the Fraud, 13 A.L.R.2d 807, 812, 815 (1950).
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waivers espoused by the court in Henslee, the borrower's ignorance con-
cerning the fraud precludes a finding of waiver by conduct. Most impor-
tantly from the view of the lender, however, while waiver by conduct may
preclude a defense of fraud to the enforcement of a note or a claim for
rescission, waiver by conduct may not preclude a claim for damages in
tort. 5" The borrowers in Jernigan evidently did not assert a claim for
damages, a claim that may well have reached a jury for decision.

C. Security Interests, Liens and Setoff Rights in "Non-transferable"
Certificates of Deposit

The court of appeals' decision in Prudential-Bache Securities, Inc. v.
Bartow County Bank'5 concerned an attempt by Prudential to garnish
funds on deposit with the bank pursuant to a "non-transferable" certifi-
cate of deposit. Prudential also sought to reach accrued interest owed by
the bank on the certificate. The bank responded to Prudential's garnish-
ment action by proving that the owner of the certificate had executed an
assignment of his rights in the certificate in favor of the bank as security
protecting his personal guaranty of the bank's loans to a corporation. The
bank contended that its rights were superior to Prudential's in both the
principal and the accrued interest and that, consequently, neither was
subject to garnishment.152 The trial court agreed and ordered Prudential
to pay the bank's litigation expenses incurred in defending the garnish-
ment action.153 The court of appeals reversed in part.'"

The court of appeals first ruled that Article Nine of the Uniform Com-
mercial Code did not govern the priority dispute, a safe conclusion at
least with regard to the principal amount evidenced by the "non-transfer-
able" certificate.1s5 The court then concluded that, as a result of the as-

150. Bacon v. Moody, 117 Ga. 207, 43 S.E. 482 (1903). But see Havoco of Am., Ltd. v.
Hilco, Inc., supra note 144. For a general discussion, see 37 AM. JuR. 2D Fraud and Deceit
§§ 387, 394 (1968 & Supp. 1988).

151. 187 Ga. App. 530, 370 S.E.2d 751 (1988).
152. Id. at 530, 370 S.E.2d at 752.
153. Id. The court cited O.C.G.A. § 18-4-97 as authority for Prudential's obligation to

pay litigation expenses. Id, See O.C.G.A. § 18-4-97 (1982 & Supp. 1988).
154. 187 Ga. App. at 533, 370 S.E.2d at 754.
155. Id. at 530-31, 370 S.E.2d at 752. Concerning the principal amount on deposit as

evidenced by the certificate, clearly the bank was claiming an interest in a "deposit account"
excluded from coverage under Article Nine by U.C.C. section 9-104(j). O.C.G.A. § 11-9-
104(j) (1982). U.C.C. section 9-105(1)(e) defines "deposit account" to mean: "a demand,
time, savings, passbook, or like account maintained with a bank, savings and loan associa-
tion, credit union, or like organization, other than an account evidenced by a certificate of
deposit that is an instrument within this article." O.C.G.A. § 11-9-105(1)(e) (1982). "Instru-
ment" in turn is defined by U.C.C. section 9-105(1)(i) to mean: "a negotiable instrument
(defined in Code Section 11-3-104), or ... any other writing which evidences a right to the
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signment, the bank enjoyed a common law contractual lien enforceable
against the depositor and, hence, against Prudential to the extent pro-
vided in the assignment documents.'" While these documents clearly
covered the principal amount deposited, they did not refer to the interest
payable pursuant to the certificate. Consequently, the court concluded
that, with respect to accrued interest, the documents relegated the bank
to relying upon its common law right of setoff. T7 The court then held that
the bank's failure to exercise its common law right of setoff prior to an-
swering Prudential's garnishment effectively extinguished the right.1"

In essence, the absence of a written agreement apparently persuaded
this court that the bank had no contractual lien in the accrued interest.
While that conclusion is somewhat questionable on the facts of the
case,'5 the message to lenders should be quite clear: lenders should draft
assignment or deposit agreements describing setoff rights very broadly.1"0
If the stakes are sufficiently high, a cautious lender might also perfect
under Article Nine in anticipation of the remote possibility that some of
the depositor's rights may be classified as general intangibles."'

payment of money and ... is of a type which is in ordinary course of business transferred
by delivery with any necessary indorsement or assignment." O.C.G.A. § 11-9-105(1)(i)
(1982). A "non-transferable" certificate is not transferred in the ordinary course of business
and is not a negotiable instrument within the meaning of O.C.G.A. § 11-3-104 (1982). See,
e.g., Estate of Isaacson v. Isaacson, 508 So. 2d 1131 (Miss. 1987).

Whether Article Nine applies to the priority dispute concerning the accrued interest is
less clear. Arguably, a depositor's contractual entitlement to interest payments may be clas-
sified as a general intangible. See O.C.G.A. § 11-9-106 (1982). Security interests in general
intangibles are governed by Article Nine. O.C.G.A. § 11-9-102(1)(a) (1982). Taking the gen-
eral intangible approach would not have benefitted the bank in the Prudential-Bache case,
however, because it apparently did not have a written security agreement and, virtually by
definition, could not have had possession. See O.C.G.A. § 11-9-203 (1982). On motion for
rehearing, the bank did argue that it had priority with respect to the accrued interest by
virtue of its possession of checks representing that interest. 187 Ga. App. at 533, 370 S.E.2d
at 754. The court rejected this argument, observing that the checks could not be considered
"instruments" because they were never delivered to the payee. Id.

156. 187 Ga. App. at 533, 370 S.E.2d at 754.
157. Id.
158. Id.
159. Evidently the bank retained the interest payments pursuant to an oral or tacit un-

derstanding with its depositor. The common law might describe such an arrangement as a
pledge provable by parol evidence. See G. GILMORE, SECURITY INTERESTS IN PERSONAL PROP-
ERTY 22 (1965).

160. The requisite breadth is suggested by the Prudential-Bache court's raising but not
addressing the question whether the bank's contractual lien covered the funds on deposit
following maturity of the certificate.

161. For example, as argued in supra note 155, the depositor's right to accrued interest
might be characterized as a general intangible. The court's decision in Prudential-Bache
arguably does not preclude such a characterization since, again as argued in supra note 155,
the outcome in that case would have remained the same.



MERCER LAW REVIEW

D. Perfection of Security Interests in Rents and Profits

In In re Jones, 1 2 the court resolved a priority dispute between a bank-
ruptcy trustee and a creditor whose deed to secure debt granted it a se-
curity interest in rents and profits. The court ruled in favor of the credi-
tor, holding that if "there is an unconditional assignment of rent in a
security deed, no action by the creditor is required after default to entitle
it to any rents identifiable or traceable as such.' 1 3 The court distin-
guished cases "involving assignments of rent clauses that by their very
terms required some action on the part of the creditor to perfect its right
to the rents."' An appeal is pending in Jones as of the manuscript dead-
line for this Article.166 Nevertheless, Georgia creditors should draft their
deeds to secure debt to provide for an unconditional assignment of rents
and profits similar to the assignment involved in Jones.

162. 77 Bankr. 981 (M.D. Ga. 1987).
163. Id. at 984,
164. Id. at 983.
165. The author is involved in this appeal and thinks it inappropriate to comment con-

cerning the merits of the court's decision while he is so involved.
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