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MEMORANDUM DECI SI ON, FI NDI NGS OF FACT,
CONCLUSI ONS OF LAW AND ORDER

The Court has before it a notion by The National Bank and Trust
Conpany ("NBT") seeking an order pursuant to 8362(d) of the Bankruptcy Code (11
U S.C. 88101-1330) ("Code"), nodifying and lifting the automatic stay inposed
pursuant to Code 8362(a).

NBT seeks to take possession of Debtor's inventory and accounts
recei vabl e pursuant to a pre-petition security agreenent.

Debt or opposes the notion upon the ground that the | oan for which it
granted NBT a security interest was paid off pre-petition and the only remaini ng
debt due NBT is unsecured.

The Chapter 7 Trustee ("Trustee") has also filed an affidavit in
opposi tion which sinply adopts the position taken by the Debtor.

The notion originally appeared on the Court's Uica, New York
cal endar on January 14, 1992 for a prelinmnary hearing, and was thereafter
schedul ed for a final hearing on February |0, 1992. Upon consent of the parties,

the final hearing was reschedul ed for and hel d on February 27, 1992. The parties



have agreed to waive the requirenents of Code 8362(e).

JURI SDI CTI ONAL STATEMENT

The Court has core jurisdiction of this contested matter pursuant to

28 U.S.C. §81334(b) and 157(a), (b)(1) and (2)(0Q.

FACTS

On February 28, 1990, Debtor executed a security agreenent ("February
"90 Security Agreenent”), which granted NBT a security interest in generally al
of the Debtor's inventory and accounts receivable. ( See Mwvant's Exhibit 2,
Security Agreenent).

Paragraph B of said Security Agreenent granted NBT a security
interest to secure paynent of any current indebtedness, as well as

C any and all other obligations of borrower to

bank of every kind and description, direct or indirect,

absolute or contingent, due or to becone due, now

existing or hereafter arising, and whether such

i ndebtedness is fromtine to tine reduced and thereafter

increased, or entirely extinguished and thereafter

reincurred, including without limtation, any sums

advanced by the bank for taxes, assessnents, insurance

and ot her charges and expenses as herei nafter provided

(all hereinafter called "Cbligations").

On April 30, 1991, Debtor executed a promissory note ("April '9
note"), which evidenced a loan from NBT to Debtor in the sumof $65,000. ( See

Debtor's Exhibit A Promissory Note).

The April "9l note referenced as security two NBT certificates of
deposit in respective anounts of $50,000 and $18,718.7l. Further reference in
the note was made to a "Security Agreenent dated Cct. 4, 1990". The April "9l

note was stanped as follows: "Paid July ['7, 1991 NBT".

On or about May 17, 1991, Debtor nade application for a loan in the
amount of $1 5,000 from NBT. The application indicated, anong ot her things, the
amount of the | oan, the purpose of the | oan, the source of repaynment and whet her
it was to be unsecured or secured. From the face of the application, it is

apparent that a description of the note as unsecured was originally checked, then



"whited out” and redesignated as secured. (See Mwant's Exhibit 3, Commercia
Loan Application).

Also on May |7, 1991, Debtor executed a Master Note ("May ' 9l note"),
evidencing a loan from NBT in the sum of $I5, 000. The Master Note makes no
reference to any specific security agreenent or interest given by Debtor to NBT
to secure the note. (See Movant's Exhibit |, Master Note).

At the time the May ' 9l note was executed, Debtor had pendi ng at NBT
an application for a United States Snall Business Adm nistration ("SBA") |oan
whi ch | oan was subsequently deni ed.

On or about Septenber 17, 1991, NBT prepared a pronissory note
(" Septermber '9l note"), evidencing a $I 5,000 | oan to debtor, which Debtor refused
to sign. The Septenber '9l note identifies specific collateral as "all accounts
receivable, inventory & equipnent” and further makes reference to a specific
security agreenment dated "Feb. 20, 1990". (See Debtor's Exhibit B, Pronissory
Note) .’

The May '9l note in the sumof $I5,000 renai ned unpaid on the date
Debtor filed its voluntary petition pursuant to Chapter 7 of the Code, Cctober
22, 199l

ARGUMENTS

Debtor contends that the May '91 note was an unsecured obligation
because it makes no specific reference to any security agreenents or interests,
and because the | oan application of the sane date originally designated the | oan
as unsecured and was thereafter altered by a representative of NBT to indicate
that it was to be secured. Debtor also points out that the note formused i n May
"9] was that used by NBT for unsecured rather than secured | oans, that it was the
understanding of the parties that the May '91 note would be paid from the
proceeds of the anticipated SBA | oan, and that NBT sought to require the Debtor
to execute a secured note in Septenber '91 when it discovered the fact that the

May "9l note was unsecured and the SBA | oan was deni ed.

1

Date in Debtor's Exhibit as witten appears to be Feb. 20, |990.



NBT asserts that it entered into a series of |oan transactions with
the Debtor dating back to February 1990 and that the February '90 Security
Agreenment was intended to secure a future line of credit. NBT further alleges
that the first advance to Debtor under the line of credit was the April "9l note
in the sumof $65,000, with the May '9l note being the second advance under the
[ine.

NBT references the | anguage contained in the February '90 Security
Agreenent which it contends clearly provides that the security interest created
by the Agreenent bl ankets all present and future i ndebtedness due and owi ng from
the Debtor to NBT. Finally NBT denies that it ever told Debtor that the May ' 9

note would be repaid fromthe proceeds of the pending SBA | oan

DI SCUSSI ON

A threshold issue to be considered by the Court herein is the
standi ng of the Debtor to oppose NBT's nption on the basis of the validity of
NBT's security interest.

Code 8522(h) does permt a debtor to utilize the so-called "strong
armcl ause" found in Code 8544 to attack an al |l eged secured creditor's |ien where
t he debtor coul d have exenpted t he property under Code 8522(g)(l) and the trustee
fails to attack the transfer. See In re Sullivan, 3| B.R 125 (Bankr. N.D.N.Y.

1983); In re McMahon, 70 B.R 290 (Bankr. N.D.N. Y. 1987).

Here, while at the time the notion was initially filed by NBT, the
Trustee had not challenged the validity of its security interest for the May ' 9l
note, the Debtor cannot satisfy the criteria of Code 8522(g)(l) because the
transfer of the alleged security interest to NBT was voluntary rather than
involuntary. In addition, the Debtor is a corporation and cannot utilize the
appl i cabl e exenption provisions under New York | aw. See 8282 of New Yor k Debt or
and Creditor Law and Code 8l 0l (41).

It appears, however, that the infirmties of Debtor's position were
overconme when the Chapter 7 Trustee decided to join with the Debtor in opposing
the notion to lift the stay.

Turning then to the nerits, it does not appear that the Debtor



di sputes the existence of the NBT security interest created by virtue of the
Septenber '90 Security Agreenent. Rather, it is Debtor's contention that the
security interest created by way of the Security Agreenent term nated upon the
satisfaction of the April "9l note since it secured only that note. As evidence
of the parties' intent, Debtor's president, Colleen Rotondi ("C. Rotondi")
testified that at the tinme of execution of the May '9l note and | oan, she was
told by an NBT representative that the note would be repaid fromthe proceeds of
the pending SBA loan and that it wasn't until after the SBA | oan was di sapproved
that NBT requested Debtor to sign the Septenber '9l note, which onits face is
a secured note.

NBT' s | oan of ficer, Kenneth Finegan ("K Finegan") testified that he
never told C Rotondi that the May '9l note would be paid off with the proceeds
of an SBA | oan, however, he did tell her that there was no need to execute a new
security agreement at that tine because NBT had a pre-existing security
agreenent . Further, he was not aware of who nay have altered the | oan
application executed in connection with the May "9l note, changing it from an
unsecured to secured status, though he was certain that application never |eft
NBT' s possessi on

K. Finegan also testified that he requested Debtor to execute the
Sept enber ' 91 note sinply because it was a new note formbei ng used by NBT, which
specifically identified the collateral security. He conceded, however, that NBT
apparently had been using this "new' note formas early as April since the Apri
"9 note was executed using the identical form

Wil e NBT' s actions surroundi ng the execution of the May ' 9l note and
the subsequent request of Debtor in Septenmber "9l that it execute a new note
evi denci ng the sanme debt, appear to be inconsistent with that of a creditor who
is relying upon a so-called "bl anket” security interest, the lawis well-settled
t hat where such a security interest has been created, it constitutes a conti nuing
interest until revoked by agreenment of the parties.

The Second Circuit Court of Appeals inln re R ss Tanning Corp., 468

F.2d 1211, 1213 (2d Cr. 1972) set the standard to be applied to so-called
"future advance or dragnet clause” found in security agreenents as provided in

§9-204(3) of the New York Uni form Comercial Code ("NYUCC'). The Second Circuit



concl uded that agreenents which provide that the collateral secures both current
and future advances may be liberally construed, but the contractual provisions
must be cl ear and unamnbi guous.

The February ' 90 Security Agreenent utilized by NBT clearly sets out
the fact that it is intended to secure future advances in paragraph B -

| ndebt edness Secured. Debtor does not dispute the existence of the Agreenent or

assert that NBT m srepresented the nature of sane at the tinme of its execution
Wiile the May "9l note did not specifically refer to a particular
security agreenent, it nevertheless provided that NBT might declare the

i ndebt edness evi denced by the note to be i nmedi ately due and payabl e under "any
Security Agreenment or other agreement now or hereafter in effect, pursuant to
whi ch paynment of the indebtedness evidenced by this Note is secured.”

Debt or contends that NBT's action fol |l owi ng execution of the February
"90 Security Agreenment constitutes a waiver of the rights created under that
Agreenment. Wile the Court does note that the actions of NBT's representative
with regard to the May '91 | oan application and note, as well as the subsequent
Septenber '91 note, raise at least an inference that NBT acted in a nanner
inconsistent with its rights under the February '90 Security Agreenent, they do
not rise to the level of a waiver or estoppel

There is al so no evidence before the Court that the Debtor woul d not
have sought the May '9l loan of $15,000 had it believed that the | oan was to be
secur ed.

The contention that Debtor was under the inpression that the May ' 9l
note would be paid off with the proceeds of a subsequent SBA | oan does not
suggest that Debtor was msled as to the secured nature of that note. See Bank

of Northern New York v. Shaad, 60 A.D.2d 774, 775, 400 N.Y.S.2d 965 (1977); see

also Matter of Lawence Peska Associates, Inc., 5 BCD 278 (Bankr. S.D.N. Y. [979).

Finally, the Court considers NBT's request for relief from the
automatic stay pursuant to Code 8362(d). As indicated, there is no contention
by Debtor or the Trustee that NBT did not perfect its alleged security interest
pre-petition. Additionally, neither the Debtor nor the Trustee suggest that
there may be any equity in the accounts receivable and inventory sought by NBT

whi ch might be otherw se available to the general unsecured creditors.



The Court notes, however, that NBT admits in its noving papers that
"Pursuant to the Petition herein, the fair market value of the inventory at the
time of filing exceeds Debtor's debt to nmovant." (See Affidavit In Support of
Motion For Relief From Automatic Stay, 15).

Based on the foregoing, it is

ORDERED, that NBT had a valid security interest in all of Debtor's
i nventory and accounts receivable as of Cctober 22, 1991, and it is further

ORDERED, that said inventory and accounts receivabl e secured a debt
due and owing in the sumof $I5,000, with interest fromJuly 17, 1991; and it is
further

ORDERED, that the stay inposed pursuant to Code 8362(a) is nodified
to the extent that NBT may take possession of said inventory and accounts
receivable liquidate same in accordance with appropriate state law and to
thereafter turn over to the Trustee any surplus for distribution to unsecured
creditors.

Dated at Utica, New York
this day of June 1992

STEPHEN D. GERLI NG
U. S. Bankruptcy Judge



