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Commerad Reasonableness
Inthe Dispostion of Collaterd:
Proceed WithCare

by JOHN P MCCAHEY
Hahn & Hessen LLP

ollowing adefault in asecured loan, thelender may | |
decide to sell its collateral. Assuming that the sale
yields an amount (net of expenses) less than the out-
standing loan balance, the lender may then seek to recover
the deficiency from the borrower or any guarantors.
Oftentimes, such obligorswill respond to the lender’s claim
by challenging the manner in which the collateral was sold
by thelender and all eging that theloan would have been fully
satisfied (and their liability to the lender extinguished) had
the lender proceeded differently in the collateral’s sale. In
such scenario, the lender’s right to enforce payment by the
obligors will depend upon whether it can establish that the
collateral was sold in a*“commercially reasonable” manner.
Thisarticlewill highlight the provisionsin Revised Article 9 of the Uniform Com-
mercial Code (“Revised Article9” and “Rev. U.C.C.") which impose anon-waivable
duty upon a secured party to sell or otherwise dispose of its collateral in a commer-
cialy reasonable manner. While the particular facts and circumstances of each dis-
position will determine whether or not it was commercially reasonable, Revised Ar-
ticle 9 provides guidelines for achieving a commercially reasonable disposition and
states the consequences that may result from a commercially unreasonable disposi-
tion. Becausethe duty of commercial reasonableness also existed under the Uniform
Commercial Code's former Article 9 (“Former Article 9”), cases decided before
Revised Article 9'senactment will continue to guide the courtsin determining whether
or not adisposition was commercially reasonable.

John P.
M cCahey

RIGHT OF DISPOSITION
Among the various rights that Revised Article 9 allows a secured party to exer-
cise in the event of a default is the right of disposition, which permits the secured
party to “sell, lease, license or otherwise dispose of any or all of itscollateral”. Rewv.
U.C.C. §9-610(a). The proceedsreceived from such adisposition should be applied
(including against the secured obligation) in the manner and at the time specified in
Continued on page 2
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Reasonableness, continued

Revised Article 9. Rev. U.C.C. § 9-
615(a). After the application of the
proceeds, the secured party will typi-
cally either be required to account to
the debtor for any surplus or allowed
to recover any deficiency from an ob-
ligor. Rev. U.C.C. § 9-615(d).

A disposition may beeither private
or public proceeding. Rev. U.C.C. §
9-610(b). A public disposition is de-
scribed in the Official Comments as
one at which “the price[for the collat-
eral] isdetermined after the public has
had ameaningful opportunity for com-
petitive bidding”, thusimplying that the
disposition was publicized and opento
the public. Rev. U.C.C. § 9-610, cmt.
7. Any other disposition isconsidered
private. 1d. A secured party may not
“purchase” its collateral at a private

o
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"

B

disposition except in limited circum-
stances. Rev. U.C.C. § 9-610(c)(2).
Unlessthe collateral is perishable
or threatens to decline speedily in
value, or isof thetype customarily sold
on a recognized market, the secured
party will usually berequired to notify
the debtor and certain other persons
of thetimeand place of any public dis-
position or the time after which any
privatedispositionistotakeplace. Rev.
U.C.C. § 9-611. Revised Article 9
specifies the contents and timeliness
of such notice. Rev. U.C.C. 8§ 9-612,
9-613 and 9-614. Unless disclaimed
by the secured party, adisposition will

|

include those warranties that normally
arise by operation of law in favor of
thetransfereeinasale, leaseor license.
Rev. U.C.C. § 9-610(d) and (f). Fi-
nally, adisposition to agood-faith trans-
feree will discharge both the secured
party’s security interest and, subject to
any exceptions adopted by aparticular
state, any subordinate security interests
and liens. Rev. U.C.C. § 9-617.

DUTY OF COMMERCIAL
REASONABLENESS

Revised Article 9 does not dictate
how or when the secured party must
dispose of its collateral other than to
mandate that “every aspect of the dis-
position, including the method, manner,
time, place and other terms, must be
commercially reasonable”. Rev.
U.C.C. § 9-610(b). If “commercialy
reasonable’, the secured party may dis-
pose of collateral by either a“public or
private proceeding” and “by one or
more contracts, asunitsor parcels, and
at any time and place and on any
terms’. Id. Thus, the secured party
has wide flexibility and broad discre-
tion in deciding how to dispose of its
collateral, including whether to sell,
lease or license the collateral by either
apublic or private proceeding and the
disposition’s time and terms, subject
only to the requirement that the
disposition’s “every aspect” be com-
mercially reasonable.

Commercial reasonablenessin the
collateral’sdispositionisaduty imposed
upon the secured party in favor of debt-
ors(typically thecollateral’sowner and
usually also an aobligor) and obligors
(one owing payment or performance of
the secured obligation, including any
secondary obligors such as a guaran-
tor). Rev. U.C.C. 8§ 9-102(a)(28), (72)
and 9-602. Such duty, however, is not
owed by the secured party to any obli-
gor who isnot also adebtor or second-
ary obligor, or to any debtors or obli-
gors not “known” to it. Rev. U.C.C.
88 9-625, cmt. 3 and 9-628. If the se-

cured party is not proceeding in a com-
mercially reasonable manner in the
collateral’s disposition, a court may order
or restrain the disposition on appropriate
terms and conditions. Rev. U.C.C. 8 9-
625(a).

The secured party’s duty of commer-
cial reasonableness may not be waived or
varied by either adebtor or obligor (includ-
ing asecondary obligor) before the dispo-
sition. Rev. U.C.C. §9-602(7). After the
disposition, however, debtorsand obligors
are free to waive, settle or compromise
any claim they may have against the se-
cured party arising from a commercially
unreasonable disposition. Rev. U.C.C. §
9-602, cmt. 3.

Commercid reasonablenessin thecon-
text of adisposition isnot specifically de-
fined in Revised Article 9 (nor was it in
Former Article9). Revised Article9 does
permit the partiesto a secured transaction
to determine by their agreement the stan-
dards “measuring fulfillment” of a com-
mercially reasonable disposition, provided
that such agreed standards are not “ mani-
festly unreasonable”. Rev. U.C.C § 9-
603(a). Absent such an agreement and
except in the limited circumstances de-
scribed below, the issue as to whether a
completed disposition was commercially
reasonable isone usually of fact, not law.
See Security Sate Bank v. Burk, 995 P.2d
1272 (Wash. App. 2000); City National
Bank of Fort Smith v. Unique Structures,
Inc., 49 F.3d 1330 (8" Cir. 1995).

A commercially reasonabledisposition
has been summarized by one court as one
in which the secured party “acts in good
faith and in accordance with commonly ac-
cepted commercial practiceswhich afford
all partiesfair treatment”. Wilkerson Mo-
tor Co. v. Johnson, 580 P.2d 505 (Okla.
1978). “Goodfaith” isaduty that attaches
toall rightsand duties provided by Revised
Article 9, and is defined therein in both
subjective and objectiveterms as*“ honesty
in fact and the observance of reasonable
commercial standardsof fair dealing”. Rev.
U.C.C. §9-102(a)(43) and cmt. 19. This

Continued on page 5
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examination, the fact-finder will
understand who the expert is, why he
isthere, and what his opinions are.

EXPLAIN THE BASIS FOR THE
OPINION

In my experience, the most
persuasive expert testimony isthe expert
testimony in which the basis for the
opinioniswell organized, understandable,
and succinct.

It is often helpful to use an
overhead projector or a chalkboard to
list the points or the procedures as the
expert testifies about them to reinforce
them and demonstrate their
interrelationship.

The expert must use common,
everyday language—not jargon. The
best experts use picture words and
analogies, just as the best lawyers use
themin aclosing argument.

PREPARE FOR CROSS-EXAM -
INATION

An often overlooked but important
component of any direct examination
of an expert is to have the expert
undercut the adversary’s anticipated
cross-examination by explaining away
in hisor her own words the points that
you believe he or she will be asked on
cross-examination. Such apreemptive
strike, particularly at the end of the
direct examination and just before
cross-examination is to begin, may
convince your adversary to either
abandon the proposed line of cross-
examination or risk the patience of the
fact-finder by covering “purported
weaknesses,” which you have already
shored up on direct examination.

CONCLUSION

Onething | havelearned about direct
examination is that it may not be as
exciting as cross-examinations, opening
statements, and closing arguments, but
itisusually thebattlefield onwhich cases
arewon or lost.

It isaconstant challengeto turn the
direct examination of an expert into an
entertaining and attention-demanding
presentation. You may want to consider
the above-listed suggestions the next
timeyou conduct the direct examination
of an expert. Experience has taught me
that no matter how accomplished your
direct examination of an expert may be,
it can always be made better. @

Reasonableness, continued

dual standard is broader than the purely
subjective standard by which a party’s
good faith was determined under Former
Article 9 and therefore raises the bar
for a secured party when disposing of
itscollateral.

In deciding whether a disposition
wascommercialy reasonable, courtswill
look at all of thefactsand circumstances
surrounding thedisposition, “andin gen-
eral, no single factor, even price, will
conclusively determine the commercial
reasonabl eness of asecured party’sdis-
position”. See Bezanson v. Fleet Bank-
NH, 29 F. 3d 16 (12 Cir. 1994). The
factsand circumstances usually consid-
ered include “the amount of advertising
done, the number of people contacted,
normal commercial practicesin dispos-
ing of the particular collateral, thelength
of time between the repossession and
the sale, whether any deteriorationinthe
collateral has occurred, the number of
bids received, and the price obtained”.
See Connecticut Bank & Trust Co.,
N.A. v. Incendy, 540 A.2d 32 (Conn.
1988); see also In re Croshy, 176 B.R.
189 (Bankr. 91 Cir. 1994) (identifying
17 factors, derived from case law and

each of equal weight, which should be
considered in determining adisposition’s
commercia reasonableness).

The Official Comments to Revised
Article 9 offer additional insight into
when a secured party’s actions may not
be commercially reasonable. Although
Revised Article 9 specifically provides
that a secured party may dispose of col-
lateral either in “its present condition or
following any commercially reasonable
preparation or processing”, the Official
Comments indicate that under certain
circumstances the secured party’s fail-
ure to prepare or process collateral be-
fore a disposition may not be commer-
cially reasonable. Rev. U.C.C. § 9-
610(a) and cmt. 4. For example, if $1000
in repairs to the collateral will increase
its sale value by $20,000, commercial
reasonableness may require that the re-
pairs be made before a disposition.
Moreover, Revised Article 9 does not
specify atime framewithin which adis-
position must occur. Rev. U.C.C. § 9-
610, cmt. 2. The Official Comments
caution, however, that a secured party
who takes and holds collateral for an
extended period may not have actedina
commercially reasonable manner if there
was “no good reason for not making a
prompt disposition”. 1d.

Revised Article 9 does recognize
that adisposition by certain methodswill
be considered commercially reasonable
as a matter of law. These dispositions
include one made (1) inthe usual course
of any recognized market (i.e., amarket
in which items sold are fungible and
pricesare not subject to individual nego-
tiation, such asthe New York Stock Ex-
change); (2) at the price current in any
recognized market at the time of dispo-
sition; or (3) otherwisein conformity with
reasonable commercial practicesamong
dealersin the type of property that was
the subject of the disposition. Rev.
U.C.C. 8 627(b) and cmt. 4. In addi-
tion, adisposition will be deemed com-
mercially reasonable if the method em-

Continued on page 6
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ployed was approved in advance (1) in a
judicial proceeding; (2) by a bona fide
creditor’s committee; (3) by a represen-
tative of creditors; or (4) by an assignee
for the benefit of creditors. Rev. U.C.C.
§ 9-627(c) and cmt. 3. The absence of
such advance approval, however, will not
mean that the disposition was commer-
cially unreasonable. Rev. U.C.C.§9-627(d).

LOW PRICE DISPOSITION

Frequently, the basisof aclaim that a
disposition was not commercially reason-
ableisthat ahigher price or amount could
have been obtained for the collateral.
Under Revised Article 9, however, thefact
that a higher amount could have been ob-
tained in adisposition at a different time
or by a different method from that se-
lected by the secured party will not of it-
self preclude the secured party from es-
tablishing that the disposition was com-
mercially reasonable. Rev. U.C.C. § 9-
627(a). The Official Comments nonethe-
less add that “alow price suggests that a
court should scrutinize carefully all aspects
of a disposition to ensure that each as-
pect was commercially reasonable.”
Rev. U.C.C. §9-627, cmt. 2. It may be
prudent for the secured party to have the
collateral’s value appraised before adis-
position, thus enabling it later to demon-
strate that the amount realized from the
disposition wasfair.

Even where the disposition is found
to be commercialy reasonable, the se-
cured party’s entitlement to a deficiency
may be eliminated or reduced when (1)
the transfereein the disposition is the se-
cured party, a person related to the se-
cured party or a secondary obligor and
(2) the amount of the disposition’s pro-
ceedsis“significantly below” that which
a complying disposition to a hon-related
entity would have brought. Rev. U.C.C.
8 9-615(f). Itisthe burden of the object-
ing debtor or obligor to provethat the pro-
ceeds from the disposition to a related
party was* significantly below” that which

would have been realized from adis-
position to a non-related party. Rev.
U.C.C. §9-626(3)(5). If the objecting
party meetsits burden, the deficiency
or surplus must be calculated based
upon the proceeds that would have
beenreceivedin adisposition to anon-
related party. Rev. U.C.C. § 9-615(f).

CONSEQUENCES OF A
COMMERCIALLY
UNREASONABLE DISPOSITION
Thesecured party’sfailuretodis-
poseof itscollateral inacommercialy
reasonable manner may render it li-
able for damages or result in the
elimination or reduction of itsrighttoa
deficiency judgment against an obligor
(including asecondary obligor). Inthose
instances where the disposition’s com-
mercia reasonableness is at issue, the
secured party’s entitlement to a defi-
ciency or liability for the loss of a sur-
plus will be determined by the “rebut-
table presumption rule’. Rev. U.CC. 8§
9-626(a). (In consumer transactions,
courts have the discretion to devise an-
other rulefor calculating adeficiency or
aurplus. Rev. U.C.C. § 9-626(b).)
Under the rebuttable presumption
rule, a secured party seeking to en-
force a deficiency following a dispo-
sition need not prove that the disposi-
tion was commercially reasonable un-
less the debtor (who in an action for a
deficiency will also be an obligor) or
secondary obligor alleges otherwise.
Rev. U.C.C. §9-626(a) (1). Oncethe
issue is raised, the secured party will
have the burden of establishing that
thedisposition wascommercialy rea-
sonable. Rev. U.C.C. § 9-626(a)(2).
If the secured party does not meet that
burden, the liability of the debtor or
secondary obligor for adeficiency will
be eliminated unlessthe secured party
can then demonstrate that a commer-
cially reasonable disposition would
have realized an amount less than the
secured obligation. Rev. U.CC. 889

626(8)(3). Where the secured party es-
tablishesthat acommercially reasonable
dispositionwould haveredlized lessthan
the secured obligation, the deficiency will
be fixed at the difference between that
lesser amount and the secured obligation.
Rev. U.C.C. § 9-626(a)(4).

If it hasfailed to dispose of collat-
eral inacommercially reasonable man-
ner, the secured party may be respon-
siblefor alossto othersresulting there-
from. Rev. U.C.C. § 9-625(b) and (c).
For example, a secured party will be
liable to the debtor for the loss of sur-
plus proceeds that would have been
obtained if the disposition was commer-
cialy reasonable. Rev. U.C.C. § 9-
625(d). Other than a debtor’s dam-
agesfor the loss of a surplus, a debtor
or secondary obligor who has success-
fully eliminated or reduced adeficiency
claimed against them may not recover
additional damages from the secured
party arising from the collateral’s dis-
position. Id.

CONCLUSION

Revised Article 9 requiresthat the
secured party proceed with carein the
disposition of itscollateral. By proceed-
inginacommercially reasonable man-
ner, the secured party will not only pre-
serve itsrights against othersfor ade-
ficiency, but will enhancetheamount it
receives from the disposition. Com-
mercial reasonableness therefore
should be viewed by the secured party
not simply as aduty owed by it to oth-
ers, but also asameansfor it to achieve
the ultimate goal following any default
— full repayment.
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