UCC obligation of good faith

Keybank Nat’'| Assoc. v. Wrld Fanous, Inc. et al., Adversary No.
04- 6087
In re World Fanmous, Inc., Case No. 04-61005-frall

06/ 21/ 04 FRA Unpubl i shed

Def endant, a used car deal er, borrowed noney fromPlaintiff
i n August 2000, secured by Defendant’s assets, and the | oan was
renewed in 2001 and 2002. At the end of 2002, Plaintiff notified
Def endant that it would not renew the line of credit upon
expiration of the 2002 note, in May 2003. It explained that it
was discontinuing its business of lending to that particular type
of business. Defendant attenpted to find a new source of
continued financing, but was unable to. Plaintiff filed a
awsuit in state court to collect the debt and Defendant advanced
a nunber of defenses and counterclainms. The action was ultimtely
renoved to bankruptcy court when Defendant filed for bankruptcy.
Plaintiff filed a notion for summary judgnent.

There was no dispute that the Defendant had defaulted on
paynent of the | oan when it canme due. Defendant alleged however,
that the Plaintiff was guilty of fraud in the inducenent. The
court, however, could find no evidence submtted to support the
theory. Moreover, if a party to an allegedly fraudul ent contract
withes to disaffirmand rescind the contract, he nust be prepared
to restore the other party to the status quo. Defendant nmade no
such offer to Plaintiff.

Def endants al so take the position that Plaintiff failed to
conply with the covenant of good faith and fair dealing inplicit
in every agreenent under Oregon law. That it was not in
Def endant’ s “reasonabl e expectations” that the Plaintiff would
fail to renewthe line of credit agreenment. Under O egon | aw,
the duty of good faith created by the Uniform Conmercial Code
di spl aced the conmmon | aw duty for those transactions subject to
the UCC. The loan transaction in this case is subject to Article
9 of the UCC. Because the Plaintiff was within its rights under
the terns of the contract in declining to renew the |ine of
credit agreenent, there could be no violation of the obligation
of good faith

Plaintiff’s notion for summary judgnent was granted. Trial
will be held on Defendant’s counterclains to the extent they were
not di sposed of by the summary judgnent.
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UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF OREGON

I n Re: Bankr upt cy Case No.

04-61005-frall
WORLD FAMOUS, | NC.,
Debtor .

KEYBANK NATI ONAL ASSOCI ATI ON,

Adver sary Proceedi ng No.
04-6087-fra

Pl aintiff,
VS.

WORLD FAMOUS, | NC.; N KENNETH MVEMORANDUM OPI NI ON

PH LLI PS; MACHEL T. PHI LLIPS,

N N N N’ e’ N N N N N N N N o

Def endant s.

Plaintiff commenced an action to collect a debt owed to it,
and to foreclose a security agreenent securing that debt.! The
Def endants have advanced several defenses and countercl ai ns.

Plaintiff now noves for summary judgnment on the clains set out in

! The case was commenced in the Circuit Court for Jackson County, Oregon, and then removed to the United
States District Court for the District of Oregon. It was removed to this Court by World Famous, Inc., after its petition
for relief under Chapter 11 of the Bankruptcy Code. While maintaining that thisis not a core proceeding, plaintiff
consents to entry of dispositive orders and judgment by this Court. Defendant World Famous' consent isimplicit in its
removal of the case. Defendants Phillips have not been heard from on this point.
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its conplaint. Defendants resist, asserting that the Plaintiff has
failed to observe a duty of good faith and fair dealing inplicit in
the contract. Since there appear to be no disputed material facts,
and Def endants advance no evi dence supporting their theory, | find
for the Plaintiff.
| . BACKGROUND

Plaintiff is a national bank doing business in Oregon, and
el sewhere. Defendant Wirld Fanous, Inc., is a used car dealer,
doi ng busi ness in Jackson County, Oregon, as Wrld Fanous Aut os.
Def endants Phillips are shareholders of Wrld Fanmous, Inc., and its
guarantors with respect to Plaintiff.

Wrl d Fanous first borrowed fromPlaintiff in August of 2000.
The | oans were renewed on July 16, 2002.

As is typical in comercial |ending, the transaction invol ved
several different docunents, each of which was dated July 16, 2002:

1. A business |oan agreenent establishing a line of credit,
general requirenents for security, representations of the borrowers,
and conditions of individual advances. |In particular, the agreenent
contai ned the follow ng provi sions:

Borrower understands and agrees that: ...(B) The

granting, renewi ng or extending of any |oan by |ender

at all times shall be subject to |lender’s sole

j udgnment and di scretion.

Condi ti ons precedent to each advance:

(7) There shall not exist at the tine of any advance a

condition which would constitute an event of default
under this agreenent...
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No event of default: There shall not exist at the tine
of any advance a condition which would constitute an
event of default under this agreenent or under any

rel ated documnent.

Default. Each of the followi ng shall constitute an
event of default under this agreenent:

Payment default. Borrower fails to nake any
paynment when due under this | oan.

* * *

I nsecurity. Lender in good faith believes itself
i nsecure.

2. A promssory note dated July 16, 2002, in the principal
sumof $3 million. The prom ssory note by its terns required
repayment of all outstanding principal plus all accrued interest on
May 15, 2003.

3. A comrercial security agreenment and a commerci al pl edge
agreenent, each dated July 16, 2002, granting a security interest to
the Bank in Wrld Fanous’ inventory, chattel paper, accounts,
equi pnent, general intangibles, contract rights, furniture and
machi nery, and an assignment to the Bank of all accounts and
contract receivables due to Wrld Fanous.

4. A commercial swap agreenment providing for the occasional
adj ust nent of amounts due based on the fluctuation of interest
rates; and

5. Personal guaranties executed by N. Kenneth Phillips and
Machel T. Phillips. The guaranties are unlimted in anount, and
provi de for the absolute and unconditional prom se to pay to Key

Bank any i ndebtedness of Wrld Fanous, |nc.
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Each of the agreements provides that it is to be construed
under Oregon | aw and each contains a default provision providing
that a failure to conply with any of the other instrunents
constitutes a default of that agreenent.

It is undisputed that Wrld Fanous has not paid the anmount
due under the prom ssory note as of May 2003. Wrld Fanous has al so
di sconti nued paynents required under the swap agreenent. These acts
constitute defaults under the prom ssory note and swap agreenent,

t he business | oan agreement, and security agreenents.

In addition, Bank alleges, w thout contradiction, that Wrld
Famous has overdrawn its checking account with Key Bank in the
amount of $3, 040. 07.

The guaranties have not been revoked by either Kenneth or
Machel Philli ps.

Def endants do not dispute any of the foregoing. |In their
def ense, they allege? that the banking relationship was initiated
after an aggressive marketing effort by Key Bank to win their
busi ness away from another bank. At the tinme the |ending
rel ati onship was established in 2000, an officer of Key Bank
represented that the Bank woul d serve Wrld Fanous “for the
indefinite future.” It was M. Phillips’ expectation that Key Bank
would in fact do so, and woul d be available to provide higher limts

as Wrld Fanous’ business continued to expand. The |oans were, in

2Defendants only evidentiary submission in opposition to the motion for summary judgment is the affidavit of
defendant N. Kenneth Phillips. This memorandum assumes that all the allegations contained in the affidavit are true.
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fact, renewed in 2001 and 2002. Where the initial |oan had been for
$1, 250, 000, the 2002 renewal was for $3 nmillion.

Near the end of 2002, Plaintiff notified Wrld Fanobus that it
woul d not renew the line of credit upon expiration of the 2002
prom ssory note in May, 2003. It was explained to the Defendants
that Plaintiff was discontinuing its business of lending to “buy
here pay here” car sales conpanies “due to a loss incurred in a
transaction with anot her such dealership.” (Phillips affidavit,
page 10, paragraph 24.)

Def endants point out that, at the tinme they were infornmed
that the | oan would not be renewed, World Famous was current in al
of its obligations to Key Bank, and in conpliance with all non-
nonetary obligations under the several |oan agreenents. Defendants
further allege that Defendants’ eligible accounts were “well in
excess” of the anmpbunts required to support continued fundi ng under
t he | oan agreenents.

Worl d Fanous i mmedi ately began a search for a source of
continued financing. M. Phillips alleges that the efforts may have
fail ed because an officer of the Bank had infornmed a | oan broker of
Wrl d Fanous’ needs, and that the | oan broker “took it upon hinself”
to contact other potential |enders. “Whether his actions poisoned
ot her | enders against Wrld Famobus we do not know for sure, but
Worl d Fanobus was turned down by a half dozen | ocal banks that it
contacted for financing.” (Phillips® affidavit, page 10, paragraph

26.)
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1. MOTI ON FOR SUMVARY JUDGVENT
Summary judgnent is appropriate when the pleadings,
depositions, answers to interrogatories, adm ssions, and affidavits,
if any, show that there is no genuine issue of material fact and the
nmoving party is entitled to judgnent as a matter of law. Fed. R
Cv. P. 56, made applicable by Fed. R Bankr. P. 7056. The novant
has the burden of establishing that there is no genuine issue of

material fact. Celotex Corp. v. Catrett, 477 U. S. 317, 323 (1986).

The primary inquiry is whether the evidence presents a sufficient
di sagreenent to require a trial, or whether it is so one-sided that

one party nust prevail as a matter of law. Anderson v. Liberty

Lobby, Inc., 477 U.S. 242, 247 (1986).

A party opposing a properly supported notion for sumrary
j udgnment nust present affirmative evidence of a disputed materi al
fact fromwhich a factfinder mght return a verdict in its favor

Anderson v. Liberty Lobby, Inc., 477 U S. 242, 257 (1986).

Fed. R Bankr.P. 7056, which incorporates Fed. R Giv.P. 56(e), provides
that the nonnoving party may not rest upon nere allegations or
denials in the pleadings, but nust respond with specific facts
showi ng there is a genuine issue of material fact for trial. Absent
such response, summary judgnent shall be granted if appropriate.

See Celotex Corp. v. Catrett, 477 U S. 317, 326-27 (1986).

Counsel for Defendants states in Defendants’ response to the
notion for summary judgnent in U S. District Court that Defendants

have not had sufficient time to conduct discovery. The case was
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commenced in August 2003, renoved to U.S. District Court in
Sept enmber 2003 where Plaintiff’s notion for sunmary judgnment was
filed, and renmoved to this court in March 2004. No explanation is
of fered to show why di scovery could not have been made during this
time. The court finds that Defendants have had nore than enough
time to obtain additional affidavits to supplenent their opposition
to Plaintiff’s notion. No additional tinme will be granted.

[11. DI SCUSSI ON

A. Fraud in the inducenent.

Def endants all ege that the | oan agreenents are avoi dabl e as
havi ng been induced by fraud. The el enents of fraud under Oregon |aw
are:

1) the accused had falsely represented a materi al

fact; 2) the accused knew that the representati on was
false; 3) the m srepresentation was nade with the
intent to induce the recipient to act or refrain from
acting; 4) the recipient justifiably relied on the

m srepresentation; and 5) the recipient was danmaged by
that reliance.

Pollock et al. v. Horton et al., 190 Or. App. 1,20, 77 P.3d 1120,

1131 (2003)(internal citations omtted).

Def endants present no evidence in their affidavit opposing
summary judgnent to support their fraud theory. Broad prom ses of a
fruitful and lasting commercial relationship nade in an effort to
obtai n business do not constitute fraudul ent representations. See

generally Holland v. Lentz, 239 O. 332, 344-346, 397 P.2d 787, 793-

794 (1964) (di scussion of dealer “puffing.”). Mreover, if a party to

an allegedly fraudul ent contract wi shes is disaffirmand rescind the
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contract, he nust be prepared to restore the other party to the

status quo. Bodenhaner v. Patterson, 278 Or. 367, 376-377, 563 P.2d

1212, 1217-1218 (1977). Defendants nmake no offer to restore to the
Bank the noney it advanced.

Irrri

B. Good faith and fair dealing.

Def endants take the position that Plaintiff failed to conply
wi th covenants of good faith and fair dealing inplicit in every
agreenent under Oregon law, citing to Best v. U. S. National Bank,

303 Or. 557, 562, 739 P.2d 554, 562 (1987). In his opposing

affidavit, Kenneth Phillips avers that it was not within his or the
ot her Defendant’s “reasonabl e expectations” that the Bank woul d
refuse to renew the credit |ine under the circunmstances existing at
the tine. It follows that the Bank has not conplied with the common
| aw standard, as defined by Oregon’s courts.

1. Good faith requirenent under O egon commpn | aw.

Under Oregon | aw “every contract inposes upon each party a
duty of good faith and fair dealing in its performance and its

enforcenent,” Restatenent (Second) Contract § 205 (1981), Tol bert v.

First National Bank of Oregon, 312 Or. 485, 492, 823 P.2d 965, 969

(1991); Pacific First Bank v. New Morgan Park Corp., 319 O. 342,

876 P.2d 761 (1994); Uptown Heights Assoc. Limted Partnership v.
SeaFirst Corp., 320 O. 638, 891 P.2d 639 (1995). This test has

been described as an “objective” test, in which the court |ooks to

t he objectively reasonabl e expectations of the parties in
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determ ni ng whet her the obligation of good faith has been net.

Tol bert, supra, Uptown Heights Associates, 891 P.2d at 645.

Def endants’ opposing affidavit does not disclose facts which
woul d | ead one to believe that their expectations that Key Bank
woul d continue to lend indefinitely were objectively reasonable. It
is not plausible to assert that, whatever advantage or di sadvant age
there may be to the Bank, the Bank woul d continue the relationship
“indefinitely.” That being said, it appears that the objective
test is not properly applied in this case in any event.

2. ood faith under the Uniform Conmmerci al Code.

Article 9 of the Uniform Commerci al Code, as enacted in
Oregon, applies to:

a. A transaction, regardless of its form that

Ccreates a security interest in personal property or

fixtures by contract;
ORS 79.0109. Note that the Code’s |anguage speaks not of individual
agreenents or instruments, but of the transaction. It follows that
UCC s standards respecting covenants of good faith apply to all the
instrunents of the transaction, and not sinply the security
agr eenment s.

The general good faith obligation under the Uniform
Commercial Code is found in Oregon in ORS 71.2030:

ol igation of good faith. Every contract or duty

wi thin the Uniform Commercial Code inposes an

obligation of good faith in its perfornmance or
enf orcenment .
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Good faith is defined in ORS 71.2010(19) as “honesty in fact
in the conduct or transaction concerned.”

Under Oregon |aw the duty of good faith created by the
Uni f orm Commer ci al Code di spl aces the common | aw duty of good faith

U.S. National Bank of Oregon v. Boge, 311 O. 550, 814 P.2d 1082

(1991). The Boge court points out that the subjective standard set
out in the UCC “does not enconpass comerci al reasonabl eness or the
br oader concept of good faith under the common law.” [d.

In an extensive analysis of the structure of the Uniform
Commerci al Code, the Boge court concluded that the UCC s subjective
test conpletely supplants the conmon | aw duty of good faith
di scussed in Best and other cases applying Oregon comon |aw. The
court found that the | anguage of the statute suggests that the
statutory definition was neant to be both uniformand conplete, and
that there is no roomto inport an objective standard fromthe
common law into Article 9 transactions.

The subjective standard of the UCC does not | ook to the
expectations of the parties, or the absence of negligence, or the
standards of a reasonabl e and prudent person. As one conment at or
put it, all that is necessary is “a pure heart and an enpty head.”

Bail ey, O egon Uniform Commercial Code § 1.12(1990). See Comunity

Bank v. ElIl, 278 O. 417, 564 P.2d 685 (1977).

Def endants point to no evidence that Plaintiff was
consci ously dishonest in fact in its dealings with Wrld Fanous.

Def endants rely on an incident in which an enpl oyee of the Bank
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suggests that M. and Ms. Phillips’ failure to engage the Bank’s
services for estate planning m ght adversely affect their
relationship with the Bank. Assuming (as | nust) that the words
were said, and assum ng further that they were true, the Bank’s
determnation to discontinue its business relationship because

Def endants declined to expand it along the lines that the Bank
desired is not a breach of any duty of good faith under the UCC. |If
t he Bank has the right under the contract itself to act as it did,
its notive is irrelevant, since the obligation to act in good faith
does not bar a party fromenforcing explicit legal rights that it
possesses under an agreenment. Boge, 311 Or. at 558, 814 P.2d at
1092.

The prom ssory note is due by its ternms, and the Bank acted
within explicitly defined rights in the | ending agreement when it
declined to authorize a new |l oan. The obligation of good faith
i nposed by ORS 71.2030 cannot be used by the Defendants to change
the terns of the contract or deprive Plaintiff of a right they
granted to it when they executed the agreenents. As the Boge court
put it:

The obligation of good faith does not vary the

substantive terns of the bargain...nor does it provide

a renmedy for an unpleasantly notivated act that is

expressly permtted by contract...

Boge, 311 Or. at 567, 814 P.2 at 1092.
Phrased differently, it is not appropriate under Oregon | aw

to apply the general obligation of good faith if it is inconsistent
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with an explicit provision of the contract. Boge, supra; Sheets v.
Kni ght, 308 O. 220, 233, 779 P.2d 1000, 1008 (1989)(internal
citation omtted).
| V. CONCLUSI ON

The Agreenents entered into by Debtor are in full force and
effect and the Debtor is in default of those agreenents. An order
will be entered granting Plaintiff’s notion for summary judgnment on
each of the clains contained inits Conplaint. It appears fromthe
affidavits and evidentiary materials submtted that there nay not
have been a neeting of the mnds with respect to the LI BOR Swap
Agreenent signed by M. Philips. That issue will therefore be dealt
with at trial. Trial will also be held on Defendants’
counterclainms, with the exception of the claimfor fraud which is
necessarily disposed of by this holding.

Thi s menorandum constitutes the Court’s findings and
conclusions of law. Counsel for Plaintiff shall submt a form of

order consistent with this ruling.

FRANK R ALLEY, I
Bankr upt cy Judge
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