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l. Introduction

This paper discusses the issue of perfection of security interests under the Uniform
Commercial Code (the “UCC”) in mezzanine-financed real estate transactions. The world of
mezzanine finance has expanded dramatically in recent years. This is partly attributable to (i)
investors’ desire to maximize the amount of leverage utilized in their real estate transactions (i.e.,
minimize their own equity), and (ii) the growth overall of the securitization market for
mezzanine loans.> The increasing influence of rating agencies and title insurance companies in
mezzanine transactions has also led to the development of certain “best practices” regarding the
manner in which lenders perfect the equity interests typically pledged in mezzanine loan
transactions. These practices are discussed in this article.

I1. UCC Perfection Methods

When a lender (the “Mezzanine Lender”) extends credit in a mezzanine loan transaction,
the borrower is typically a bankruptcy remote special purpose entity (the “Mezzanine Borrower”)
formed solely for the purpose of the mezzanine loan transaction. The collateral for the
mezzanine loan is usually the Mezzanine Borrower’s interest in a wholly-owned subsidiary that
holds title to real property (the “Property Owner”). These Property Owners are typically
bankruptcy remote special purpose entities, structured as limited liability companies, general
partnerships, or limited partnerships.

Mezzanine Lenders seek to protect themselves in these transactions by perfecting their
security interests under the UCC. The question thus becomes how best to perfect the interest in
the Property Owner. The UCC classifies equity interests in limited liability companies,

! Appreciation is expressed to Bradley V. Ritter and Justin P. Bender of Paul, Hastings, Janofsky
& Walker LLP and Susan McHugh of Northwestern University School of Law for their
substantial efforts in preparation of this paper.

2 Daniel A. Rubock, U.S. CMBS and CRE CDO: Moody’s Approach to Rating Commercial Real
Estate Mezzanine Loans, SM100 ALI-ABA 199, 201-02 (2007).
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partnerships, and limited partnerships as “general intangibles,”® and not as “investment

property,”® unless (i) the equity interests are publicly traded, (ii) the parties “opt in” to Article 8
of the UCC (as will be discussed below), or (iii) the entity in which there is an equity interest is a
registered investment company.

Different types of collateral are afforded different methods of perfection under the UCC,
depending on how the collateral is characterized. Article 9 of the UCC governs the perfection of
security interests under the UCC. A security interest in a general intangible can only be
perfected by filing a financing statement.® A security interest in investment property, however,
may be perfected by control,” possession,® or filing.” The UCC defines perfection by control as
taking delivery of: (i) a certificated security in bearer form, (ii) an indorsed certificated security
that is in registered form, or (iii) an uncertificated security when the issuer has “agreed that it
will comply with instructions originated by the purchaser without further consent by the
registered owner.”® The UCC defines perfection by possession as taking delivery of a

% «“General Intangibles” are defined as “any personal property, including things in action, other
than accounts, chattel paper, commercial tort claims, deposit accounts, documents, goods,
instruments, investment property, letter-of-credit rights, letters of credit, money, and oil, gas or
other minerals before extraction.” U.C.C. 89-102(a)(42) (emphasis added).

* “Investment Property” is defined as “a security, whether certificated or uncertificated, security
entitlement, securities account, commodity contract, or commodity account.” U.C.C. §9-
102(a)(49) (emphasis added).

> Equity interests in limited liability companies, partnerships, or limited partnerships are not
investment property because they do not meet the definition of a security unless they fall within
one of the three exceptions listed above. A security is generally defined as “a share or similar
equity interest issued by a corporation, business trust, joint stock entity, or similar entity.”
U.C.C. 88-103(a). However, “an interest in a partnership or limited liability company is not a
security unless it is dealt in or traded on securities exchanges or in securities markets, its terms
expressly provide that it is a security governed by this Article, or it is an investment company
security.” U.C.C. 8§8-103(c)(emphasis added). An investment company security is defined as a
“share or similar equity interest issued by an entity that is registered as an investment company
under the federal investment company laws, an interest in a unit investment that is so registered,
or a face-amount certificate issued by a face-amount certificate company that is so registered.”
U.C.C. 88-103(b).

®U.C.C. §9-310(a).
"U.C.C. §9-314(a).
8 U.C.C. §9-313(a).
®U.C.C. §9-312(a).
U.c.C. §88-106(a-c).
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certificated security.** Finally, a secured party perfects by filing, by actually filing a financing
statement in the appropriate state and/or county filing office.*?

A Mezzanine Lender’s interests may be adversely affected by another creditor depending
upon the manner in which the security interest was perfected. A security interest that is
perfected by control primes all other security interests, regardless of which party was first to
perfect.’* A security interest that is perfected by possession primes all other security interests
except a security interest perfected by control.** Therefore, the pecking order is that a security
interest perfected by control primes one perfected by possession, which primes one perfected by
filing. The comments to Article 9 provide an example that illustrates the concept:

Example 1: Debtor borrows from Alpha and grants Alpha a security interest in a
variety of collateral, including all of Debtor's investment property. At that time
Debtor owns 1000 shares of XYZ Co. stock for which Debtor has a certificate.
Alpha perfects by filing. Later, Debtor borrows from Beta and grants Beta a
security interest in the 1000 shares of XYZ Co. stock. Debtor delivers the
certificate, properly indorsed, to Beta. Alpha and Beta both have perfected
security interests in the XYZ Co. stock. Beta has control, see Section 8-106(b)(1),
and hence has priority over Alpha.™

Thus, it is important for a Mezzanine Lender to perfect by possession or control to obtain
priority over a competing creditor.

Another situation in which a Mezzanine Lender’s interests may be adversely affected is
when the Mezzanine Borrower sells the equity interest of the Property Owner to a “protected
purchaser.” Under the UCC, a “protected purchaser” is a purchaser of a security that: (i) gave
value for a certificated or uncertificated security, (ii) did not have notice of any adverse claims,
and (iii) took control of the security.*® The “protected purchaser” then “acquires an interest in
the security free of any adverse claim.”*” Unlike a traditional real estate transaction, where a
mortgage or deed of trust is recorded against the subject property and all future creditors and
purchasers are placed on notice, in a UCC transaction, the filing alone does not constitute notice

1 U.C.C. §9-313(a).

12U.C.C. §9-102(a)(39), §9-509.
B3 U.C.C. §9-328(1).

U.C.C. §9-328(5).

1> U.C.C. §9-328, cmt 3 (2001).
®u.C.C. §8-303(a).

7U.C.C. §8-303(b).

LEGAL_US_E # 75971447.1



to a future creditor or purchaser.’® Therefore, it is conceivable that a Mezzanine Lender that
perfects only by filing could lose its interest in the equity to a “protected purchaser.”

However, a Mezzanine Lender will itself become a “protected purchaser,” if: (i) it
extends credit to the Property Owner,' (ii) has no knowledge of any adverse claims, and (iii)
requires the Property Owner to “opt in” to Article 8 (as discussed below) and takes control of the
resulting certificated security. Therefore a Mezzanine Lender who follows the “best practices”
for “opting in” to Article 8 outlined below will become a “protected purchaser,” so long as the
Mezzanine Lender does not have knowledge of any adverse claims. °

Because a secured party may only perfect its interest in a “general intangible” by filing a
financing statement, a Mezzanine Lender would be better protected if the equity interest in the
Property Owner were classified as “investment property,” and best protected if the Mezzanine
Lender qualifies as a “protected purchaser.” Fortunately, the UCC allows parties to expressly
provide that an equity interest will be governed by Article 8. This is referred to as “opting in” to
Article 8. By doing so, an interest may be re-characterized as “investment property,” thereby
allowing the additional methods of perfection by possession and control in addition to filing, and
allowing the Mezzanine Lender to become a “protected purchaser.”

I11.  How to “Opt In” to Article 8

To “opt in” to Article 8, the: (i) organizational documents of the Property Owner must
expressly provide that the equity interests of the Property Owner shall be governed by Article
82!, and (ii) the Property Owner should issue a certificate for the equity that expressly states that
it is governed by Avrticle 8.2 By “opting in” to Article 8, a secured party may perfect its interest
by possession, control, or filing. However, perfecting an interest by possession or control does
not preclude the filing of a financing statement in addition thereto. Indeed, perfecting by
possession or control and also filing a financing statement should be considered a “belt and
suspenders” method. As discussed below, this approach is becoming the “best practice” in the
industry.

If a Mezzanine Borrower that had previously “opted in” to Article 8 attempted to “opt
out,” that could adversely affect the perfection of the security interest of the Mezzanine Lender.

18 The UCC provides that the “filing of a financing statement under Article 9 is not notice of an
adverse claim to a financial asset.” U.C.C. §8-105(e). However, this has yet to be tested in
court.

1% The UCC provides that an entity has “given value” for an interest if it has received the interest
“in return for a binding commitment to extend credit or for the extension of immediately
available credit.” U.C.C. §1-204(1).

20 See U.C.C. §8-303(a) for the requirements to become a protected purchaser.
21 See U.C.C. §8-103(c).

22 A “certificated security” is defined as “a security that is represented by a certificate.” U.C.C.
88-102(a)(4).
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While it appears that an “opt out” attempt would have no effect on a security interest issued
against the prior issued certificated securities, this issue has yet to be tested in the courts. A
Mezzanine Lender should require that a covenant be included in the loan agreement, and a
provision included in the operating agreement, that would restrict the Mezzanine Borrower’s
ability to “opt out” of Article 8. Such a provision would either require the written consent of the
Mezzanine Lender to any changes in the borrower’s status under Article 8, or grant to the
Mezzanine Lender proxy voting rights on the pledged equity for any changes in the borrower’s
status under Article 8.

IV.  The Mezzanine Loan Industry

As a result of the rapid growth in the mezzanine loan industry, rating agencies and title
insurance companies have begun to exert increased influence over the industry. Among other
aspects of their influence, they have promulgated their own underwriting preferences and
standards in the mezzanine loan industry, and caused the development of certain “best practices.”

A. Title Insurance Companies®

Title insurance companies will insure a Mezzanine Lender’s interests in a mezzanine loan
transaction.?® While there are some differences between the underwriting standards of the
various title insurance companies, most prefer, and in some cases mandate, that their insureds
cause their borrowers to irrevocably “opt in” to Article 8. This permits the insureds to perfect
their security interests by possession or control, in addition to filing.*®

Mezzanine Lenders have two options for obtaining insurance coverage in a mezzanine
loan transaction. As discussed below, these options are not duplicative and it is industry practice
to obtain both policies. The first coverage available is an ALTA Endorsement Form 164 to the
standard form ALTA owner’s title insurance policy issued at closing to the Property Owner.
This endorsement to an owner’s policy provides that the insurance company will insure a
Mezzanine Lender as a new owner of the real property in the event of a default on the mezzanine
loan and a foreclosure of the equity interest in the Property Owner. Among other affirmative
coverages, this endorsement provides non-imputation coverage, so the knowledge of the
Property Owner does not affect the Mezzanine Lender upon foreclosure of its collateral.

23 Appreciation is expressed to Gary Zimmerman, Senior Vice President and Manager, UCCPlus
Division of Chicago Title Insurance Company, for his comments regarding the “best practices”
for UCC insurance and title insurance in the mezzanine loan industry.

24 John C. Murray & Randall L. Scott, Title Insurance for Mezzanine Financing Transactions,
532 PLI/ReAL 31, passim (2006).

2.

%6 Originally adopted in October 2003, and unchanged in the 2006 version of the ALTA standard
policy.
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The second form of insurance available is a UCC policy.?’” A UCC policy insures against
a loss caused by the failure of the parties to properly create, attach, and perfect their interests, as
well as the priority of those interests under the UCC.”® However, the policy contains an
exclusion from coverage for the interests of prior owners or lien-holders who have a blanket
security interest in future personal property, including general intangibles.? For mezzanine
loans, an endorsement to the UCC policy will provide affirmative coverage over the exclusion.*
Although underwriting practices differ among the various insurance companies, it is probable
that the insurer will require that the parties “opt in” to Article 8, certificate the equity interests in
the Property Owner, and cause the Property Owner to be a newly-formed special purpose
bankruptcy remote entity. Because the two forms of insurance available to Mezzanine Lenders
cover different aspects of the Mezzanine Lender’s interests, it has become the “best practice” in
the mezzanine loan industry to obtain both types of coverage whenever possible.

B. Security Rating Agencies

Securities rating agencies have assumed an increasingly important role in the world of
mezzanine finance. This results from the dramatic increase in the amount of mezzanine loans
that are placed into the secondary market for commercial real estate (“CRE”) collateralized debt
obligations (“CRE CDOQ’s”). According to Moody’s, “[t]he amount of CRE mezzanine debt
placed into CRE CDO’s increased from $25.6 million in 2004 to approximately $3.22 billion in
2006, and is on a dramatic upward swing.”®*  Consequently, the rating agencies have
promulgated “baseline” standards for rating mezzanine loans placed into the secondary market.
These standards require the lender to cause its borrower to “opt in” to Article 8 to obtain a
favorable credit rating.*

Moody’s “baseline” expectations for a “credit neutral” mezzanine loan include
requirements that were already common practice in the mezzanine loan world, such as
structuring the parties as bankruptcy remote special purpose entities, organizing the special

2" Unlike the ALTA title insurance policy forms, standardized forms do not yet exist for UCC
insurance. Although beyond the scope of this article, some significant differences exist between
the UCC policy forms used by the various companies. See sample UCC policies from Chicago
Title Insurance Company (“Chicago Title UCC Policy,” attached hereto as Exhibit A) and First
American Title Insurance Company (“First American UCC Policy,” attached hereto as Exhibit
B).

28 CHIcAGO TITLE UCC PoLicy, INSURING CLAUSES 1-4: FIRST AMERICAN UCC PoLlicy,
COVERAGE 2-6.

%% CHICAGO TITLE UCC PoLicy, EXcLUSIONS 5(a) and 6(a); FIRST AMERICAN UCC PoLicY,
ExcLusIONS FROM COVERAGE 3(b) and 4(b).

30 CHIcAaGo TITLE UCC PoLicy, MEzzANINE ENDORSEMENT; FIRST AMERICAN UCC PoLicy, E9
—16.10 MEZZANINE ENDORSEMENT.

%1 Rubock, supra note 2, at 202.
%1d. at 208.
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purpose entity so that the Mezzanine Lender has an interest in 100% of the equity, establishing
an adequate cash management system, and creating effective intercreditor agreements.®® The
“baseline” expectations now also require that the parties (i) irrevocably “opt in” to Article 8; (ii)
perfect the interest by possession or control; (iii) additionally file a financing statement; (iv)
obtain a Mezzanine Lender’s endorsement to the Mezzanine Borrower’s owner’s policy; and (v)
obtain a UCC policy.*

V. Conclusion

The growth of the mezzanine loan industry has caused the development of certain “best
practices,” including the requirement that a Mezzanine Borrower irrevocably “opt in” to Article
8, that the Mezzanine Lender perfect by possession or control, in addition to filing a financing
statement, and that the Mezzanine Lender purchase an appropriate insurance product (or two).
Doing so will not only provide better protection in the event of a bankruptcy, it also will provide
more favorable pricing and greater liquidity in the secondary market.

3 1d. at 203-04.
3 1d. at 205.
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Exhibits:
Exhibit A: Chicago Title Insurance Company UCC/Plus Policy

Exhibit B: First American Title Insurance Company Eagle 9 UCC Policy
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EXHIBIT A

Chicago Title Insurance Company UCC/Plus Policy
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Chicago Title Insurance Company
SCHEDULE A

Policy No.: Premium: §
Mezz Endorsement: $
Amount of Insurance: $
Date of Policy:
1. Name of Insured:
2. Exact legal name of Debtor:
3. Debtor’s type of legal status or entity:
4. Mailing address of Debtor:

5. Debtor’s Location:

() The State of Residence, Sole Place of Business, or (if the Debtor has more than one Place of Business) Chief
Executive Office of the Debtor:

(b) The State of the Debtor’s legal formation:

© During the four months prior to Date of Policy, Debtor’s State of Residence, Sole Place of Business, or (if the
Debtor has more than one Place of Business) Chief Executive Office of the Debtor, and the State of the
Debtor’s legal formation, have been:

6. The Collateral that is covered by this Policy is stated on Exhibit 1(Personal Property) and E xhibit 2 (Fixtures) to this
Schedule A.

7. The Debtor Security Agreement and assignments of the Debtor Security Agreement, if any, are described as follows:

8. Location of Collateral

(@) Goods are located only in the following states:

(b) Except as stated in paragraph 6 of this Schedule A, during the four months prior to Date of Policy, Certificated
Securities, Documents, Instruments, Goods, Letters of Credit and Tangible Chattel Paper have been (to the extent then owned by

Debror), located only in the following states:
9. Fixtures.

(a) Fixtures are located only at the following addresses:

(b) During the four months prior to Date of Policy, Fixtures have been (to the extent then owned by Debtor) located only
at the following addresses:

10. The Financing Statements, and assignments, if any, referred to in this Policy will be filed in the States identified

below and are described as follows: [UCC Financing Statement filed , 2004 with the , Secretary of
State on behalf of , secured party and against , debtor, Instrument
# J OR [Perfection is taken by means of certification and possession of the same by the Insured pursuant to Article

8 of the Uniform Commercial Code.)

Authorized Signature



SCHEDULE A - EXHIBIT 1
Policy No.

The Collateral (Personal Property) that is covered by the Policy:

Authonzed Signature



SCHEDULE A - EXHIBIT 2
Policy No.

The Collateral (Fixtures) that is covered by the Policy:

Authorized Signature



SCHEDULE B - PART 1
Policy No.

This policy does not insure against loss or damage (and the Company will not pay costs,
attorneys’ fees or expenses) which arise by reason of:

SCHEDULE B - PART I1

In addition to the matters set forth in Part I of this Schedule B, the Collateral is subject to the

following matters, if any be shown, but the Company insures that these matters are subordinate to the
Insured Security Interest:

Authorized Signature



CONDITIONS AND STIPULATIONS

1. Definition of Terms.
The following terms when used in this policy mean:
a.  “Collateral”: Those items of personal property and Fixtures described in
the Debtor Security Agreement
(1) which are listed in Schedule A, as the said personal property and
Fixtures exist from time to time;
(2) which, if tangible, are physically located within the United States of
America.
b.  “Control Collateral”: Deposit Accounts, Electronic Chattel Paper, Investment
Property, and Letter of Credit Rights.
¢.  “Debtor”™: the grantor of the Security Interest under the Debtor Security

Agreement.

d.  “Debtor Security Agreement”: the Security Agreement identified in Schedule
A.

e.  “File,” “Filed” or “Filing™: filing, recording or registering in the Public
Records.

f.  “Filing Office™: the governmental or quasi-governmental agency or agencies
and their locations shown in Schedule A.

g.  “Indebtedness™: the sum of the following that are secured by the Debtor
Security Agreement:

(1) Advances made by the Insured to or for the benefit of the Debtor on or
before Date of Policy;

(2) Advances made by the Insured to or for the benefit of the Debtor
subsequent to Date of Policy covered by the Debtor Security Agreement
and made Pursuant to Commitment existing on Date of Policy;

(3) Interest and late charges on the Advances;

(4) Amounts reasonably spent or incurred by reason of foreclosure,
retention of the Collateral in satisfaction of the Indebtedness, or other
legal manner that discharges the Security Interest of the Debtor Security
Agreement;

(5) Amounts reasonably spent or incurred to assure compliance with laws,
or to protect the Attachment, Perfection, or Priority of the Insured
Security Interest prior to the time of the disposition of the Collateral
pursuant to an exercise of remedies under the Debtor Security
Agreement;

(6) Amounts reasonably spent or incurred to prevent deterioration of the
Collateral; and

(7) Any and all other amounts owed to the Insured pursuant to the Debtor
Security Agreement.

h.  “Insured”: the party or parties named in Schedule A and the owner of the
Indebtedness Secured by the Debtor Security Agreement and each successor
in ownership of the Indebtedness except a Non-Insured Obligor.

i.  “Insured Claimant™ an Insured claiming Loss or Damage.

j- “Insured Security Interest”: the Security Interest created by the Debtor
Security Agreement in the Collateral.

k. “Loss” or “Damage” shall mean loss or damage arising from the application
of any law of the United States of America or of any of the states of the
United States of America. For purposes of this definition, the District of
Columbia and any territory of the United States shal! be considered a state
of the United States of America.

. “Non-Insured Obligor™: an obligor under an indemnity, guarantee, letter of
credit, repurchase obligation, surety bond, or other policy of insurance or
bond who succeeds to or acquires the Insured Security Interest.

m. “Possessory Collateral™: Certificated Securities, Instruments, Money,
Negotiable Documents of Title and Tangible Chattel Paper.

n.  “Public Records™: those records maintained by the Filing Office.

0. “Uniform Commercial Code™: Except as used in paragraph 14 of the
Exclusions from Coverage, the Uniform Commercial Code in effect in the
jurisdiction whose law applies to the event upon which a claim is based. As
used in said paragraph, the Uniform Commercial Code as promulgated by
the National Conference of Commissioners on Uniform State Laws.

p. “Value of the Collateral™: (1) the amount obtained at a Commercially
Reasonable Foreclosure Sale; or (2) if no Commercially Reasonable
Foreclosure Sale is held, the value as estimated by any appraiser that regularly
values such types of Collateral selected by agreement between the Insured
Claimant and the Company.

Any capitalized term used in this policy that is not defined in this policy, shall

have the meaning given to it in the Uniform Commercial Code. If a term is used

in a different manner in an article of the Uniform Commercial Code other than

Article 9, then the usage in Article 9 shal control.

2. Continuance of Insurance.

The coverage of this policy shall continue in favor of the Insured so long as the

Insured holds the Indebtedness or has liability by reason of any warranty based

on the coverage of this policy made by the Insured regarding the Insured Security

Interest upon a transfer of the Indebtedness; provided, however, that claims arising

by virtue of any law, rule, or regulation enacted or promulgated after Date of

Policy will not be paid.

3. Notice of Claim to be given by Insured Claimant.

The Insured shall notify the Company promptly in writing (i) in case of any

litigation as set forth in Section 4(a) below, (ii) in case knowledge shall come to

an Insured hereunder of any claim which is adverse to the Insured Security Interest,
and which might cause Loss or Damage for which the Company may be liable by
virtue of this policy. If prompt notice shall not be given to the Company, then as
to the Insured all liability of the Company shall terminate with regard to the matter
or matters for which prompt notice is required; provided, however, that failure to
notify the Company shall in no case prejudice the rights of any Insured under this
policy unless the Company shall be prejudiced by the failure and then only to the
extent of the prejudice.

4. Defense and Prosecution of Actions; Duty of Insured Claimant to
Cooperate.

a.  Upon written request by the Insured and subject to the options contained
in Section 6 of these Conditions and Stipulations, the Company, at its own cost
and without unreasonable delay, shall provide for the defense of an Insured in
litigation in which any third party asserts a claim adverse to the Insured Security
Interest, but only as to those stated causes of action alleging a defect, lien or
encumbrance or other matter Insured against by this policy. The Company shall
have the right to select counsel of its choice (subject to the right of the Insured to
object for reasonable cause) to represent the Insured as to those stated causes of
action and shall not be liable for and will not pay the fees of any other counsel.
The Company will not pay any fees, costs or expenses incurred by the Insured in
the defense of those causes of action which allege matters not Insured against by
this policy.

b.  The Company shall have the right, at its own cost, to institute and
prosecute any action or proceeding or to do any other act, which in its opinion,
may be necessary or desirable to establish the Insured Security Interest, or to
prevent or reduce Loss or Damage to the Insured. The Company may take any
appropriate action under the terms of this policy, whether or not it shall be liable
hereunder, and shall not thereby concede liability or waive any provision of this
policy. If the Company shall exercise its rights under this paragraph, it shall do
so diligently.

c.  Whenever the Company shall have brought an action or interposed a
defense as required or permitted by the provisions of this policy, the Company
may pursue any litigation to final determination by a court of competent jurisdiction
and expressly reserves the right, in its sole discretion, to appeal from any adverse
judgment or order.

d.  In all cases where this policy permits or requires the Company to
prosecute or provide for the defense of any action or proceeding, the Insured
shall secure to the Company the right to so prosecute or provide defense in the
action or proceeding, and all appeals therein, and permit the Company to use, at
its option, the name of the Insured for this purpose. Whenever requested by the
Company, the Insured, at the Company’s expense, shall give the Company all
reasonable aid (i) in any action or proceeding, securing evidence, obtaining
witnesses, prosecuting or defending the action or proceeding, or effecting
settlement, and (ii) in any other lawful act which in the opinion of the Company
may be necessary or desirable to establish the Insured Security Interest. If the
Company is prejudiced by the failure of the Insured to furnish the required
cooperation, the Company’s obligations to the Insured under the policy shall
terminate, including any liability or obligation to defend, prosecute, or continue
any litigation, with regard to the matter or matters requiring such cooperation.
5. Proof of Loss or Damage.

In addition to and after the notices required under Section 3 of these Conditions
and Stipulations have been provided to the Company, a proof of Loss or Damage
signed and swomn to by the Insured Claimant shall be furnished to the Company
within 90 days after the Insured Claimant shall ascertain the facts giving rise to
the Loss or Damage. The proof of Loss or Damage shall describe the matter
Insured against by this policy, which constitutes the basis of Loss or Damage,
and shall state, to the extent possible, the basis of calculating the amount of the
Loss or Damage. If the Company is prejudiced by the failure of the Insured
Claimant to provide the required proof of Loss or Damage, the Company’s
obligations to the Insured under the policy shall terminate, including any liability
or obligation to defend, prosecute, or continue any litigation, with regard to the
matter or matters requiring such proof of Loss or Damage.

In addition, the Insured Claimant may reasonably be required to submit to
examination under oath by any authorized representative of the Company and
shall produce for examination, inspection and copying, at such reasonable times
and places as may be designated by any authorized representative of the Company,
all records, books, ledgers, checks, correspondence and memoranda, whether
bearing a date before or after Date of Policy, which reasonably pertain to the Loss

.or Damage. Further, if requested by any authorized representative of the Company,

the Insured Claimant shall grant its permission, in writing, for any authorized
representative of the Company to examine, inspect and copy all records, books,
ledgers, checks, correspondence and memoranda in the custody or control of a
third party, which reasonably pertain to the Loss or Damage. All information
designated as confidential by the Insured Claimant provided to the Company
pursuant to this Section shall not be disclosed to others unless, in the reasonable
judgment of the Company, it is necessary in the administration of the claim. Failure
of the Insured Claimant to submit for examination under oath, produce other
reasonably requested information or grant permission to secure reasonably
necessary information from third parties as required in this paragraph, unless
prohibited by law or governmental regulation, shall terminate any liability of the



Company under this policy as to that claim.

6. Options to Pay or Otherwise Settle Claims; Termination of Liability.

In case of a claim under this policy, the Company shall have the following

additional options:

a.  To Pay or Tender Payment of the amount of insurance or to Purchase the
Indebtedness.

(i) 1o pay or tender payment of the amount of insurance under this policy
together with any costs, attorneys’ fees and expenses incurred by the
Insured Claimant, which were authorized by the Company, up to the
time of payment or tender of payment and which the Company is
obligated to pay; or

(i1) to purchase the Indebtedness secured by the Insured Security Interest
for the amount owing thereon together with any costs, attorneys’ fees
and expenses incurred by the Insured Claimant which were authorized
by the Company up to the time of purchase and which the Company is
obligated to pay.

If the Company offers to purchase the Indebtedness as herein provided, the owner

of the Indebtedness shall transfer, assign, and convey the Indebtedness and the

Insured Security Interest, together with any collateral security, to the Company

upon payment therefor.

Upon the exercise by the Company of either of the options provided for in

paragraphs a(i) or (ii), all liability and obligations to the Insured under this policy,

other than to make the payment required in those paragraphs, shall terminate,
including any liability or obligation to defend, prosecute, or continue any litigation,
and the policy shall be surrendered to the Company for cancellation.

b.  To Pay or otherwise Settle With Parties other than the Insured or With the
Insured Claimant.

(i) to pay or otherwise settle with other parties for or in the name of an
Insured Claimant any claim Insured against under this policy, together
with any costs, attorneys’ fees and expenses incurred by the Insured
Claimant which were authorized by the Company up to the time of
payment and which the Company is obligated to pay; or

(ii) to pay or otherwise settle with the Insured Claimant the Loss or Damage
provided for under this policy, together with any costs, attorneys’ fees
and expenses incurred by the Insured Claimant which were authorized
by the Company up to the time of payment and which the Company is
obligated to pay.

Upon the exercise by the Company of either of the options provided for in

paragraphs b(i) or (ii), the Company'’s obligations to the Insured under this policy

for the claimed Loss or Damage, other than the payments required to be made,
shall terminate, including any liability or obligation to defend, prosecute or
continue any litigation.

7. Determination and Exteat of Liability.

This policy is a contract of indemnity against actual monetary Loss or Damage

sustained or incurred by the Insured Claimant who has suffered Loss or Damage

by reason of matters Insured against by this policy and only to the extent herein
described.

a.  The liability of the Company under this policy shall not exceed the least of:
(i) the amount of insurance stated in Schedule A;

(ii) the Indebtedness outstanding at the time the Loss or Damage Insured
against by this policy occurs, reduced by the amount the Insured can
recover from the Collateral; or

(iii) the Value of the Collateral, reduced by the amount the Insured is able
to recover from the Collateral.

b.  The Company will pay only those costs, attorneys’ fees and expenses incurred
in accordance with Section 4 of these Conditions and Stipulations.

c.  The Insured Claimant shall not be deemed to have suffered a Loss or Damage
under this policy unless and until the sum of the Value of the Collateral held
by and the value of all other property pledged or mortgaged to the Insured
Claimant as security for the repayment of the Indebtedness is or becomes
less than the amount of the Indebtedness or the Insured Claimant has
otherwise suffered loss of principal or interest on the Indebtedness.

8. Limitation of Liability.

a.  Ifthe Company removes the alleged defect, lien or encumbrance, or otherwise
establishes the Insured Security Interest, in a reasonably diligent manner by
any method, including litigation and the completion of any appeals therefrom,
it shall have fully performed its obligations with respect to that matter and
shall not be liable for any Loss or Damage caused thereby.

b. In the event of any litigation, including litigation by the Company or with
the Company's consent, the Company shall have no liability for Loss or
Damage until there has been a final determination by a court of competent
jurisdiction, and disposition of all appeals therefrom, adverse to Insured
Security Interest.

c.  The Company shall not be liable for Loss or Damage to any Insured for
liability voluntarily assumed by the Insured in settling any claim or suit
without the prior written consent of the Company.

d.  The coverages of this policy shall not apply to advances made under the

Insured Security Agreement subsequent to the Date of Policy except for .

advances included within the definition of Indebtedness herein.

9. Reduction of Insurance; Reduction or Termination of Liability.

a.  All payments under this policy, except payments made for costs, attorneys’
fees and expenses, shall reduce the amount of the insurance pro tanto.

b.  Payment in part by any person of the principal of the Indebtedness, or any
other obligation secured by the Insured Security Interest, or any voluntary
partial satisfaction or release of the Insured Security Interest, to the extent
of the payment, satisfaction or release, shall reduce the amount of insurance
pro tanto. The amount of insurance may thereafter be increased by accruing
interest and advances made to protect the Insured Security Interest with
interest thereon, provided in no event shall the amount of insurance be greater
than the amount of insurance stated in Schedule A.

c.  Payment in full by any person or the voluntary satisfaction or release of the
Debtor Security Agreement shall terminate all liability of the Company.

10. Payment of Loss.

a.  No payment shall be made without producing this policy for endorsement of
the payment unless the policy has been lost or destroyed, in which case
proof of loss or destruction shall be furnished to the satisfaction of the
Company.

b.  When liability and the extent of Loss or Damage has been definitely fixed in
accordance with these Conditions and Stipulations, the Loss or Damage shall
be payable within 30 days thereafter.

11. Subrogation upon Payment or Settlement.
a.  The Company’s Right of Subrogation.
Whenever the Company shall have settled and paid a claim under this policy, all
right of subrogation shall vest in the Company unaffected by any act of the Insured
Claimant.
The Company shall be subrogated to and be entitled to all rights and remedies
which the Insured Claimant would have had against any person or property in
respect to the claim had this policy not been issued. If requested by the Company,
the Insured Claimant shall transfer to the Company all rights and remedies against
any person or property necessary in order to perfect this right of subrogation. The
Insured Claimant shali permit the Company to sue, compromise or settle in the
name of the Insured Claimant and to use the name of the Insured Claimant in any
transaction or litigation involving these rights or remedies. Anything that may be
contained herein to the contrary notwithstanding, the Company will not seek
subrogation against any attorney of any Insured under this policy for liability
other than fraud.

If a payment on account of a claim does not fully cover the loss of the Insured

Claimant, the Company shall be subrogated to all rights and remedies of the Insured

Claimant after the Insured Claimant shall have recovered the Indebtedness.

b.  The Company’s Rights Against Non-Insured Obligors.

The Company’s right of subrogation against Non-Insured Obligors shall exist and

shall include, without limitation, the rights of the Insured to indemnities, guaranties,

letters of credit, other policies of insurance or bonds, notwithstanding any terms
or conditions contained in those instruments which provide for subrogation rights
by reason of this policy.

The Company’s right of subrogation shall not be avoided by acquisition of the

Insured Security Interest by an obligor who acquires the Insured Security Interest

as a result of an indemnity, guarantee, letter of credit, other policy of insurance,

or bond and the obligor will not be an Insured under this policy.

12. Liability Limited to this Policy; Policy Entire Contract.

a. This policy together with all endorsements, if any, attached hereto by the
Company is the entire policy and contract between the Insured and the
Company. In interpreting any provision of this policy, this policy shall be
construed as a whole.

b.  Any claim of loss or damage, whether or not based on negligence, and which
arises out of the status of the Insured Security Interest covered hereby or by
any action asserting such claim, shall be restricted to this policy.

c. No amendment of or endorsement to this policy can be made except by a
writing endorsed hereon or attached hereto signed by either the President, a
Vice President, the Secretary, an Assistant Secretary, or validating officer or
authorized signatory of the Company.

13. Severability.

In the event any provision of this policy is held invalid or unenforceable under

applicable law, the policy shall be deemed not to include that provision and all

other provisions shall remain in full force and effect.

14. Notices, Where Sent.

All notices required to be given the Company and any statement in writing required

to be furnished the Company shall include the number of this policy and shall be

addressed to the Company at the issuing office or to:

Chicago Title Insurance Company
171 North Clark Street
Chicago, Illinois 60601-3294
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