Preventing Unintended
Lapse of Security
Interests



I. Real Property Collateral
a. Lapse Due to Repayment of Secured Debt

A security deed operates to transfer legal title of the subject property to the secured
lender (the “grantee” under the deed). It does not merely impose a lien on the property, as
would a true mortgage. However, the lender’s title is subject to limitations and conditions
that are not present in an ordinary sale and transfer of title by deed. Because the security
deed transfers title solely for purposes of securing indebtedness, the title granted to the
lender extinguishes automatically when the secured indebtedness is repaid. The lender
immediately loses title to the property, and the property ceases to serve as potential
collateral for future credit the lender may extend, without the lender taking any action to
affirmatively release the security deed or reconvey the title to the borrower.

Georgia law also provides that open-end or “dragnet” clauses in security deeds are
effective according to their own terms to secure any other debts of a contractual nature that
the borrower may owe to the original lender. The concept of an effective dragnet clause,
which causes the property to secure any future credit extended by the lender to the
borrower, sometimes appears to be in tension with the rule that title granted by a security
deed immediately and automatically extinguishes when all secured debt is repaid. In
particular, how can the lender rely on the dragnet clause to secure some future credit to be
extended when the original loan has been repaid?

This tension has caused Georgia courts to develop a somewhat nuanced rule over
the past several decades in an attempt to harmonize the potentially inconsistent concepts
of automatic extinguishment and viability of dragnet clauses. The following two
summaries are from actual cases before the Court of Appeals and Supreme Court of
Georgia.

Case 1

Borrower entered into a credit agreement with Credit Union whereby the borrower
could borrow up to a limit of $30,000 from time to time. However, the credit
agreement required the borrower to pay all amounts then outstanding on each
anniversary date of the credit agreement, and to maintain a zero balance owing for
at least fourteen consecutive days each year. The agreement permitted Credit
Union to terminate the line of credit or otherwise refuse any future advances at any
time, with or without cause. Borrower provided a security deed to Credit Union
that granted Borrower’s residence as security for all amounts owing under the credit
agreement. The security deed also contained a dragnet clause that provided the
residence would secure any future advances made by the Credit Union, and that
total repayment of the original extension of credit would not operate to extinguish
the effect of the security deed.

The Borrower requested and obtained an initial draw, which he fully repaid by the
first anniversary of the credit agreement. After maintaining a zero balance for a
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substantial time, the Borrower obtained another advance. He repaid most, but not
all, of this new advance, and then demanded that the Credit Union cancel the
security deed. The Credit Union refused, and the Borrower sued to require
cancellation. The Borrower contended that the Credit Union’s title to the residence
was “voidable,” and therefore subject to cancellation on Borrower's demand,
because the Borrower fully repaid the original advance and the Credit Union was
allowed by the credit agreement to refuse any further advances to the Borrower for
any reason whatsoever. The trial court ruled in the Credit Union’s favor, and the
Borrower appealed.

The Court of Appeals explained that the effectiveness of a dragnet clause is a
recognized “exception” to the general rule that title conveyed by a security deed
extinguishes automatically upon repayment of the originally extended debt.
Georgia courts had long held that a dragnet clause would be effective to secure any
contractual “indebtedness” between the security deed’s grantor and grantee. But
the meaning of indebtedness in this context was, per the Court of Appeals, unclear.
In particular, does the term indebtedness refer only to the initial loan or other initial
extension of credit, or does it include any extension of credit that was contemplated
by the initial loan instrument and security deed?

The Court of Appeals did not fully answer its own question. It decided that under
the facts of the case, the term indebtedness included any contractual debt between
the Credit Union and Borrower that arose at any time while the credit agreement
remained in effect. Thus, the reach of the dragnet clause clearly extended beyond
the initial extension of credit, but the Court did not establish a rule that the clause
would reach all later debts that might have been “contemplated” by the security
deed or initial loan instrument. In any event, because the Borrower had not
affirmatively terminated the credit agreement, the security deed remained effective
to secure all later advances even if the Credit Union had been free at any time to
refuse requested advances. In other words, the title granted by the security deed
was not extinguished so long as the credit agreement remained effective.

The Court of Appeals further noted that, as a practical matter, the Borrower was
seeking to “have his cake and eat it too.” He had in fact requested and accepted
later advances under the credit agreement, and remarkably, failed to repay them in
full before filing his lawsuit. In those circumstances, the Borrower could not
credibly demand that the Credit Union cancel the security deed on the basis that the
initial advance had been repaid. The Borrower had not yet terminated his own
rights under the credit agreement.

Case 2
Borrower obtained a loan in the amount of $100,000 from Northwest in September
of 2001. At the time the loan was initially made, Borrower provided a promissory

note to Northwest in the loan amount, and gave Northwest a security deed to secure
the promissory note, any extensions or renewals of the note, and any other
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indebtedness owing by the Borrower. The Note was to be paid in full by December
24,2001.

In November of 2001, Borrower obtained a larger loan from FNBC. Borrower gave
FNBC a security deed, covering the same property as described in the security deed
to Northwest, to secure that loan. Using the FNBC loan proceeds, Borrower repaid
the full balance owing to Northwest on November 30, 2001. Shortly after payment
was made, Borrower explained that he “needed the money back™ and requested that
Northwest “continue” the original loan for another 90 days. Northwest instructed
the Borrower that it would be several days before Northwest would extend any
additional credit. Northwest took no action to cancel or surrender its security deed.

A few days later, on December 4, 2001, Northwest loaned $100,000 to Borrower.
Borrower did not provide a new promissory note or security deed. Instead,
Borrower and Northwest had an oral agreement that the additional $100,000 loan
would be a renewal of the prior loan, and would be covered by Northwest’s security
deed. Borrower eventually defaulted on his loan obligations to both Northwest and
FNBC. Both creditors sought to foreclose, with FNBC completing its foreclosure
first and taking title to the property at the foreclosure sale. FNBC then sued
Northwest to establish that Northwest’s security deed had no effect on title to the
property. The trial court found in FNBC’s favor, and Northwest appealed.

On appeal, Northwest argued that its security deed (which was filed prior to
FNBC’s) remained valid as to the property because the deed expressly covered all
renewals of the original note, contained a dragnet clause covering all other debts
owing by Borrower, and the December 2001 loan was agreed by both Northwest
and Borrower to be a “renewal” of the original note to be secured by the deed. The
Supreme Court disagreed.

The Court explained that while dragnet clauses are generally valid under Georgia
law, they are effective “only so long as there exists indebtedness between the
grantor and the grantee.” The facts of the case showed that when Borrower repaid
the initial loan in full on November 30", no other debt was outstanding by the
Borrower to Northwest. And while Borrower promptly requested a “continuance”
of the initial loan, that request was made after full repayment and Northwest did
not commit to the continuance at the time of the request. Per the Court, the full
repayment on November 30" automatically and immediately terminated the
security deed because there was not a valid renewal or extension in place at the time
the payment was made. Further, the fact that the Borrower and Northwest intended
the new loan to be secured by the deed was irrelevant. Again, termination occurs
automatically on full repayment.

Together, the above two court decisions have been guideposts for determining lapse
of security deeds for more than two decades. They establish the following working rule:
a dragnet clause alone will not be sufficient to prevent automatic termination of a
security deed upon full repayment of all outstanding secured debt; but termination

16



will not occur if either (a) a line of credit agreement or similar open-ended agreement
remains in place, even if no balance remains owing and/or the lender is free to refuse
further advances at its own discretion, or (b) a renewal or extension of the prior loan,
or a new loan, is entered into prior to or simultaneously with the prior loan’s
repayment. Even a short gap between repayment of the prior obligation and the agreement
to provide further credit will be fatal to the lender’s position, as established by Case 2
above.

Thus, it is crucial for lenders to keep in mind that a security deed may not remain
effective for new credit extended simply because the deed has not been cancelled of record,
or because the deed contains a dragnet clause. The lender must apply the above rule before
extending further credit to be secured by the deed, however that credit is characterized. If
there is an appreciable risk that the lender’s prior security deed was terminated by full
repayment, the lender must obtain a title search and assess its potential collateral position
based on the filing of a new security deed: meaning the lender may be junior in priority to
any security deeds or liens having been filed in the interim.

B. Lapse Due to Passage of Time

Even if a balance remains outstanding under a security deed, the effectiveness of
the deed may automatically terminate due to passage of a defined period of time. Lapse
due to passage of time operates similarly to termination due to full repayment, as discussed
previously. The lapse is an automatic, immediate, and complete termination of the lender’s
interests under the deed.

The rules for determining the applicable time period—essentially the lifespan of
the deed—vary based on the contents of the deed. In particular, the lifespan of the deed is
likely to be longer if the deed contains “perpetual language.” The term perpetual language
simply refers to language in a security deed indicating that the parties intend to create a
perpetual or indefinite security interest in the collateral. Despite what the term suggests,
use of perpetual language does not make a security deed valid in perpetuity; it just extends
the effective life of the deed in certain situations. The rules for determining the lapse of a
security deed due to passage of time are as follows:

1. Where the deed does not contain perpetual language, title will revert to the
grantor (borrower) upon expiration of seven years from the maturity date of
the debt as stated in the deed. If the deed does not state a maturity date (note this
should not occur; inclusion of a maturity date is mandatory, but clerks will
sometimes mistakenly record a security deed even if it is missing), title will revert
to the grantor seven years from the date of the deed.

2. Where the deed does contain perpetual language, title will revert to the grantor
at the later of (A) seven years from the maturity date of the debt as stated in
the deed; or (B) twenty years from the date of the deed. If the deed does not
state a maturity date, title will revert twenty years from the date of the deed.
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So in essence, inclusion of perpetual language increases the lifespan of a security deed
where the secured indebtedness extends beyond seven years from the original maturity date
stated in the deed.

Although the presence of perpetual language may not always make a difference in
the deed’s lifespan, its absence will be fatal to the lender’s interest in some cases. Thus,
when relying upon a prior security deed to secure new indebtedness, it is crucial for the
lender to correctly analyze what the potential lifespan of the deed will be.

Example

On April 1, 2020, Borrower obtains a loan from Bank with a three-year repayment
term. Borrower grants Bank a security deed covering the described loan and any
other indebtedness owing by Borrower. The maturity date is shown in the deed as
April 1, 2023. The deed makes no reference to creating a perpetual or indefinite
security interest, i.e., it has no perpetual language.

On March 1, 2023, the Borrower obtains an additional loan from Bank with a ten-
year repayment term. The parties intend that this loan be secured by the prior
security deed. The Bank does not obtain a new security deed or a modification of
its prior deed. Instead, it simply files its affidavit with the clerk of court showing
the additional loan for intangible reporting tax purposes.

Borrower repays the initial loan as expected on April 1, 2023. The second loan still
has several years before final payment will become due. On April 1, 2030—seven
years from the maturity date in the security deed—the deed automatically
terminates. The Bank and Borrower are unaware of the termination. Two months
later the Borrower defaults on repayment of the second loan.

Can Bank foreclose on the property? No. It has no security title or other interest
in the property at all. The Bank’s security deed fully and automatically lapsed on
April 1, 2030, without any action of the Bank. The Bank has no greater rights in
the property than any other unsecured creditor.

If the initial security deed had contained perpetual language, however, the Bank
would be permitted to foreclose because the deed would remain valid for at least
twenty years from the date of the deed: April 1, 2040. In this situation, presence
or absence of perpetual language is determinative.

Lenders can avoid reversion of a security deed due to passage of time via one of
two methods: a recorded renewal (or modification) signed by the grantor, or a recorded
affidavit signed by the lender. Regardless of which method is used, the appropriate
continuing document must be recorded before the security deed lapses. If the document is
recorded after the deed has already lapsed, it will be of no use or effect.
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In addition to being timely recorded, the continuing document does have to meet
some basic content requirements to be effective. These are briefly described as follows:

Affidavit
If the lender wishes to use an affidavit to continue the effectiveness of a security

deed, the affidavit must:

1. refer to the deed to secure debt, with a notation as to the deed book and page number
at which the deed is recorded;

state the name and address of the holder of the debt and the deed;
describe the nature of the debt (i.e., a promissory note or the like);
state the amount due on the debt;

state the date of the last payment on the debt;

state the maturity date of the debt;

describe the terms of any renewal or extension of the debt;

contain a legal description of the property conveyed by the deed;

v oo N L A W

be recorded in the deed records of the appropriate county;
10. be signed, under oath, by an authorized officer of the lender; and

11. be attested by a notary and an additional witness.

Affidavits submitted for intangible tax purposes are not likely to meet all of these
requirements. The lender must assure that its affidavit contains each of the above elements
if it is to be relied upon to continue effectiveness of the security deed. Once a proper
affidavit is recorded, title will not revert for another seven-year or twenty-year period
(depending upon whether there is perpetual language in the deed) beginning on the maturity
date of the debt as stated in the affidavit.

Renewal/Modification

Unlike the Affidavit discussed above, the renewal document must be signed by the
grantor of the security deed in order to be effective. The renewal must:

1. refer to the deed to secure debt, with a notation as to the deed book and page number
at which the deed is recorded;

2. be signed by the grantor of the security deed;
3. be dated; and
4. Dberecorded in the deed records of the appropriate county.
In practice, the requirements for a “renewal” (the term used in statutory law governing

security deeds) are often met by use of a recorded loan modification signed by the
borrower. Where this is the case, the lender must assure that the minimal requirements
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described above are all met. Once a proper renewal is recorded, title will not revert for
another seven-year or twenty-year period beginning on the date of renewal. It is crucial to
notice that this additional time period is different than the additional time period provided
when an affidavit is used. When an affidavit is used, the additional period begins on the
maturity date of the debt as stated in the affidavit; when a renewal (or modification) is used,
the additional period begins on the date of the renewal itself.

II. Crops, Fixtures, Goods, and Other UCC Collateral

Security interests in equipment, inventory, livestock, crops, and other goods are
governed by Uniform Commercial Code rules, rather than the real property rules discussed
previously. The UCC rules also govern security interests in “fixtures,” which are a hybrid
category of collateral where goods become attached to real property (for example,
irrigation pivots, installed generators, or chandeliers).

A. Attachment v. Perfection

The UCC rules governing continued effectiveness of security interests differ greatly
from the real property rules. First, the UCC rules have two separate concepts for
effectiveness of a security interest, known as attachment and perfection. Attachment
means that the security interest becomes effective as to the collateral between the debtor
(meaning the owner of the collateral) and the lender. This happens once (a) the debtor has
signed a security agreement granting an interest in collateral, and (b) the lender has
extended credit or otherwise advanced funds in reliance on the security interest. It is not
necessary to file a UCCI financing statement or any other public notice in order for
attachment to occur. But attachment is only effective between the debtor and the lender,
and not against other third parties that may have liens in or other claims to the collateral.

Perfection occurs once a security interest has attached and the lender takes the
additional step of properly filing a UCC1 financing statement covering the collateral (note
some special types of collateral such as deposit accounts require different methods to
perfect, such as a control agreement, but those types are not discussed in these materials).
Once perfection is completed, the security interest becomes effective as against third
parties. It also obtains superior priority to all unperfected security interests.

Example 1:

On March 1, Borrower obtains a loan from Bank. Borrower signs a security
agreement granting Bank a security interest in all equipment and inventory of
Borrower. Bank mistakenly fails to file any financing statement relating to the
collateral.

On November 1, Borrower defaults on payment of the loan. As of that time, the
Borrower has no outstanding judgments or other liens against him, and the
Borrower has not granted any other party a security interest in its equipment or
inventory. Can the Bank foreclose on the collateral? Yes. Attachment occurred
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once the Bank extended credit and Borrower signed the security agreement. At that
point the security interest became fully effective between Borrower and Bank. No
other party holds an interest of record in the collateral, so the failure to perfect its
interest is immaterial.

Example 2:

On March 1, Borrower obtains an operating loan from Bank. Borrower signs a
security agreement granting Bank a security interest in all equipment and inventory
of Borrower. Bank mistakenly fails to file any financing statement relating to the
collateral.

On June 1, Borrower obtains an additional extension of credit from FinanceCo.
Borrower signs a security agreement granting FinanceCo a security interest in all
equipment, inventory, and other personal property of Borrower. On June 2,
FinanceCo properly files a financing statement describing its collateral as all
personal property of Borrower.

On November 1, Borrower defaults on payment of the loan from Bank. Can the
Bank foreclose on the collateral? Practically speaking, no. FinanceCo has superior
priority to Bank in the collateral, because FinanceCo’s security interest has been
perfected and Bank’s security interest has not. If Bank forecloses, it will likely be
liable to FinanceCo for all proceeds received from the foreclosure (and potentially
other damages).

Perfection, rather than merely attachment, is crucial for protection of the lender’s
interests against potentially disastrous effects of a bankruptcy filing by the debtor. The
bankruptcy trustee will be treated as having all of the powers of a perfected lien creditor or
bona fide purchaser as of the date the bankruptcy is filed. These powers will be entitled to
senior priority over an attached but unperfected security interest, but junior in priority to a
perfected security interest. In the two examples immediately above, if Borrower had filed
for bankruptcy protection after the security interest was granted to Bank, the bankruptcy
trustee could wholly avoid (essentially erase) Bank’s security interest. Bank would have
no special rights in the collateral, and would be treated as a general unsecured creditor.

B. Effects of Passage of Time

Under real property rules, passage of time can lead to a wholesale lapse of the
security interest. Under UCC rules, in contrast, passage of time can only lead to loss of
perfection. The basic rule under the UCC is that once a security interest is perfected by
filing a financing statement, the lender must file a continuation statement every five years
in order to maintain perfection. More specifically, perfection lapses upon five years from
the date of initial filing unless a continuation statement (using form UCC3) is filed on or
within six months immediately prior to the five year anniversary of the initial filing. If a
continuation statement is filed more than six months prior to the five year anniversary of
the initial filing, it will be wholly ineffective. Similarly, a continuation statement filed
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more than five years after the five year anniversary of the initial filing is wholly ineffective.
Filing within the six-month window is imperative. Thereafter, the lender can avoid lapse
of perfection due to passage of time by filing a new continuation statement within the six
month period immediately prior to each subsequent five-year multiple anniversary of the
initial filing date. For example:

Filing Date Filing Type Potential Lapse Permissible Filing
Date Window

July 1, 2010 Initial UCC1 July 2, 2015 January 1-July 1, 2015

May 9, 2015 Continuation July 2, 2020 January 1-July 1, 2020

April 4, 2020 Continuation July 2, 2025 January 1-July 1, 2025

June 7, 2025 Continuation July 2, 2030 January 1-July 1, 2030

Notice that regardless of the date the continuation statement is filed, the next lapse date
and six-month filing window are always based upon the anniversary date of the initial
filing: not the anniversary date of the prior continuation statement filing. This is a frequent
source of error that leads to loss of perfection.

Example:

Borrower obtains a loan from Bank and signs a security agreement granting a
security interest in Borrower’s equipment. Bank files its financing statement on
August 3, 2015. Bank’s relationship with the Borrower continues, and on April 1,
2020 Bank files a continuation statement. This filing is made within the permitted
six-month window. The Bank employee responsible for calendaring the
continuation misunderstands the rule for calculation of continuation deadlines.
After the first continuation filing, he calendars the next potential lapse date as April
1, 2025 (five years from the continuation filing), and the start of the permissible
six-month continuation window as October 1, 2024.

On December 1, 2024, Bank files a second continuation statement. Believing it has
sufficiently continued perfection, Bank makes no further filings. On September 1,
2025, Borrower files for bankruptcy protection. The trustee seeks to avoid Bank’s
security interest as unperfected. Result?

The trustee wins, and the Bank’s security interest is wholly avoided. The second
continuation statement was filed more than six months prior to the ten-year
anniversary of the initial filing, and therefore was ineffective. Perfection lapsed on
August 4, 2025.

The rules applicable to financing statements filed in the real property records—
fixture filings and financing statements covering growing crops or standing timber—are
exactly the same: continued perfection requires filing a continuation statement on or within
six months prior to every five-year multiple anniversary of the initial filing date. Real
property rules and timelines do not apply simply because the filing is made in the real
property records. An exception exists where a security deed itself is filed as a fixture filing
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(in other words, where the security deed is properly filed and by its own terms covers
fixtures of the debtor). In that situation, the real property rules regarding lapse apply to
cause the security interest in fixtures to be unperfected on the date that the security deed
lapses under real property law.

C. Effects of Repayment of Secured Debt

Under UCC rules, the effects of repayment of the secured debt on enforceability of
a security interest are determined primarily by the security agreement itself. An automatic
total “lapse” or termination of the interest in collateral is not mandated by law if the terms
of the security agreement cover future advances or some other outstanding debt. Of course,
if and when a security agreement provides for termination upon repayment, termination
will occur. Similarly, if the security agreement only covers a specific identified debt, then
on repayment of that debt the security interest will terminate as a matter of contract.

Example 1

On June 1, 2015, Borrower obtains a loan from Bank with a five-year term to
purchase certain equipment. Borrower provides a promissory note to the Bank for
the amount of the loan, and signs a security agreement that purports to grant a
security interest in all of Borrower’s inventory and equipment to secure that
identified note and any renewal or extension thereof. There is no additional dragnet
clause.

In May of 2017, Borrower obtains a second loan from Bank with a ten-year term.
Borrower provides a promissory note for the amount of this loan, but does not sign
anew security agreement. Bank expects the loan to be secured by the 2015 security
agreement.

Borrower timely repays the 2015 loan in full on May 29, 2020. A substantial
balance remains unpaid on the 2017 loan. Nonetheless, Bank’s security interest
terminates on May 29, 2020 because the only debt secured by the collateral has
been satisfied without renewal or extension. The 2017 loan was a separate
obligation.

Example 2

Assume the same facts as in the prior example, except that the 2015 security
agreement stated it would secure the described 2015 promissory note and all other
debts thereafter owing by Borrower. In this scenario, Bank’s security interest
would remain effective until all of Borrower's obligations to Bank are repaid.
Further, unless the security agreement provides otherwise, the security agreement
can “spring” back into force if Bank extends new credit to Borrower after all other
obligations have been repaid.
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The above discussion concerns enforceability of the security interest, or
attachment. It does not concern perfection or filing. In most states, a creditor is free to
obtain a wide-ranging security agreement with a dragnet clause, file a financing statement
covering the described collateral, and then simply keep the financing statement valid
through continuance even if all debts are repaid unless the debtor specifically demands that
the financing statement be terminated. This practice (known as use of a “naked financing
statement”) is done because, (1) again, the effectiveness of the security interest can spring
back into life when the creditor extends new credit to the same debtor, and (2) priority of
a perfected security interest dates from the first to occur of filing or perfection. Because
the creditor’s financing statement is kept valid through continuation, the priority of this
new “springing” interest will date back to when that creditor’s financing statement was
first filed—which could be years earlier than extension of the new credit.

Georgia does not wholly forbid this practice, but it is partially restricted. In most
states, unless the collateral is consumer goods, the creditor has no obligation to file a
termination statement when the secured debt is repaid unless the debtor specifically
demands that the creditor do so. In Georgia, the law obligates a lender to file a termination
statement within 90 days after full repayment of all secured obligations, unless an
outstanding commitment to lend remains in effect (a line of credit or the like). So lengthy
reliance on naked financing statements is a violation of the law. But once again, filing
financing statements, continuations, and termination statements are matters of perfection.
The lender could, if it were so inclined, file a termination statement but rely on the same
underlying security agreement (assuming it contains a sufficient dragnet clause) to secure
a new extension of credit to the debtor. The lender would need to file a new financing
statement at that time in order to perfect. But since there is no “backdating” effect of
priority to the initial filing, there is minimal advantage to this approach. In practice it will
often be riskier than assuring proper documentation is acquired with each separate loan.
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