SECURED TRANS. IN REAL PROPERTY – SCHECTER SPRING 2005

I. First, is a Deficiency Judgment Barred by 580d?

a. General Rule

· Creditor cannot recover deficiency after a NonJudicial Foreclosure against debtor’s security.  This defense CANNOT BE WAIVED.  580d does NOT bar, however, deficiency following a Judicial Foreclosure.


deficiency: Difference b/t principal obligor’s debt & amount realized from sale of security.

** NB Although JF preserves the CREDITOR’S right to seek deficiency (under 580d at least), it also preserves the DEBTOR’S RIGHT OF REDEMPTION.
RIGHT OF REDEMPTION:  D can buy property back w/in one year for the price of the winning bid at the foreclosure sale.  Redemption rights remove creditor’s incentive to bid too low at the sale since property could just be redeemed for that low amount.  

Redemption rights can be sold.  If the debtor, during the year, sells its right to redeem (i.e.:  conveys it to the secured party), we call this “clogging” the equity of redemption.  This obviously eliminates the power to redeem. 


A junior lienor is NOT barred from a deficiency judgment by section 580d when the senior elected the NJF:  580d ONLY bars the party who elects the NJF.  This is true even where the JL purchases the property at the SL’s foreclosure sale. Walter Heller Western v. Bloxham 
b. Guarantors and Waivers
SURETYSHIP DEFENSES: (Exhaust. + not more burdensome + unilateral change + Gradsky + Revocation of continuing) (ALL ARE WAIVABLE PER §2856)) 
□ Exhaustion of Remedies:  §2809[1]:    Surety can force Creditor to first exhaust remedies against Debtor before going after the surety (i.e., guarantor is only secondly liable).  This right can be waived so long as there is language expressing an intent to do so per § 2856.
□ Not More Burdensome: §2809[2]:  “Surety’s obligation must not be more either larger in amount or “more burdensome” than that of the principal obligor, and if it is it will be reduced to match the principal’s obligation.  I.e.:  
- Easy cases:  

- If primary obligation is extinguished, guarantee is extinguished also (unless waived).
- Suppose a note for 100K secured by a non-recourse hypothecation of property worth 200K.  Assume default on the note, and foreclosure on the hypothecated property.  The third party who hypothecated the property gets back whatever amount over 100K is received at the foreclosure sale [as would a debtor who hypothecated property worth more than the amount of their principal obligation.]
- Debtor has nonrecourse with no collateral, Guarantor has recourse with collateral, Guarantor’s is more burdensome and thus his obligation is reduced to match the principal’s obligation.

- Hard case:
Riverbank:  Debtor had nonrecourse vs. Guarantor w/ recourse only to a percentage of the debt.
**Hard b/c it’s apples to oranges:  in some respects, it’s a greater oblig., but in some it’s less.
□ Unilateral change:  Guarantor can defend an action by Creditor on the basis that the underlying agreement b/t Creditor and Debtor was changed without his assent.  Where a Note is secured by a guarantee, creditor and debtor can’t just extend the time for payment unilaterally:  they have to get the permission of the guarantor. See, e.g., Gradsky.

**For a discussion of why extension of time to pay can impact the guarantor, see Lennar, p. 22

□ Gradsky:  A lender is estopped to recover a deficiency judgment/balance due against a Guarantor when it NJFs against primary obligor’s security.  This defense can be WAIVED.
ESTOPPED:  This results follows not b/c §580d itself bars deficiency against Guarantor, but b/c §580d bars deficiency judgment by Guarantor against the Debtor following Creditor’s NJF.  NJF renders meaningless Guarantor’s subrogation rights to recover deficiency against Debtor.

SUBROGATION:  stepping into the shoes of Creditor. If Guarantor pays the Creditor on behalf of principal Debtor, Bank assigns its rights and Guarantor now holds Bank’s rights by subrogation, and can thus pursue either judicial or non-judicial sale of security.  

If Guarantor NJFS after stepping into the shoes of the creditor, he is barred from obtaining deficiency judgment against the principle debtor, just like Creditor was.

And, Creditor is barred from seeking defic. b/c of its OWN NJF, so Guarantor is also barred.
WAIVED:  (Cathay + §2856)

i. Under Cathay, effective Gradsky waivers must imply (1) that destruction of subrogation rights creates defense to deficiency and (2) that Guarantor now waives the specific defense.
≠ Cathay ¶4 (“Guarantor shall be liable to Bank for any deficiency resulting from the exercise by it of any such remedy, even though any rights which Guarantor may have against others may be destroyed.”)

≠ Cathay ¶5 (“Guarantor waives any defense arising by reason of any disability or other defense of debtor.”)


ii. 2856 purports to allow Gradsky waivers so long as there is “an expression of intent” to do so, and w/o regard to the inclusion of any particular language in the K or references to statutory provisions or judicial decisions.  
1. §§2856(c)/(d) create safeharbor language that DOES NOT APPLY to waivers by guarantors of Purchase Money transx (though such waivers are allowed).
2. Accordingly, a g’y for a PMTD on residential property may still be governed by Cathay b/c 2856 doesn’t apply (i.e., 2856 excludes residential property, implying a higher standard for an effective waiver). 


iii. But, even after 2856, Gradsky waivers must be explicit to some degree:  it would be hard to imagine a court finding waiver from language stating “I waive all defenses.”

iv. It’s not clear that there can be a post-default Gradsky waiver.
=? If Guarantor purports to waive Gradsky defense as part of a forbearance agreement w/ Creditor AFTER Debtor defaults, it’s possible that waiver is ineffective

ARGUMENT AGAINST ALLOWING POST-DEFAULT WAIVER:  it may be too much overreaching inherent when a party is faced with threat of foreclosure


LIMITATION ON THE GRADKY DEFENSE:
Holder of VPMTD is immune to Gradsky defense in his action for “deficiency” against guarantor following his own NJF.  I.e.:  VPMTD Holder’s NJF will not estopp Holder’s action against guarantor to recover balance on the note.  Bauman v. Castle

RATIONALE:  580b:  A VPMTD holder can’t destroy the purchase money nature of their TD by transferring it to a third party, whether the transfer is through a sale or through a third party taking the holder’s place through subrogation as a surety.  Accordingly, the guarantor’s subrogation rights would NEVER have included the right to seek deficiency b/c of 580b even if the foreclosure was JUDICIAL, so the VPMTD holder’s NJF did not further impair their subrogation rights.


□ § 2815 provides for revocation of continuing guarantEES at any time

- 2815 also allows revocation of non-debtors’ continuing pledge agreements (i.e.:  3rd party gives Creditor a possessory interest in collateral securing Debtor’s obligation).  Pearl

- Guarantor MAY WAIVE the § 2815 right to revoke a continuing guarantee.
≠ Pearl (PRE 2856 case, no waiver where k didn’t mention 2815 by name or specifically state Guarantor may not revoke the continuing security interest at any time as to future advances made by Creditor to Debtor.  These may not be required after 2856.

- Any purported § 2815 waiver must use clear language

** 2815 probably would not allow revocation of a continuing “lent collateral” agreement b/c there is no collateral provided by a third party.  2815 presupposes a suretyship.


HYPOs and Implications of non-waivability of §580d vs. waivability of Gradsky
(1) collateralized guarantee (i.e.: a guarantee secured by a TD on real property): Creditor NJFs against the collateral securing the guarantee (in contrast to the primary obligation).  580d bars deficiency against guarantor’s personal assets even if there is a valid Gradsky waiver b/c Guarantor is the primary obligor on his guarantee.

(2) LENT COLLATERAL AGREEMENT (LCA) (i.e.:  3rd party transfers property to Debtor, who then uses that property as collateral to secure Note in favor of Creditor).  580d bars deficiency if Creditor NJFs against that collateral even though the ownership of the real property stems from a third party.


(3) NON RECOURSE HYPOTHECATION (NRH) (i.e.:  3rd party, w/o offering to be personally liable (and thus not issuing a guarantee) in the event of Debtor’s default on Note to Creditor, agrees to allow Creditor to look to collateral ONLY if Debtor defaults).


**Some banks prefer NRHs to LC b/c having more than one party involved lessens the harm that would result by one filing for bankruptcy.  Others prefer LC b/c dealing w/ just one party is cleaner.
(4) NOTE SECURED BY TD FROM DEBTOR AND COLLATERALIZED GUARANTEE:  
If Creditor NJFs against debtor's real property:  580d does NOT apply to protect the Guarantor against deficiency b/c debt that was secured by the real property that was then subjected to the NJF is not the same as the Guarantor’s debt (the guarantee).  I.e., 580d is “debtor specific.”
- (a) If there IS a valid Gradsky waiver, Creditor sue Guarantor for deficiency and foreclose on the Guarantor’s security.


- (b) However, if there IS NOT a valid Gradsky waiver, Creditor is barred from proceeding against BOTH (1) the guarantor personally for deficiency (b/c of Gradsky itself) AND (2) the Guarantor’s collateral (b/c since the Gradsky defense eliminates personal liability, then the lien securing that personal liability also evaporates).

c. Sham Guarantees
If the Principal Debtor (or someone already personally liable for his debts BY LAW) purports to take on additional liability as the Guarantor, the guaranty adds nothing to the primary obligation and is a SHAM.  However, a sham guarantor could be ESTOPPED from asserting the defense.

SHAM = b/c the guarantor is not a true guarantor, but simply the principal debtor under a different name, the guaranty is a nullity and thus the purported guarantor is treated (and gets the protections) of a principal debtor.  E.g.: 

- the anti-deficiency protections after NJF apply as though the sham guarantor were a P.O.

- it is irrelevant that a sham guarantor waived the Gradsky defense (b/c Gradsky is no issue w/o a guarantee)


BY LAW 
= Prior to Probate Code §18000, the trustee of an intervivos revocable trust was personally liable for the debts of the trust.  Thus, when an intervivos trust was the principal obligor on a debt subject to the anti-deficiency laws, a guaranty of that debt by the trustee was ineffective b/c the trustee was already liable for the debts of the trust:  the trustee’s “guarantee” was a sham, and the trustee was deemed the principal obligor for purposes of the anti-deficiency laws.  
= Torrey Pines v. Hoffman

=?!? Cadle: Even though Probate Code § 18000 made post-1987 trustees NOT personally liable on their trust’s ks, Cadle overlooked this change and assumed that transx analogous to Torrey Pines v. Hoffman are ALWAYS sham guarantees.  Though this is clearly bad law, it has the effect of dissuading lenders from accepting guarantees from trustees that secure trusts’ debts.

= General Partners are liable for the debts of their partnerships (e.g., River Bank v. Diller)
≠ Limited Partners are not already liable for the debts of their partnerships, thus they are not necessarily sham guarantors when they act as surety for their partnership (though they could be if they were already personally liable for some other reason)

ESTOPPED:  Assuming a sham guarantee (i.e.:  purported guarantor was already personally liable), might the sham guarantor be estopped from asserting the defense, and thus be treated as a true guarantor (i.e.:  and thus able to waive anti-deficiency protection with a valid Gradsky waiver)?

≠ River Bank v. Diller:  Where the lender is driving the structure of the transx then the primary obligor is not estopped from asserting a sham guarantee defense.

= If the structure had been at their insistence, a purported sham guarantor would not be able to argue sham defense and would thus be treated as a true guarantor (and able to waive surety defenses).
Principal Debtor: It is a factual question whether a person is true guarantor or a principal obligor. This is deadly to the lending industry and can’t document around this.  I.e.:  even if a shell CORPORATION is used (and thus the “guarantor” is not literally legally liable for its debts), if it was only done to artificially bifurcate, it’s a sham and the guarantee will be a nullity.

NOTE ON ARTIFICIAL BIFURCATION OF DEBTORS (i.e.:  turning a debtor into a SHAM guarantor)
Turning a primary obligor into a guarantor would circumvent anti-deficiency protection b/c Gradsky and other surety defenses can be waived while 580d cannot (for primary obligors).  By splitting the solvent debtor from ownership of real property (i.e.:  give real property to a shell, make true debtor give a “guarantee” and waive Gradsky), this preserves the ability to NJF and then go after the debtor’s assets as though the debtor were a guarantor.

Terminology:  artificial bifurcation of the debtor IS a sham guarantee.

**So, this is one scheme lenders use to try to circumvent anti-deficiency statutes.  Others are related:  artificial fractionalization of debt, and some of the stuff we see under 580b recharacterization.


To effectuate a bifurcation that would defeat a sham guarantee defense, banks should:

(1) make sure the Primary Obligor has assets rather than being a newly formed shell company 

(2) document an inquiry into whether guarantor and P.O. are EACH credit worthy.
[b/c just looking to one tends to support the idea that the bank regarded them as the same and was thus merely trying to circumvent 580d with an artificial bifurcation of the debtor]

(3) draft a “purpose clause” that says why the structure was formed this way

(4) draft an “Opinion of counsel”:  we are debtors counsel, explained structure to debtor and debtor agreed this is not a sham (this may or may not fly).

** None of the above are magical, but they may help to bifurcate when that seems convenient

d.  Section 580d and Full Credit Bids 
- Foreclosure sale mechanics:  Bids are offers to pay the debtor for their property.  
- If the bank’s bid is highest, the bank is effectively telling the debtor that it will forgive the debt in the amount of the bid (and if the bid is for the AMOUNT of the debt, i.e.: if the entire debt is “bid in,” it’s a “Full Credit Bid”).  
- If an unrelated third party’s bid is highest, they give the debtor cash, but the debtor is obviously obligated to transfer that cash to the bank immediately to satisfy the debt.

- Effect of Full Credit Bids (FCBs):
General Rule:  An FCB conclusively establishes that there has been no impairment of security.  Thus, an FCB generally bars subsequent actions brought by the lender, including for deficiency, and for waste to the property (but see fraud exception below in Alliance).

waste:  occurs when someone makes alterations that impair the rights of a third party who has interest in the property.  See, e.g., §2929 (“no person whose interest is subject to the lien of a mortgage may do any act which will substantially impair the mortgagee’s security.”)


Ex:  Life tenancy. O to A for life, remainder to B. A owns the property starts cutting timber and mining minerals. B (remainder-man) could sue for waste b/c it decreases the value fo the land.  

Ex: Landlord. Tenant on RP.  Tenant makes changes to RP. Tenant puts in a spa and a wetbar.  Default rule at common law, was that tenant can’t make changes: ameliorative waste: even if you increase the value, this is still waste.

Ex:  Taking property subject to a lien, property owner has duty not to impair the value of the land b/c to do so would impair the third party’s security interest.

Ex:  Landlord who gives TD on property amends lease in a way that hurts security interest of lienor (amd. may be extinguished; see R Ranch below)
- Actions for GOOD FAITH waste (i.e.:  waste as a result of mkt. downturn, in contrast to torching the place) are barred when § 580b/d would bar deficiency, even in the absence of an FCB.  
= Corenelison v. Kornbluth (no GFW following NJF)    

Rationale:  good faith waste is analogous to an action for deficiency: it’s saying that the debtor’s security, through no fault of the debtor, is not sufficient to satisfy an obligation, and thus barred by § 580 whenever the provisions of that section would apply to bar an action for deficiency.

**Cornelison does NOT decide whether §580 would bar BAD FAITH WASTE:  arguably, there could be an action for bad faith waste following an NJF (so long as there has not been an FCB, below).

**CRITIQUE OF CORNELISON RATIONALE (and possibly result):  (1) It’s not clear that we can even distinguish GOOD FAITH from BAD FAITH waste.  (2) The court strangely seems worried that charging a debtor for both good faith waste and k damages would be DUPLICATIVE, when really they would be cumulative.  So, it’s at least possible that Cornelison should be overruled to allow good faith waste actions notwithstanding §580.
 
**Remember, waste is a tort claim, not a K claim, and thus is not an antideficiency issue per se, but Cornelison borrowed from the antideficiency policy.


- Actions for waste (whether good or bad faith) are barred by an FCB, b/c the FCB establishes that there has been no impairment of security.  Corenelison.
(See below for discussion of Waste as the result of a breach of a covenant.)

FRAUDULENT INDUCEMENT EXCEPTION TO THE FULL CREDIT BID RULE:
To the extent the lender’s FCBs (and not just their loans) were proximately caused by Δs’ fraudulent misrepresentations, and this reliance without independent or additional inquiry was either appropriate given the context of the relationship or was not otherwise manifestly unreasonable, the FCB rule does not apply to bar the lender from maintaining a fraud action to recover damages from a nonborrower third party who fraudulently induced the lender to make the loans. Alliance/Michaelson v. Camp

**Rationale:  if the lender was defrauded into making a full credit bid, the full credit bid rule should not apply b/c the bid cannot be deemed an admission of the property’s value.

FCBs:  ≠ Michaelson, (Lender did not allege their FCB was fraudulently induced; not enough that their loans were fraudulently induced by the appraiser).

proximately caused:  w/o the fraud, the bid would probably not have been made.

not manifestly unreasonable  ≠ Michaelson, unreasonable to rely on old appraisal where new appraisal showed property was worth less than the FCB amount (moreover, even if somehow reasonable b/c party itself didn’t know of appraisal they are judicially estopped from asserting they didn’t know b/c they got the benefit of “knowing” to obtain relief from bankruptcy stay when they showed the property was overencumbered).

nonborrower third party who fraudulently induced the lender to make the loans.  

**Alliance/Michaelson should probably be read to suggest that a fraudulently induced FCB is no FCB at all; accordingly, any waste actions against the borrower that were arguably extinguished by the FCB would ALSO be revived (subject of course to Cornelison, above – i.e., even in the absence of a FCB, there can still be no action for good faith waste).


SUBSEQUENT PURCHASER LIMITATION ON THE FCB RULE:
If a party relies upon a fraudulent misrepresentation in taking ANY action, their fraud cause of action is not barred simply because a subsequent loan purchaser made an FCB that was NOT fraudulently induced. = First Commercial v. Reece (FC can bring fraud claim after it repurchased property from Nationwide alleging it relied on misrepresentation when it agreed to indemnify Note purchaser even though Nationwide, while it held a lien, made an FCB that did not rely on the misrepresentation)

MISC. FCB Points:
**One cannot repurchase the loan following a foreclosure at which property is purchased for a full credit bid b/c such a bid extinguishes the loan, releasing the borrower from any further obligation under the defaulted note.  The repurchasing lender acquires the property not the loan.  See FC v. Reece.

**If an innocent third party makes a full purchase at a foreclosure sale, the lender is fully compensated, and thus has no fraud/waste cause of action.  The third party purchaser would not have any recourse against a fraudulent appraiser b/c they are not in K privity with anyone.

e.  NOTE ON INTERACTION B/T K and Tort
(1) BREACHES THAT IMPAIR SECURITY INTERESTS

Breaches of covenants that have the result of impairing a party’s security interest may give rise not just to actions for breach of K, but also to actions for waste (i.e.:  tortuous breach).  This blurs the line b/t tort and k, and it’s unclear exactly WHEN the breach of a covenant can give rise to a tort.  The distinction is important b/c torts can create punitive damages whereas k breaches cannot.  

impairing a party’s security interest = Nippon (Failure to perform covenant to pay property taxes on property that served as security (b/c property tax lien would enjoy priority of the bank’s lien and they would have to pay the taxes before foreclosure.))

FACTORS FOR WHEN BREACH OF A K THAT IMPAIRS SECUTIRY INTEREST is WASTE:  

□ Non-recourse obligation.  NRO borrowers have a special responsibility to protect an asset of theirs that they have pledged to another as the sole security for repayment of a debt and thus there are circumstances where a non-recourse borrower should be liable for waste, including the failure to pay real property taxes.  But, whether a loan is recourse or non-recourse is just a factor in determining bad faith waste:  non-recourse gives more of a flavor of bad faith.
= Nippon (non-recourse borrower impaired sole security)  


□ SOLVENT DEBTOR:  a debtor that can pay but is choosing not to seems more indicative of bad faith than a debtor that has fallen on bad times generally.
= Nippon (Diller very wealthy)


**Strange result from the Nippon Doctrine:  Debtor’s intentional failure to pay on a Note to a JUNIOR LIEN HOLDER is merely a breach of K, but failure to pay a SENIOR LIENHOLDER impairs junior’s security interest (i.e.:  increases likelihood senior will foreclose thus extinguishing junior’s lien), so it could possibly be a tort.  

(2) TORTIOUS BREACH vs. FRAUDULENT INDUCEMENT

CA caselaw doesn’t recognize tortious breach causes of action b/c we want to allow parties to intentionally breach a k when doing so would be efficient.

HOWEVER, Robinson Helicopter recognizes a “fraudulent inducement” cause of action, that demands proof that a party entered a K WITH NO INTENT EVER to perform (a high bar).

An M&I clause in a K, however, could keep out some useful evidence that Δ entered a k w/o ever intending to perform.  Still, there might be some evidence not in the form of side promises that would not be barred by an M&I clause that would still tend to show that a party entered a k with no intent to perform.
II. Second, is a Deficiency Judgment Barred by 580b?
a. Overview of 580b
580b is an independent bar to deficiency:  a party that is not barred by 580d MAY STILL be barred by 580b (they have to clear BOTH hurdles). Whether 580b applies depends on the nature of the underling debt: it applies REGARDLESS of whether the foreclosure was judicial or non-judicial. 

Ability to get a deficiency judgment:

	
	Residential
	Commercial

	VPMTD (Vendor)
	NO deficiency
	NO deficiency (except for the narrow exception in Spangler)

	LPMTD (Lender)
	NO deficiency 
	YES deficiency



Purchase Money Defined:  deed of trust or mortgage given to vendor/lender to secure payment of the balance of the purchase price of that real property or estate for years therein.

Illustrations of Purchase Money 
1. PMTDs Securing Purchases of REAL PROPERTY (VPMTD + LPMTD +V/L Combo + Land Sale)
A. VPMTD (two party transx)
Vendor sells real property to purchaser. P gives V some cash for a down payment (not required to characterize this as purchase money) a note for balance of purchase prices and trust deed. 


B. LPMTD (three parties) (all cash to seller; vendor cashed out)
Vendor sells to P. P borrows from lender. Loan proceeds go from lender to vendor. Down payment provided by purchaser. Purchaser provides a note and a purchase money trust deed in favor of lender. Lender remains the only secured party in the picture as the vendor is paid off.

C. Combination V/L PMTD (vendor not cashed out)
If a purchaser can’t secure a loan from a Lender for a sufficient amount, they may get as much as they can from the lender (in exchange for a trust deed on the property they’ll purchase with the proceeds) and a loan for the remainder from the vendor (in exchange for a trust deed on the property as well).

Here, both the lender and the vendor hold PMTDs on the same property.  Lender is going to insist on being the first trust deed and vendor will have to take the second priority trust deed.

FORECLOSURE SALE MECHANICS HERE:
i. If senior forecloses, proceeds from the foreclosure sale that exceed the amount owed to the senior will go to the junior

ii. However, the junior might not be totally paid off.  If the junior is holding purchase money, they CANNOT recover deficiency (i.e.:  can’t sue for the difference b/t the amount they get at the senior-initiated foreclosure sale and the note they hold) b/c 580b applies by its terms.


D. VPMTD Land Sale K (aka installment sale k):
Vendor keeps title to property, purchaser pays off over time and ultimately the purchaser gets the property. This is stupid for vendor, so the scenario doesn’t come up much.  But, if purchaser defaults on the K, V can ONLY get the land “back” (recall, he kept title); he can’t also sue for the balance of the K.

E. “INTEREST SPINOFF PMTD” [relate to artificial bifurcation of debt]
When, as part of a workout b/t a debtor and a creditor holding a PMTD, the Debtor issues a second Note that evinces the obligation to repay interest that accrued on the first PMTD and secured by the property, the second note is still PROBABLY a PMTD.

I.e.:  Spinning off interest into a new secured note shouldn't change the underlying characterization of the obligation.  See discussion of Guardian Savings and Loan v. MD
VV
VVefas

2. LEASEHOLD PMTDs Securing Purchases of ESTATES FOR YEARS in Real property.
A long-term lease can serve as collateral on an obligation. The leasehold itself forms the collateral.
A. Illustration of a leasehold PMTD
i. VENDER HELD:  L leases longterm to T1 at a below market rate.  T1 assigns (i.e.: NOT a subinfudation) to T2, and is accordingly out of the chain.  However, T1 takes back a Note and a TD on the leasehold, where if T2 defaults on the Note, T1 can foreclose on the leasehold but not get deficiency per 580b.

ii. LENDER HELD:  L leases longterm to T1 at a below market rate.  T1 wants to assign to T2.  T2 goes to a bank to get financing, gives a Note to bank secured by a trust deed on the leasehold.  T2 gives the proceeds from the loan to T1, who steps away.

B. Risk of destruction of leasehold collateral
T1 defaults on the rent, they get evicted and the landlord terminates the lease. As a result the security interest of any lender/vendor holding a TD on the leasehold disappears. I.e.: the lender risks destruction of their collateral.

SOLUTION:  Thus if a lender/vendor takes back a TD secured by a leasehold, they want a cure agreement b/t landlord and lender which provides that the lease isn’t terminated if T1 defaults.  

b. Rationale of 580b (prevent overvaluation + avoid aggravation of downturn)
1. Avoidance of overvaluation  
CRITIQUE:  Vendors aren’t really going to sell for a lower amount b/c they know a deficiency is unavailable.  They’ll gamble by taking back an inflated note, and hoping that the property will go up in value or that the purchaser will be able to make the payments.


2. Avoidance of aggravation of economic downturn

CRITIQUE:  580b does not prevent the risk of downturn; it merely reallocates it:  now it’s the VENDORS who are more screwed in a downturn, because they can’t get deficiency.  This reallocation may or may not prevent aggravation of a downturn.


c. Waiver by implication:  Case Law Exceptions to 580b (Refinance + Construction)
□ Anyone who refinances loses 580b protection.  Union Bank v. Wendland

refinances:   At the margins, it can be hard to tell what a “refinance” is:
= new lender comes and pays off old lender (by nominally flowing money through the debtor)

=? Same lender reworks the agreement.  I.e.:  we should note that it’s at least possible a workout will be deemed a refinance for purposes of Wendland.

Reasons why Wendland is questionable:


- Divided court in this case:  unusual 1-1-1 decision.

- The court’s 580b discussion is dicta b/c the case could have been decided on 580d alone.

- Could argue that if the waiver of 580b resulting from the refinancing was not disclosed to debtor it’s unconscionable, and thus unenforceable.

- There may be no principled distinction between an assignment of purchase money paper and the refinancing of the same obligation, but the Wendland rule creates a distinction: the assignee would be barred by 580b, but the refinancing lender would not:
- ASSIGNEE: debtor has given a purchase money note and trust deed to lender #1. Now lender #1 assigns its position to lender #2 in exchange for money.  If lender #1 is barred then so is lender #2, his assignee. Assignment would not destroy 580b.


- REFINANCING: Now, instead of an assignment, lender #2 documents the same transx a different way. Money flows nominally through debtor and the debtor executes a new note and trust deed.  Here there are just new pieces of paper.  Prof says this qualifies as a refinancing. Here 580b protection for the debtor would be destroyed.
□ Spangler + Deberard:  Although 580b generally bars deficiency after foreclosure on a VPMTD on commercial property, even by an SOJL, it stops barring deficiency on a VPMTD2 where a pronounced intensification of the property’s ANTICIPATED post-sale use both requires and eventually results in Purchaser obtaining a construction loan secured by a TD on the property that requires the vendor to subordinate his (formerly first) TD to the bank’s TD (Spangler)
AND EACH OF (Deberard interpretation of Spangler rule)
□ the construction loan’s value dwarf’s that of the property value at the time of sale
RATIONALE:  Where vendor’s note is for much less than the subsequent construction loan, there is no way the vendor would be able to COMPETITIVELY BID IN at the foreclosure sale held by the senior construction loan holder, thus his ONLY recourse might be deficiency.
□ a change in use substantial enough to suggest that 
(1) purchaser is in a better position than vendor to assess property’s possible value and to assess property’s possible value vs. risks of the development venture

(2) conferring 580b protection would unfairly thrust the risk of the failure of the commercial development upon the vendor
I.e.:  the success of the commercial development depends upon the competence, diligence, and good faith of the developing purchaser
 
= Spangler (580b doesn’t bar vendor following sub to construction loan to finance office building on residential lot) 
RATIONALE FOR DECLINING TO APPLY 580b TO SOJL HERE:  With this construction subordination context, the parties anticipate a change in the use and value of the property that secures the loan.  The purchaser is in a much better position than the vendor to evaluate the value of the security because he best knows what's going to happen with the property.  So, 580b’s effort to shift risk to the VENDOR does not make sense in this context.

This contrasts with the ordinary purchase money transx.  If the purchaser applies to an institutional lender for financing but cannot get sufficient financing from the lender, that's a signal to the vendor that perhaps the property is being overvalued.  It means that the lender is refusing to extend financing precisely because the property is not worth the price.  Thus, if a vendor has to take back paper in an ordinary standard purchase transx, that should warn the vendor the something is wrong (i.e.:  that they should be agreeing to secure a loan for this amount with this piece of property).  If they extend financing, then, it seems appropriate to allocate them the risk of default (i.e.: by preventing them from obtaining deficiency) because they are assuming it.



Grey Areas after Spangler: 

- Issue of when residential space transforms into commercial (which is crucial b/c this Spangler exception to 580b applies only to commercial property)

- Purchase money v. construction: remodeling loan

- What if structure doesn’t change, but nature of use does
**the greater the change in use, the more likely Spangler will apply b/c it then gets harder and harder for the vendor to value the security.

HYPO:  What would be the effect of the construction loan being outside of the contemplation of the parties at the time V decides to extend financing?  PROBABLY STILL WITHIN THE SPANGLER EXCEPTION.  On the one hand he doesn’t NEED to consent to subordination to effectuate the transfer of his property (making him less sympathetic, and thus a better candidate for restriction by 580b).  On the other hand, V is still at an information deficit, and the value of his security is at the mercy of the success of P’s business venture.


NOTE ON WAYS TO ENFORCE A K REQUIRING A PARTY TO SUBORDINATE  
If V breaches the k to subordinate, P/L have a few remedies:

· Equitable subordination:  court subordinates the vendor’s TD to that of the Bank, but not if the bank has “unclean hands” (i.e.:  bank can’t get equitable subordination if it has done terrible things to debtor to the injury of unsecured creditors). 


· Third Party Beneficiary Doctrine
· The bank probably could enforce vendor’s promise to subordinate under a third party beneficiary theory, since k with the purchaser was made for the benefit of the construction lender.


**Note that the above are NOT indpenedant theories:  the bank would have to invoke the third party beneficiary doctrine to achieve equitable subordination b/c it is not in privity of k with the vendor.

**In addition to a contractual subordination, the lender will sometimes require the vendor to reconvey the formerly-first trust deed and then rerecord it, so that it is junior in time to the bank's new trust deed.


d. “Express” waiver?  (Not in K, but consider choice of law)
1. 580b cannot be expressly waived, even in exchange for new consideration following the original purchase money sale.  Deberard 
I.e.: Spangler is limited to changes in the USE of the property.  Changes in financial structure do not waive 580b.

** This is true even though § 2953 does not expressly prohibit express 580b waivers.

2. However, 580b can be “avoided” through an ENFORCEABLE choice of law (COL) provision electing to govern parties by the law of an outside jdx.  Guardian S&L v. MD 

enforceable:  Since 580b is a fundamental California policy per Guardian, choice of law provisions that elect jdx. w/o 580b are enforceable ONLY if both (1) either (a) the parties or the transx. have a SUBSTANTIAL CONNECTION to the chosen state or (b) there is some other reasonable basis for selecting the jdx. AND 

(2) California’s interest in the particular issue is LESS THAN that of the proposed forum state.  §187.


SUBSTANTIAL CONNECTION 
≠? Probably no substantial connection if out of state party is merely a shell corporation created in an attempt to use choice of law.

≠? A court might even see through passing title through a PREVIOUSLY EXISTING out of state corp. and find no substantial connection, thus voiding the COL clause.


**Explanation of above rule statement:  Per § 187, to be enforced, COL provisions must be BOTH (1) EITHER (a) be b/t parties or in a transx with a SUBSTANTIAL CONNECTION to the chosen state OR (b) have some other reasonable basis . . . 

AND 

(2) [Not contrary to fundamental policy of CA, UNLESS] California’s interest in the particular issue is less than that of the PROPOSED forum state.

FUNDAMENTAL POLICY:  580b is a fundamental CA policy, thus COL provisions that opt out of 580b conflict with this fundamental policy.  Guardian.  Thus, we ALWAYS have to compare CA’s interest in the matter to that of the forum state.

e. Recharacterization
i. RECHARACTERIZATION OF LIENHOLDERS AS VENDORS

FACTORS PRESENT IN VENDOR RECHARACTERIZATION CASES:
A non-vendor lienholder may be characterized as a vendor for 580b purposes by enabling others to transfer (generally over-encumbered) property in order to benefit the LIENHOLDER’s security interesT in the property.
RATIONALE:  this is the same benefit true vendors get when taking back PMTDs, so apply 580b.
□ LIENHOLDER:  In each case, the party recharacterized as a vendor is (1) an UNDERSECURED JUNIOR LIENHOLDER (2) who ACTUALLY KNEW the property was overencumbered.
= Shepherd, LaForgia, Costanzo
□ UNDERSECURED JUNIOR LIENHOLDER:  HOWEVER, it’s possible that a senior lienholder could be recharacterized.  For a senior lienholder to be recharacterized, however, their security interest would probably have to be benefited.  This would require that the amount of the senior’s Note EXCEED that of the property’s value.  In this way, a senior lienholder’s security is at risk in the same way that a TD2 is:  he risks not being able to recoup the value of the Note at the foreclosure sale, and is thus “undersecured.”  It also might be enough for recharacterization that the SL would get a windfall from the replacement of an insolvent debtor with a solvent debtor.
=? FMC (SL becomes vendor by allowing rollover to FMC LLC).

**Similarly, a junior lienholder who is NOT UNSECURED seems to be a poor candidate for recharacterization b/c their security interest is already healthy in most respects.  We would likely have to see a significant benefit to enabling the transfer (i.e.: a much more solvent debtor) in order to recharacterize a fully secured junior lienholder.

However, it seems likely that the creditor MUST be undersecured in order to be recharacterized as a vendor.  If not undersecured, the only benefit to either a junior or senior in substituting a more solvent debtor is avoiding the hassle of foreclosure, which is MUCH LESS than the benefit an undersecured party gets from a more solvent debtor.  Moreover, such a broad constx. would make transfers of encumbered property very difficult, which would be inefficient.

□ ACTUALLY KNEW PROPERTY WAS OVERENCUMBERED:  Unclear what role actual knowledge plays.  It would be hard to imagine a party stumbling into the benefit of an improved security interest, or not knowing they were undersecured.  Moreover, even if a party could show no actual knowledge, it seems likely that they would be deemed to constructively know the amount of other liens on the property, even if they weren’t aware of the property’s true value.  Accordingly, it’s unclear whether constructive knowledge could exist here, or even if any knowledge is an actual requirement to recharacterization.
□ CASE EXPANSIONS OF LH CHARS:  Shepherd rule, expansions in LaForgia, Costanzo, FMC?
Shepherd (vendor re: P1 is re: P2): JL with a VPMTD that lost its purchase money property from P1 was “recharacterized” as a vendor vis-à-vis P2 when P1 sold.
**Note, however, the court missed a “Wendland” destruction of 580b (refi) vis-à-vis P1, so arguably even Shepherd characterized someone as a vendor vis-à-vis P2 who had NOT been vis-à-vis P1.


+ LaForgia (nonvendor becomes vendor) a JL holding a non-PMTD was recharacterized as a vendor holding purchase money when he allowed it to “rollover.”


+ Costanzo (recharacterized vendor’s assignee keeps vendor characterization):  JL1 with a TD rolls over his loan to P2 and is recharacterized as a vendor, and when JL1 assigns his Note/TD to JL2, JL2 is characterized as a vendor too.  [Flows obviously from nemo dot.]
+? Shepherd/FMC (vendor stays vendor): L could have been “recharacterized” as a vendor vis-à-vis P2 when P1 sold, and ALSO vis-à-vis P1:  Shepherd declines to treat P1 as P2’s guarantor (recall, generally the assignor of a note becomes the assignee’s surety, and thus not able to invoke the 580 defenses himself following foreclosure), implying P1 was STILL protected by 580b.  
**I.e.:  It’s arguable that once a party is deemed a vendor, they are treated as a vendor with respect to ALL PARTIES:  not just the assignee of a Note, but ALSO with respect to assignors (who, by the way, could still be liable on the Note in the absence of a novation).

□ Property:  Of course, in each case, the property is overencumbered.  Relevant in 2 ways:
(1) Transfers of overencumbered property aggravate overvaluation, which 580b seeks to prevent.  Thus, it makes sense to extend the 580b protection.
(2) Overencumbered property is a prerequisite to the enabling lienholder being UNDERSECURED, which seems crucial (see above).
 

□ ENABLED TRANSFER:  Remember, we’re talking about non-sellers who help transfers happen:

= Shepherd (JL did not invoke a due on sale clause in his TD when insolvent P1 sold to P2; if he had invoked, the sale likely could not have occurred)
= LaForgia (JL allowed property to be removed from bankruptcy stay, allowed TD to “rollover” to P2)

= Costanzo (JL allowed rollover of his Note when P1 sold to P2)
=? National Enterprises v. Woods (could argue it’s a rollover when partnership holding property adds a new partner b/c it’s then legally a separate entity . . . seems weak though:  creditor has less active involvement, less improvement to security interest:  we’d probably need to see the partnership become MUCH MORE SOLVENT before there is a meaningful benefit to the security interest)

**NOTE that in each transfer, the ultimately recharacterized party was also ACTIVELY INVOLVED:
= Shepherd (JL lowered the interest rate on his note to P2)
= LaForgia (JL lowered the interest rate on his note to P2)
= Costanzo (JL discounted their secured claim by over $37K, issued new notes)

**Questions to consider:
(1) Whether ACTIVE INVOLVEMENT in a transx is enough if the JL was not ABSOLUTELY NECESSARY to the transx:  (i.e.:  what if the lienholder is actively involved, but had no power to prevent the transfer absolutely?)

(2) Whether mere passive involvement is enough if that passive involvement IS ABSOLUTELY NECESSARY to the trsx. (i.e.:  what if the lienholder can prevent the transx., e.g., by forbearing from invocation of a due on sale clause, but does nothing to “sweeten the deal” to induce the new debtor to assume the note?)

Corollary:  The point at which mere acquiescence (i.e.: allowing a rollover by not invoking a due on sale clause) becomes promotion is a fact dependant continuum.


□ BENEFITED SECURITY INTEREST:  In each case, the transfer was to a more solvent purchaser.  Because the lienholders were all undersecured, this was crucial to them:  they risked not being made whole at foreclosure (i.e.:  proceeds from foreclosure sales would have been insufficient).
= Shepherd LaForgia Costanzo (allowed transfer from insolvent P1 to solvent P2)

**Note that in each case the transfer of land also involved an ASSUMPTION on the JL’s note.  If a transfer was merely subject to (i.e.: no personal liability to transferee) it’s nearly impossible to think that recharacterization could apply b/c there’s no improvement in the security interest.

**Note that bankruptcy orders are potentially an opportunity to avoid 580b for JLs that risk being recharacterized: JLs allowing relief from stay could try to insert language making clear that they are not assuming vendor status.  Without full disclosure, however, of the language’s meaning, parties risk having the bankruptcy order rescinded and even risk sanctions for sandbagging the court.
ii. Recharacterization of Transx as “SECURED”

HIDDEN SECURITY DEVICES:  Regardless of the form of the transx, if the parties (1) intend to create a security device, rules applicable to secured transx in real property apply to their transx.  

SECURITY DEVICE:  Factors indicating (survival + disparity? + debtor/cred. + payment increase)
□ Survival of underlying obligation following the execution of the deed
= FMC (Greiner gave FMC land, but his Note wasn’t extinguished by that conveyance – it only disappeared when the land was sold according to the FMC LLC agreement).
= Beeler (leaseback:  debtor conveys land to creditor, and then creditor “leases” it to debtor for a term after which it will be conveyed back to debtor, but if debtor defaults, underlying obligation survives and creditor keeps land).


□ Debtor/Creditor Relationship
□ Increase in payments under the note:  FMC, LLC owed FMC more the longer it took to sell property (negative amoratization/liq. damages made obligation increase)
□? Disparity b/t property’s fair market value & creditor’s purchase price
= Beeler (value was 140K, but creditor’s purchase price was 60K) 
=? FMC
□CRITIQUE OF THE DISPARITY FACTOR:  REAL POINT IS LACK OF CONTROL
- Disparity seems to suggest a hidden security device if it creates a windfall for the corporation as against what they would have gotten under the anti-deficiency laws.  See FMC (Court worried that the transx eliminated debtor’s right to redemption (which would have prevented the bank’s low bid creating a windfall of double recover of property plus deficiency by allowing debtor to repurchase w/in a year at sale price).

- On the other hand, if the amount received under the anti-deficiency laws would have been the SAME as the amount realized under the scheme, the result is the same as a security device, thus we ought to treat it as a security device.

- The real point is that in the some purportedly “joint ventures” the debtor has no meaningful control.  E.g., FMC (forced to sell, penalty clauses, Greiner had no control).  These look like hidden security devices b/c all the control rests with the creditor.  However, it’s not inconceivable that a debtor/creditor could have a joint undertaking where the debtor was given meaningful equity rights.  This would look LESS like a hidden security device.


**WHY creditors would like to create hidden security devices:  the end result in the event of non-payment is that the creditor has the land and can still receive the balance of the obligation on the note.  This looks like obtaining a deficiency judgment.

f.  SCOPE OF SANCTION:  (≠ add’l collat.;  = bars P1’s reimb. v. P2 even absent foreclosure)
□ 580d/b ONLY bar actions for deficiency:  580b/d DOES NOT bar actions against additional collateral.  Hodges v. Mark


CRITIQUE:  However, allowing creditors to proceed against add’l collateral at will arguably conflicts with the 580b purpose to discourage overvaluation, and could give creditors a windfall.  

Counter to this criticism is caveat emptor:  Purchasers shouldn’t agree to over-encumber with add’l trust deeds (i.e.: trust deeds other than the one securing the property they’re buying).  When vendor demands them, it should signal that vendor’s asking price for the property is too high (i.e.:  the property itself is insufficient security for the value of the property).

□ 580b protects P2 who bought property encumbered by PMTD from P1 when P1 seeks reimbursement for P1’s payment to V to forebear foreclosure (regardless of whether P2 purchased the property “subject to” trust deed or “assumed” the note secured by the trust deed).  Frangipani v. Boecker (P1 who voluntarily paid vendor who held VPMTD to forebear foreclosure when P2 failed to make trust deed payments (in alleged breach of K to assume) could not recover payment from P2.  This b/c 580b is broadly interpreted to bar their action (even though there has been no foreclosure sale).

RATIONALE:  To allow P1’s recovery would effectively allow V to obtain a deficiency against P2 that is clearly barred by 580b by holding up P1 (i.e.: threatening to foreclose and hurting their credit interest).

**Why assumption/subject to is irrelevant here:  this question doesn’t describe whether P1 retains deficiency liability:  either way, he has no personal liability following a foreclosure.  580b by its terms protects P2 from V, however, we wouldn’t allow P1 to pay off V on behalf of P2 and then get reimbursed from P2 because that would allow V to lean on P1 to do so, effectively circumventing 580b.


forebear foreclosure:  Note that 580b is being applied to this case in the absence of a foreclosure, so arguably this is outside the TEXT of the statute:  the triggering event of a SALE had not occurred, therefore this case expands the scope of 580b.


ADDITIONAL IMPLICATIONS OF FRANGIOPANI:
- Frangiopane Doctrine suggests that an express indemnity agreement b/t P1 and P2 (i.e.: obligating P2 to repay P1 if P1 pays V to forebear) is also unenforceable as a disguised waiver of 580b.  I.e.:  Frangiopane says you can’t get reimbursement on the back end, so why could we k for indemnity on the front end?  In both cases, the V could take advantage to squeeze out a remote purchaser for what 580b would bar.

- Additionally, Frangiopane suggests that if P2 gave P1 a note evincing a promise to reimburse P1 for P1’s forbearance payment to V, P2 could later default on that note and defend on the basis of 580b b/c enforcing the note would allow the same squeeze out of something barred by 580b that Frangiopane says is unacceptable.  Also, he could defend on lack of consideration b/c P1 would merely be promising to forbear collection on a debt that was barred by 580b per Frangiopane.

□ 580b CREDITOR DURABILITY RULE:  A VPMTD holder can’t destroy the purchase money nature of their TD by transferring it to a third party, whether the transfer is through a sale or through a third party taking the holder’s place through subrogation as a surety.  Bauman v. Castle

(Implication is that VPMTD holder is immune to the Gradsky defense b/c he had no deficiency rights to begin with, and thus could not have impaired guarantee’s subrogation rights to deficiency)


□ Debtor durability rule:  Vendor Re: P1 stays vendor re: P2.
When a party HOLDING PURCHASE MONEY allows the debtor to transfer to another, the purchase money quality of their TD does not change. 
= Frangiopani (Vendor re: P1 stayed a Vendor when P1 transferred to P2)
≠ Shepherd (Creditor was NOT a vendor re: P1 (until P1 transferred to P2 and we recharacterized))
III. Is the Action Barred by §726 (the One Action Rule)?

1. Generally:
i. Debtors can use  726 both as an affirmative defense and as a sanction:
□ affirmative defense:  A debtor whose obligation is secured by real property can defend a creditor’s action against him for personal liability by protesting that the creditor has not first exhausted his security.

□ sanction:  In the alternative, if the debtor allows an action to proceed against him personally (i.e.:  does not raise the affirmative defense) and the action on the debt goes to judgment, the creditor is then precluded from pursuing the security.
a. This is true for two independent reasons:  [Creditor made an “ELECTION OF REMEDIES”]:
i. First, the creditor has violated the “one-action rule” by bringing the second suit following the first judicial action for personal liability.

ii. Second, the creditor has violated the “security first rule” by recovering personal liability without first exhausting his security.


b. PRECLUDED FROM PURSUING SECURITY:  
i. In general, an extrajudicial (i.e.: not a lawsuit) §726 violation only extinguishes the security, and NOT the underlying obligation. 
= (Sec. Pac. v. Wozab: improper bank setoff where bank refuses to return the debtor’s funds)
ii. However, in dicta Sec. Pac. v. Wozab, suggested that in an extreme situation a creditor’s wrongful extrajudicial seizure of debtor’s assets could affect the underlying debt.
= (Sec. Pac. v. Wozab DICTA: intentional improper bank setoff where bank refuses to return the debtor’s funds)


≠ Sec. Pac. v. Wozab 3K vs. 1 million
iii. Of course, don’t forget that if the first action against personal assets is judicial, it not only extinguishes security through the one-action rule, it is possible that subsequent actions against personal assets would be barred by res judicata.


ii. Rationale:
1. Prevents Multiplicity of suits (and related issue of not tying up debtor assets)
2. Compels competitive bidding to test the value of all security for the debt
3. Forces creditor to look to security as the primary fund for payment of the debt before looking to the debtor
2. Conduct Within the One Action Rule (i.e.: When is Sec. 1st rule violated?)
= Extra-judicial setoff of assets (Sec. Pac. v. Wozab:  bank offset W’s assets in bank account:  Although not a literal “action”, the extra judicial offset of funds from Debtor’s bank account, violates §726 because it violations the security first rule.  It thus waives the security on Debtor’s Note.  However, it does not also extinguish remaining personal liability (i.e.:  the debt is not extinguished).)

setoff of assets:  Bank that held debtor’s savings account (i.e.:  owed a debt to debtor) and a Note from debtor reduced funds in debtor’s bank account to recoup payment on the Note



≠? INADVERTENT, QUICKLY REMEDIED setoff of assets (Sec. Pac. v. Wozab DICTA:  If the bank promptly returned INADVERTENTLY setoff funds either unilaterally or at the depositor’s request, to impose on the bank either a loss of security or underlying debt might be excessive)  

**This suggests that a lot of what drives these cases is the court’s evaluation of how wrongful the creditor’s actions were.
= attachment of a debtor’s unsecured property (EVEN W/O A JUDGMENT AWARDING ATTACHED PROPERTY) as a means to enforce an obligation secured by the debtor’s real property.  Shin/Prestige
=/≠ Where a party’s earlier suit on a debt IN ADVANCE OF A FORECLOSURE CLAIM achieves no remedy (and is dismissed w/o prejudice), that earlier suit may not constitute an “action” within the meaning of §726.  However, this does not mean that only successful suits violate §726.  Cases here are fact driven, and doctrine develops while courts try to reach fair results on the facts before them.

MAY NOT Factors = expense b/t suits commesurate, non-recourse (or other fairness)
≠ Kirkpatrick (unsuccessful breach of k suit to force debtor to perform promise to remodel deemed no “action” where debtor’s expenses from defending earlier suit were roughly equivalent to the expense that resulted from the assertion of the foreclosure claim (BUT NOTE THAT THIS FACTOR SEEMS STRANGE, BECAUSE THE COSTS WERE CUMULATIVE SINCE BOTH SUITS WERE ACTUALLY BROUGHT), and obligation was non-recourse (thus finding security extinguished would have left creditor empty-handed)).


IN ADVANCE OF A FORECLOSURE CLAIM:  remember that the sequencing here is crucial.  If a party files a judicial foreclosure action, and as part of that adds another claim, there’s clearly no §726 violation:  they’ve FOLLOWED the security first rule.

CRITIQUE OF KIRKPATRICK RESULT:  Court reasons that since there was no “remedy” achieved, the bank could not have elected remedies on a “no harm no foul” rationale.  This ignores the prejudice to a debtor of having to defend a lawsuit, and that doesn’t get explained away by saying that the costs to the suits were the same b/c there were TWO lawsuits.
≠ Senior lienholder’s foreclosure & deficiency does not bar JL’s deficiency where SL & JL are separate and distinct and there is no ev. of a scheme to circumvent the rule. Nat’l Enterprises
I.e.:  the one form of action rule does not prevent a junior lienholder from proceeding against borrowers to recover debt after senior lienholder judicially foreclosed on security for TD1/TD2.

=? Nat’l Enterprises DICTA:  If a SL & JL are NOT separate and distinct, a personal judgment (e.g., deficiency) by “SL” will bar subsequent actions by “JL” against security (b/c of security first rule) and against personal liability (b/c of res judicata)

= Stipulated settlement judgment (court involvement makes it an “action”) O’Neil v. General Security Corporation


≠ NJFs don’t violate §726 b/c they follow the security first rule.  Dreyfuss.  But cf. Shin (attaching UNSECURED property (i.e.: property that was not offered as collateral)).

≠ obtaining a court-appointed receiver to ensure the assignment of rents is directed to the creditor post default
3. Standing to Invoke 726
= OTHER SECURED CREDITORS have standing to assert that an earlier action by a co-creditor extinguished that co-creditor’s security interest b/c other creditors have an interest in preserving the pool of the creditor’s unencumbered assets.  In other words, debtor’s waiver of §726 protection is unenforceable against non-consenting creditors:  Security and priority rights in encumbered property held by third parties have independent status and cannot be defeated by unilateral waivers b/t debtor and other creditors.  O’Neil v. General Security Corporation

=? O’Neil v. General Security Corporation DICTA:  Unsecured creditors have standing to invoke 726 as well.

= OTHER PRIMARY OBLIGORS:  An action against one person/entity who is primarily liable on a debt constitutes an action against ALL who are primarily liable.  I.e.:  co-obligors have standing to raise § 726 as a result of the creditor’s action against another co-obligor.  
In re Prestige (partnership had standing to invoke §726 following attachment of general partner’s unsecured assets)
4. Waiver of §726
≠ Debtor’s failure to raise 726 as an affirmative defense is not a waiver of the defense as to sanction.


≠ NO UNILATERAL WAIVER OF AFFIRMATIVE DEFENSE BY CREDITOR Sec. Pac. v. Wozab:  “Because a debtor can object to an improper setoff and require the bank to return it and proceed first against the security interest, a bank cannot unilaterally waive its security interest by taking an improper setoff and then proceeding directly on the underlying debt.”

= HYPO:  Bank sets off improperly, purportedly waiving its security interest.  [It would probably do so in a situation where the security was worth very little but the debtor was very solvent and liquid.]  When it then sues for personal liability, debtor can still force bank to proceed first against its security interest.  I.e.:  creditor can’t waive debtor’s affirmative defense.
≠ § 2856 WAIVERS DO NOT AFFECT GUARANTORS’ ABILITY TO RAISE §726
Under 2856(a)(3) the guarantor may waive "any right or defenses the guarantor may have because the principal's note is secured by real property . . . ."  When the debt in question is the guarantee itself, secured by the guarantor's real property, guarantor can raise §726 notwithstanding any §2856 waivers.
**I.e.:  §2856 allows SURETY waivers, and in this context, the guarantor is the primary obligor on their guarantee.


≠ It’s unlikely that any purported anticipatory waiver of §726’s sanction element (i.e.: where debtor purports to contractually allow creditor subsequently to NJF) is effective against the DEBTOR HIMSELF.  O’Neil v. General Security Corporation.  See also Deberard (broadly construing anti-waiver statute.)

≠ Even if an anticipatory waiver were effective to bind the DEBTOR, however, it would NOT bind OTHER CREDITORS.  O’Neil v. General  Security Corporation.  OTHER CREDITORS have standing to assert that an earlier action by a co-creditor extinguished that co-creditor’s security interest.  In other words, debtor’s waiver of §726 protection is unenforceable against non-consenting creditors:  Security and priority rights in encumbered property held by third parties have independent status and cannot be defeated by unilateral waivers btw debtor and other creditors.
IV. §580a/726b
1. General Rule

i. Under 580a, the deficiency after an NJF, FOR ALL PURCHASING LIENHOLDERS (whether senior or junior) is limited to the lesser of
(1) the excess of the indebtedness over the fair market value or
(2) the excess of the indebtedness over the sale price.

**It's almost always true in the real world that the foreclosure sale price is lower than the real fair market value of the property, thus we’ll usually limit deficiency to the excess of the indebtedness over the FMV.

ii. 726b applies exactly the same fair market value rule for deficiency following judicial foreclosure.
1. Remember, following a JF, Debtor has a right to redeem.  This redemption price has a chilling effect on bidders.  So, the sale price at a judicial foreclosure will be way below the fair market value.

2. Scope of §580a

i. = The fair value provisions of 580a apply to limit the amount of a deficiency recoverable by the purchasing junior (whether bidding solely with credit or also with new money). 
CRITIQUE:  (1) IF JL DOESN’T BID:  The rule eliminates the most competitive bidding by discouraging the JL from bidding.  All they have to do is sit back, and obtain deficiency after NJF sale.  So, the sale price at the NJF is going to be less than it otherwise would have been if the JL had bid, meaning that debtor is exposed to a greater deficiency liability (from the JL’s subsequent deficiency action) than they would have been otherwise b/c 580a doesn’t limit non-purchasing juniors.

(2) IF JL DOES BID:  It makes especially little sense to penalize purchasing juniors who bid with new money:  if a junior adds new money, they’re really giving a benefit to the debtor (whose debt is reduced by more than the value of their security), and now we’re giving a DOUBLE WINDFALL to the debtor by limiting their deficiency liability further with 580a.


≠ a non-purchasing SOJL can recover deficiency w/o being limited by 580a.
Walter Heller Western v. Bloxham
RATIONALE:  it doesn’t make sense to apply 580a to non-purchasing b/c they are then at the mercy of the result of the foreclosure sale.

ii. ≠ 580a’s fair value limitation only applies to literal deficiency judgments; it does not reduce the amount of the underlying obligation.  It thus does not limit lenders’ ability to foreclose on add’l pieces of collateral and to make low credit bids.  
Dreyfuss (580a doesn’t limit lender’s ability to make serial below market bids on add’l pieces of collateral)
1. CRITIQUE:  this lender behaviour seems within the spirit of 580a:  a lender is getting a windfall by making a low credit bid and winning, and thus preserving the debtor’s outstanding obligation.  580a prevents the ability to turn the outstanding debt into a deficiency judgment, but does not prevent creditors from converting the outstanding debt into pieces of property by foreclosing on additional pieces of collateral.

V. Recording and Priority

1. A bona-fide encumbrancer (i.e.:  secured creditor) with no constructive knowledge of another party’s lack of authority to subordinate could effectively enforce the subordination agreement despite the lack of actual authority to subordinate. See Triple A


i. lack of authority to subordinate:  The holder of a security interest in a note and trust deed (i.e.:  a creditor who does not HOLD the Note and TD itself, but rather has been pledged it as collateral securing an unrelated obligation) does not have actual authority to unilaterally subordinate that trust deed in favor of another creditor.

**Of course, the owner of the note and TD could contractually GRANT the holder of a security interest in that note and TD the ability to subordinate.



ii. constructive knowledge: = language in a document before the parties (i.e.: an escrow agreement) that indicates the party purporting to subordinate merely held a security interest in a note and trust deed (and not the N/TD themselves) confers constructive knowledge of the lack of authority to subordinate.

An agent’s knowledge is only imputed to the principal to the extent that the agent acquired that knowledge within the course and scope of his agency relationship.  The knowledge of an escrow agent acquired in an earlier escrow is not imputed to a principal in a later escrow who was not a party in the earlier escrow.  
Triple A:  constructive knowledge resulted not b/c same escrow agent performed both escrows, but b/c the DOCUMENTATION showed the purported subordinating lienholder did not OWN the TD, but merely owned a security interest in the lien, and thus had no authority to subordinate.


iii. NOTE:  The warranty of title does not apply when the buyer has reason to know that the person selling does not claim title in himself.  Such circumstances include a case where a party merely represents that he holds a security interest in property.

2. DMC
i. Where a debtor with property secured by a senior and a junior TD defaults and the senior forecloses (thus selling out the JL), but the debtor reacquires the property.  the SOJL’s lien reattaches through operation of Estoppel By Deed (EBD).  
1. RATIONALE:  This result is necessary to prevent fraud b/t a debtor and senior lien holder who otherwise could conspire extinguish the JL’s lien with a foreclosure and then recovey property to the debtor, thus freeing it of the JL’s encumbrance.

2. Explanation of estoppel by deed analogy:  think of this as a continuing transfer, so when the debtor defaults and senior forecloses, the result is that the debtor had purported to transfer something to the junior that he did not possess (the TD).  When the debtor reacquires the property by repurchase, he reacquires the right to give a TD, and thus is deemed to have reacquired on behalf of the extinguished TD holder.  

3. debtor reacquires the property
= DMC (debtor repurchased (i.e.: didn’t REDEEM))
=? HYPO:  Would the deed reattach on the same theory if the debtor used the right of redemption?  The result should turn on whether there is the same opportunity for fraud b/t the debtor and SL in the right of redemption context.  The scenarios seem indistinguishable, thus we would imagine the extinguished TD to reattach.


ii. The reattached TD, however, comes back junior to any new PMTDs given as part of the repurchase transx b/c: 
1. (a) Same breath rule:  
the reattaching occurs SIMULTANEOUSLY with the new TD 

2. (b) RECORDATION OF EXTINGUISHED LIENS IS VIOD:  
the recordation of the reattached deed was NOT prior to the new TD (b/c the extinguishment by foreclosure rendered the old TD’s recordation invalid) 

3. (c) § 2898:  b/t a simultaneous PMTD and another TD, the PMTD is senior

4. (d) b/t a simultaneous legally and equitably created TDs, the legally created TD is senior.

iii. Equitable subrogation:  where a debtor with land encumbered by TDs refinances with another lender and uses the proceeds to completely pay off L1, if the refinancing lender takes back a TD steps into the shoes of the first bank even if they didn’t accept an assignation of the note.

**Make sure to notice the difference b/t this and equitable subordination.  The names are similar, but the situation is different.  Equitable subrogation is when the refi lender mucks up by not taking an assignment.  Equitable subordination is when a party promised to subordinate but did not.

VI. Subordination Problems
1. §2832
If creditor knows that its obligors have agreed b/t themselves that one will be the principal and the other will be the surety, the latter is bound to the creditor as a surety only, even though she appears from the written instruments to be a principal.  § 2832.  Mead

KNOWS:  probably including should know (constructive knowledge; see Vallely)

i. RATIONALE for knowledge requirement:  If Creditor has no notice there’s a surety, he might inadvertently exonerate; it would be unfair to hold this against Creditor.

ii. Interesting applications of the 2832 Rule

1. When a principal sells property securing a debt to a buyer who agrees to assume liability for the debt, the buyer becomes the principal and the seller is relegated to the status of a surety.

2. When a T1 assigns a lease to T2 and T2 assumes liability for the lease, T1 becomes no longer the primary obligor, but rather the surety.

**NB:  the result is the same here even if T2 does not expressly assume:  T2 is liable for rent even in the absence of an assumption of ht elease b/c rent runs with the land.  T1 is still liable in contract for his promise to pay (absent a novation).  Thus, T2 is a primary obligor, and T1 is a surety.

2. Schecter’s “Subordination = Non Recourse Hypothecation” Analogy
Subordination looks like a species of non-recourse hypothecation and thus arguably creates a suretyship relationship b/t the lienholder agreeing to subordinate and the debtor.  This could be the case even in absence of an express agreement designating someone as a surety per §2832.  See, e.g., Mead (subordination of leasehold is non-recourse hypothecation of right of reversion as add’l credit support for the tenant’s note on a leasehold dead of trust in favor of a lender).

i. EXPLANATION OF THE ANALOGY
“Subordination resembles non-recourse hypothecation b/c there is a third party agreeing to give something up (the right to foreclose as a senior lienholder) to a creditor in the event that debtor defaults, thus serving to facilitate the creditor’s extension of credit as security.” 

[It’s possible that not all subordinations are non-recourse hypothecations, but we can’t tell when they are and when they aren’t.]

ii. Result of the analogy if adopted.  
Subordinating creditors impliedly BECOME sureties, and accordingly should consider invoking suretyship defenses (e.g., Gradsky, exhaustion of remedies, unilateral alteration).

And on the flipside, parties seeking the benefit of subordination (i.e.:  creditors seeking senior secured status) should require 2856 waivers from the subordinating party.

**In the event that the formerly senior now junior creditor is SOJL, does he have subrogation rights against debtor?  I.e.:  could we somehow lift 580b and allow the creditor to recover any deficiency even if apparently barred by 580b on the theory that he is stepping into the shoes of the SL (who, by the way, doesn’t have purchase money)?

iii. If a subordinating JL successfully invokes a suretyship defense, the result should be a voiding of the subordination agreement (i.e.:  the JL is no longer subordinate).
Rationale:  Suretyship defenses are generally to avoid personal (i.e.: recourse liability).  However, most subordinations by their nature are non-recourse, so we need something other than “exoneration.”

3. Senior Lenders that Impair Juniors’ Security Cf. Waste (debtor impairs security)
A senior lienholder’s unilateral modifications to the debtor’s Note that impair a junior lienholder’s security, may be so substantial as to result in a loss of priority IF there has been a subordination agreement b/t the SL & JL.  Lennar + Gluskin + Friery
□ unilateral:  Remember, we’re talking about modifications w/o consent of the JL.  So, in a way, this relates to Mead and the subordination = suretyship argument.  This is like the suretyship defense of unilateral modification resulting in exoneration in the form of undoing the subordination agreement. 
□ impair a jL’s security:  =/≠ extensions, = increases in principal/interest rate
=/≠EXTENSIONS OF TIME?  

Lennar, A senior may extend the time for payments of the senior debt provided the extension does not impair the junior lienholder’s rights.
- On the one hand, extensions of time help the junior by giving the debtor breathing room, making it less likely he’ll default on TD1 and senior will foreclose.
- HOWEVER, there is a negative amortization problem:  if the debtor is in default and the interest is accruing, the senior will add the unpaid interest to the principal.  As a result there is less equity in the property and less for the junior.


SO, we’d need economists to determine when the benefit accruing to the junior by virtue of extension of the loan is offset by the increase in the principal amount of the senior obligation such that the extension impaired the JL.
 
= Increases in Principal / Interest rate 
RATIONALE:  the junior is depending on a steady cash flow from the debtor and thus as the senior increases the interest or principal, the increase drains the debtor of his cash flow thus leaving less for the junior.  

This is true even in the absence of negative amoritization (i.e.:  even if interest was being paid while debtor was in default on principal, increase in interest amount deprives debtor of cash that could have gone to the junior).

**Lennar court rejects the argument that an interest/principal increase in Lennar was not substantial:  almost anything is going to impair the rights of the creditor.
**NOTE that ONLY SECURED JLs have standing to complain about SL’s actions re: debtor, while UNSECURED JLs do not.
RATIONALE:  unsecured creditors have not bargained for a specific lien in specific property; instead, they have anticipatory compensated themselves for the risk of nonpayment by charging higher interest rates.

**NOTE that Lennar extended Gluskin (where the JL was a soft-money seller who took back a VPMTD and subordinated to a construction SL ala Spangler) to a hard money lender who subordinated.  Schecter says this is probably appropriate.

CRITIQUE:  On the other hand, there is a principled difference b/t soft money and hard money lenders:  the soft money guy is a vendor barred from deficiency by 580b.  It makes sense that we would want to protect them from senior’s squeeze-out of debtor’s equity b/c if the debtor defaults, a Vendor is basically SOL since they can’t get deficiency.  So, it could be argued that extending Gluskin to give junior lenders NOT barred by 580b is too much of an expansion:  the junior in Lennar was not barred by 580b, so the junior could just go get a deficiency judgment:  why give them the benefit of being senior?

REBUTTAL TO CRITIQUE:  Gluskin was a soft money lender who arguably wasn’t barred by 580b either because of the Spangler exception (i.e.:  a vender holding purchase money who subordinated to a construction loan).  If so, then Lennar is no departure from Gluskin b/c in both cases, the subordinated junior was NOT barred from deficiency by 580b.  It seems immaterial that one was a hard money lender (Lennar) and the other was a soft-money lender (Gluskin).  
□ MODIFICATIONS: Remember, there must actually be a MODIFICATION of the arrangement b/t the senior and debtor for the JL to complain.  Otherwise, they simply should have bargained in light of the arrangement b/t SL and debtor at the time they subordinated.

≠ Term loan, one advance

≠ Non-optional, committed future advances (I.e.:  RELATE BACK to the date of original arrangement b/t senior and debtor)

=? Optional future advances:  loan documents say SL may advance certain funds depending on the circs., up to a maximum of X.  

**The optional future advances does not relate back to the time of the TD (i.e.:  they lose priority).  Lennar dicta.

CRITIQUE OF LENNAR DICTA:  A senior is on notice of the terms of the loan/td to which they are being asked to subordinate.  If they see an optional future advances clause, yet subordinate nonetheless, they should have bargained for consideration in light of the optional future advances.  It seems like a windfall to the formerly senior now junior to allow them to claim a CONTEMPLATED optional future advance is a modification:  they subordinated knowing about this.
= Term loan with extra advances that weren’t contemplated (i.e.:  non-contemplated advances do not relate back).  Lennar

□ Subordination agreement:  = Lennar, Gluskin, Friery
In order for a junior to argue that the junior should be bumped up to first by virtue of a modification of the senior lien that impairs the rights and security of junior (i.e., Gluskin) the junior must have contractually subordinated. A junior lienholder who simply acquires a junior lien with no contractual subordination has assumed the risk that the senior lien will be modified.  Friery

Rationale: Difference b/t contractually subordinated lender and a “second in time” junior: The K: the contractually subordinated creditor expects that he is subordinating to a specific sum of money. Accordingly, the contractually subordinating creditor expects that the senior has no right to increase the principal balance of the debt at will. Thus, when the senior creditor attempts to modify the senior lien to the prejudice of the junior creditor, that is a breach of the implied covenant of good faith and fair dealing.

On the other hand a junior creditor who is simply second in time has no such contract based expectations about the senior creditor’s course of conduct. (i.e., the distinction articulated in Friery may make sense as a corollary of garden-variety contract law).


HYPO:  Debtor.  Senior.  Junior.  So far, this is Friery.  Now, senior wants to modify.  And now, there’s a subordination to the modification (as in Lennar partners).  Now, new modification with no subordination.  Does the existence of the first subordination agreement confer upon the junior creditor the privity w/ senior necessary to invoke Gluskin?  WE DON’T KNOW.  My answer:  if the first modification (that contained a subordination agreement) already would have been senior even w/o the subordination agreement (as indicated in Friery), then the subordination agreement was w/o consideration (i.e.:  the junior gave nothing by “subordinating” b/c they were already subordinate) and thus should not operate to create privity of contract for purposes of the Friery rule.


**It’s also possible that a court would waive the privity requirement in the case of a completely innocent JL:  Friery might not stand for the proposition that any ordinary JL has no right to object to senior’s modifications.  In Friery, the JL was not a completely innocent party.

□ loss of priority: 
Remember, the result may not be a subordination of the ENTIRE obligation held by the “Senior.”  IN some cases, e.g., Lennar, only the modifications are subordinated beneath those of the junior.

However, where the senior lienor’s actions modifying the note effectively destroyed the equity of the junior, courts will totally divest the senior and elevate the junior into senior status.


VII. Secured Transx. In Rents 
a.  Priority of LEASES

Because a foreclosure on a TD extinguishes ALL junior interests, a Lease which is subordinate to a TD is terminated by foreclosure on that TD.
subordinate:  
= Lease is generally deemed to be subordinate to TD if the lease was created after the TD was recorded AND can also be deemed subordinate by a subordination agreement.   A subordination clause could be in the lease itself even before the TD existed.
Subordination Agreement: note that the subordination agreement makes the lease junior to a bank that is non-existent at the time of the agreement through the third party beneficiary doctrine. The lender is an intended third party beneficiary. 

A Landlord would want to include such a clause b/c it enhances the ability to receive money from the lender. The lender looks at the bank-ability of the transx depending on the sale-ability of the property in the case of a foreclosure (i.e., the clause makes the property more attractive to a potential lender b/c they now extinguish old leases, which are often below market by virtue of being “old.”). 

**Note that a lease can give the holder of a subsequent TD the OPTION of making their TD superior to the earlier created lease such that a foreclosure would extinguish the lease.  This would obviously make the property even more bankable b/c a foreclosing lienholder could decide whether the lease was profitable or not.  Where the TD holder does not exercise that option prior to foreclosure, however, the purchaser at the foreclosure sale cannot exercise it:  the purchaser will take the property subject to the lease.  Dover v. Fiber Form
≠ However, a lease senior in time and not contractually subordinated is not subordinate to a TD (and thus unaffected by foreclosure).
In other words, if the lease was executed and recorded prior to the recordation of the TD, or if the beneficiary of the TD had notice of an unrecorded lease at the time the TD was recorded, the lien of the TD is junior to the lease.  Dover v. Fiber Form

notice of an unrecorded lease:   A lack of recordation of a lease is largely immaterial.  A TD holder will almost certainly be on constructive notice of a PRIOR lease (and will thus generally be junior to any earlier lease even if that lease is unrecorded).  This constr. notice would likely apply to a third party purchaser at a foreclosure sale too.

Note, however, that a TD holder is not deemed to have constructive notice of SUBSEQUENTLY CREATED leases or their amendments.  Dover v. Fiber Form

If a lease is not subordinate (i.e.: superior) to a TD, T1 can assign AND sublet to T2 w/o changing the superiority of the lease to the TD b/c T2’s rights derive from T1.
= HYPO:  Landlord’s lease to T1 contains no subordination clause.  Landlord then executes a TD in favor of a bank.  Next, T1 subleases to T2.  Fourth, default on TD, NJF.  What effect of the NJF on the sublease (i.e.: Isn’t the sublease wiped out by the TD since the TD was issued prior to the sublease?)?  NONE.  The master lease is superior to the TD, and the rights of the sublease are derived from the master tenant.  Since the T1 is unaffected by the junior TD, so is the T2.


= HYPO:  Suppose it’s an ASSIGNMENT.  Now, it’s not as though rights of assignee are dependent on T1.  Assignee is a NEW master tenant.  Assignment happened after the TD, so aren’t the rights of the assignee junior to the TD?  NO.  The rights of the assignee are still derivative of the rights of the assignor.  It’s not like a new tenancy:  it’s just a transfer of an existing tenancy.


b.  Priority of AMENDMENTS TO LEASES

Even if a lease is senior to a TD, if the lease is UNILATERALLY AMENDED following execution of the TD in a way that substantially increases the burden on the property w/o consent of the junior lienholder, such an amendment would be deemed junior to the TD, and thus extinguished by foreclosure even though the underlying lease would survive.  
= R Ranch (amd. purports to eliminate landlord’s right to withhold consent to assignment/sublease) 
□ UNILATERALLY AMENDED:  
= Amended to lease by tenant and landlord/debtor w/o consent of lienor
≠? If lienholder has knowledge of amd. but does not object at the time (could be estopped to assert subordination later)

**Note that in R Ranch, the lienholder had notice of the ASSIGNATION of the lease.  This was IRRELEVANT:  the lienholder was not estopped because the assignment was not inconsistent with the lease as they knew it:  the landlord could have simply GIVEN consent.
  This was not considered notice of the amd. b/c there is no constructive notice of subsequent leases (i.e.:  no duty to investigate).
□ substantially increases the burden on the property 
= R Ranch (but court doesn’t explain why eliminating LL’s right to refuse consent to assignation is a substantial increase in the burden on the property)

extinguished:  If an amd. to a lease is extinguished, the court will evaluate the status of the parties as though the lease had not been amended (R Ranch, despite extinguishment of amd. purporting to eliminate LL’s right to refuse assignation, assignment was valid where landlord impliedly consented).


RATIONALE:  If the rule were dif’t, lenders would be discouraged from making loans b/c they would have no assurance that the security’s value would be drastically reduced by an amd. to a lease (a landlord might do this right before imminent foreclosure to get consideration from tenant and then take the money and run).

**Note also that 580b/d could bar an action against the landlord for impairing the value of the security per Cornelison (good faith waste barred when 580b/d bar deficiency, but not bad faith).



**Note how closely related this concept is to (1) Lennar (substantial modification of senior lien to prejudice of junior means modification is subordinate to junior); (2) suretyship defense (surety exonerated by unilateral change to primary obligor’s obligation)

c.  Subordination, Non-Disturbance, and Attornment (SDNA) Clauses
Miscione held that an attornment clause could be used as a means independent from a SUBORDINATION CLAUSE to REORDER PRIORITIES so as to enforce a lease following foreclosure.

[See vocab section for definitions.]

INDEPENDENT:  B/c the attornment clause was deemed independent, the T in Miscione did not have the benefit of the non-disturbance clause, which the lease provided would only apply in the event a lienor elected to SUBORDINATE.  So, in effect, the purchaser was given the option to preserve the lease or kick T off even though T had a non-disturbance clause.


Critique of Miscione Doctrine:

1. §1111 provides:  Grants of rents or reversions or remainders are good and effectual w/o attornments of the tenants.  Accordingly, the attornment clause was mere surplussage that the parties likely just included thoughtlessly.  To make that clause determinative of the outcome seems strange.


2. Miscione is problematic from a Recording and Evidentiary standpoint:

a. It’s harder to show whether an attornment clause was invoked than it is to show that a subordination agreement was executed:  presumably, attornment could be done orally.  This raises parol evidence concerns.


b. Second, it’s hard for prospective purchasers from the lender to know whether the attornment clause was invoked.  Unlike a subordination agreement, this is not a recordable interest.


3. The attornment clause should be MEANINGLESS b/c the lease which contained it was extinguished.  It’s bizarre that the attornment clause lives on:  this way lies madness. 

Principal Mutual rejected Miscione’s notion that an attornment clause altered the priorities b/t a junior lease and trust deed and therefore prevented the lease from being extinguished.  Rather, it held that attornment clauses simply allow parties to create obligations in the event of foreclosure.  When the attornement clause required T to recognize a NEW lease, the first lease is still extinguished.

The requirement to attorn survives the extinguishment of the lease, however, because of the third party beneficiary doctrine:  even though the k was b/t L and T, the lender was an intended third party beneficiary.  A third party beneficiary can enforce a clause in an extinguished agreement.  Moreover, the third party need not offer its own consideration to enforce the agreement, so long as there was adequate consideration b/t the contracting parties. Principal Mutual

 
Extinguished:   Note that it’s possible for a third party beneficiary to enforce attornment clause even if a lease is RESCINDED if they can show they RELIED on the clause.  Cf. R Ranch:  Amd. to senior lease couldn’t relate back to the senior lease itself:  intervening junior TD took priority.  In a way, a rescision is a drastic amd. b/t L & T changing their rights to prejudice of the lender.  The recision should be junior to the lien then per R Ranch.

NEW lease:   Principal Mutual opined that since the Miscione attornment clause required “THIS lease” to continue, the parties had merely contracted to allow the lease to survive despite the senior lien’s foreclosure (and extinguishment).  This critique implied that “THIS lease” language was vulnerable:  the court didn’t discuss whether the Miscione attornment clause was enforceable in light of the fact that “THIS lease” was extinguished since the attornment clause didn’t reorder.  So, it seems better to use language like that in Principal Mutual of “NEW lease.”  

**An effective attornment clause can work with a subordination option to give lenders a fallback:  if they muck up the optional subordination clause (i.e.:  forget to sub their lien prior to foreclosure), they can still enforce the attornment clause and require T to enter a new lease.
d.  Extinguishment After Foreclosure on A Leasehold Deed of Trust
1.  CREATION OF PRIVITY
A leasehold can be transferred to T2 through an ASSIGNATION or a SUBINFUDATION.  Where a leasehold encumbered by a deed of trust is transferred, T2 MAY (but need not) also EXPRESSLY ASSUME liability on the LEASE (or the NOTE that the leasehold secured).

assigNATION:  T2 enters privity of ESTATE with L, and thus must perform any covenants that run with the land.  T2 is NOT in privity of ESTATE with T1 here.

SUBINFUDATION:  T2 is not in privity of k OR estate with L, but IS BOTH with T1.


**ASSIGNATIONS vs. SUBINF:  In an assignation, T1 gives T2 his ENTIRE estate

= Transfers the entire term of his estate

≠ Transfers less than the entire term

=/≠ SPLIT if T1 transfers all but a contingent reversionary interest for unpaid rent 
= Vallely (T1 transfers previously encumbered leasehold to T2:  he still transferred HIS entire estate to T2, so it’s an assignation)



ASSUME:  Assumptions of the LEASE put T2 into privity of k w/ L through third party beneficiary doctrine.  They are thus liable for any PERSONAL COVENANTS in the lease.  An assumption of the note the leasehold secured puts T2 into privity of k w/ Creditor.


2.  STICKY ASSUMPTIONS
Assumptions are “sticky”:  a T2 that has assumed (just like T1 who entered the lease) will not step out of privity of k with L unless EITHER (1) there is a RELEASE and NOVATION or (2) T2 can invoke a SURETYSHIP defense.
SURETYSHIP:  Despite the Vallely court’s reservations, T1 is T2’s SURETY.  However, for T1 to invoke a surety defense against L (exhaustion of remedies, exoneration b/c of unilateral modification, e.g.), L must KNOW OF THE EXISTENCE of the surety (RATIONALE:  it would be unfair to hold a purportedly exonerating action against a L who had no notice of the surety and thus no knowledge of the risk of exoneration.)
KNOW OF THE EXISTENCE:  Constructive notice is enough, but still tough to get

≠ Vallely:  T2 didn’t notify L it had assumed, thus T1 can’t invoke a suretyship defense.


≠ recordation of assignation (b/c no duty to examine recordation of SUBSEQUENT junior interests (except when you’re a foreclosing creditor, more on this later)


≠ accepting rent from T2


≠ T2’s possession (no reason for L to inspect to so long as rent was coming)

**Note of course that if a surety T1 has to pay on behalf of T2, he gets a right of indemnification against T2.  Parties can contract for indemnification as well, and the obligation to indemnify can itself be secured by TDs and guarantees (i.e.:  Guarantor pays T1 if T2 is insolvent).


3. ASSUMPTIONS AND FORECLOSURE
An assumption of an encumbered leasehold gives contractual rights to L.  These rights flow from L’s reversionary interest, which was of course senior to the leasehold deed of trust, so foreclosure on the leasehold TD DOES NOT extinguish the privity of k b/t L and the assuming party.

= Vallely (Lease, leasehold TD, assign/subinf + assumption of lease, foreclosure.  Privity of k b/t T2 and L not extinguished by foreclosure on leasehold TD, so L can get rent from T2)



**It’s possible that if a lease contained a clause requiring subsequent assignees to expressly assume, such assignees would be DEEMED to have assumed even if they did not do so expressly.   Vallely.
e.  NOTE ON ESTOPPEL CERTIFICATES (ECs)

1. What an EC is:
E.g., T says he has no claim to ownership, term is as follows, etc.  Idea is that T can’t later contradict the E.C. b/c he’s ESTOPPED to deny it.
i. Note that it’s possible that Cal. Ev. Code 622 means that the facts a party alleges in a EC are PRESUMPTIVELY PRESUMED to be true, even if factually erroneous.  

This is very useful: in an agreement, a party could lob in self-serving recitals, so other party can’t introduce parol to contradict.


ii. An EC effectively BECOMES part of the lease.  
(As modifications, it’s possible they require consideration; see below).


iii. A “document” consisting of a lease and EC may be ambiguous.  See, e.g., Miner v. Tustin (lease clearly gave option, but EC said “no options but the following” [blank lines]).  If so, courts must interpret it, possibly including through parol evidence.


2. Why get an EC:

i. An EC assures potential purchasers about the rights of the tenant.  
ii. Also, ECs inform LENDERS of T’s rights.  The lender will use the ECs at the beginning of the lending relationship AND prior to foreclosure in the event of default.
iii. Accordingly, Landlords like ECs b/c they make it easier to secure financing from lenders.

3. T’s are generally obligated in their original lease to sign an EC upon demand.

i. Even though refusal is breach, it’s often hard to get Ts to actually sign
ii. Of course, T doesn’t have to sign an inaccurate estoppel certificate.  (e.g., changing rent term ridiculously).

4. It’s unclear whether EC’s are void for lack of consideration.

i. Assuming T isn’t benefiting directly from making it easier for his L to secure a loan, there seems no obvious benefit being returned to T for making the EC.  This raises a potential lack of consideration problem.

ii. However, we could argue that Third Party Beneficiary Doctrine solves this:
1. The detriment from the lender MIGHT satisfy consideration.  This turns on the answer to the HYPO below, which is unclear:

2. HYPO:  B promise to A, for the benefit of C.  In exchange, C advances funds to A.  Does B’s promise need consideration from A?  It’s possible that the third party beneficiary’s performance to A is enough to support the promise from B to A such that C can enforce the k as a third party beneficiary.

Answer may be ‘yes”, but Schecter isn’t sure.  Generally, in a problem A gives consideration back to B, and C gets to enforce B’s promise.

3. I.e.:  it’s possible but not clear that a third party beneficiary’s (L’s) detriment satisfies the consideration requirement even T didn’t receive a benefit from LL such that the L can enforce the k against T.


f.  NOTE ON ASSIGNMENTS OF RENTS

1. Definition:  Traditionally, the "assignment of rents" provided for a security interest in the rents in favor of the lender, with a license to the debtor to use the rents until default.

2. Problem:  However, the bankruptcy courts occasionally held that these assignments were not properly “perfected,” primarily because the debtor had unfettered dominion over the rents. The consequence of the lender’s security interest not being “perfected” was that bankruptcy prevented banks from actually GETTING the assignments of rents.

3. Solution is an exception to the general rule that pre-petition security interests do not cover post-petition income:  
i. Although Bankruptcy §552(a) provides that post-petition income of the debtor is IN GENERAL not subject to a prepetition security interest (i.e.:  not part of the security interest, and thus unavailable to a creditor following bankruptcy), section 552(b)(2) now provides an exception.

ii. It states that if the debtor and a lender have executed a valid prepetition assignment of rents, the debtor's post-petition rents are subject to that interest.

4. Potential theoretical implication with the solution is avoided in CA by allowing recordation (and thus perfection) of assignments of rents:

i. The language of §552(a) does not even address the issue of perfection.  This raises the theoretical possibility that even an unperfected assignment of rents is sufficient.

I.e.:  by not requiring perfection, and merely saying that post-petition rents are subject to prepetition interests, we could have an “unperfected” security interest in rents nonetheless being valid.  This seems like overkill:  remember, the problem §552 was supposed to solve was that judges found that they WERE NOT perfected.  Now, we don’t even REQUIRE PERFECTION?!?

ii. In California, however, we don't have to worry about that theoretical issue, since 2938(b) provides a means of recording (and hence perfection) of assignments of rents.
1. Notice also that under 2938(a), the assignment is immediately effective, even if the debtor is granted a conditional license to use the rents.

2. 2938(c) ensures that even if the secured party obtains a receiver and applies the rent money against the debtor's obligation, that is not deemed to be a violation of the one action rule under 726.

I.e.:  the act getting a receiver and applying the funds to the obligation is not an “action” and does not violate the security first rule.
VIII. Foreclosure

a. Effect of Failure to Join Junior Interests in a JF

Failure to Join a Junior Lienholder with a RECORDED JUNIOR INTEREST in a Judicial Foreclosure means the TD2 survives judicial foreclosure (i.e.:  is not extinguished).  726(c).
□ RECORDED:   Only recorded junior interests survive; any UNRECORDED junior interest is destroyed despite not being joined.  This is true EVEN IF the senior has ACTUAL AWARENESS of the unrecorded junior.

□ JUNIOR INTEREST:  Including a junior easement (e.g., Diamond)

□ Judicial Foreclosure:  The rule only applies to JFs; an NJF extinguishes ALL junior interests.  Period.


However, the good news for the Junior mostly stops there:  the senior is allowed to FORECLOSE AGAIN, and can thus extinguish the junior by joining him.  The junior’s only remedy is a largely hollow right of redemption following the SL’s second foreclosure.

1. FORECLOSE AGAIN:  There is probably no res judicata problem with allowing a second foreclosure b/c if junior isn’t bound by the first foreclosure, neither is the senior.


2. right of redemption:  This seems like a hollow remedy b/c it’s unlikely that a junior would ever be able to come up with enough money to exercise the right of redemption.  
**Usually, the JL doesn’t get a right of redemption.  Debtor, or Debtor’s successor in interest would, but not the JL.

**A court will not partition the right of redemption:  it’s over the ENTIRE property, not just the area in which the junior had a junior interest. Diamond

**Of course, in general, this rule protects the junior interest b/c it survives extinguishment (though arguably not much b/c the real remedy – a right of redemption – is hollow).  It’s at least possible, however, that a senior who wanted to foreclose w/o extinguishing a junior recorded lease (e.g., Dover) could simply omit to join that junior leaseholder.
b. Defective Sales

Where collusion b/t TWO PARTIES suppresses bidding, a foreclosure sale is void.

= Lo v. Jenson (At auction, two people collude.  Rather than bidding against each other, they agreed that one would fix up the property, and one would bid for it.  It was an ad-hoc partnership.  Only one guy bid (on behalf of the “joint venture”).


≠ HYPO on Lo v. Jenson, where there is a GENUINE (probably must be pre-existing) partnership.  There, there’s merely a single entity bidding, so no suppression of bids to detriment of debtor.


**So, this is an exception to the general rule that the foreclosure price is DEEMED to be the fair market value:  foreclosure prices that are artificially low due to collusion DO NOT represent fair mtk. value.


c. Trustees Deeds

Bankruptcy automatically stays the debtor’s affairs.  Any act to enforce debt against the debtor is stayed, frozen.  Creditors who proceed after a bankruptcy stay is imposed are in contempt of court.
At one point, a TRUSTEES DEED issued after a bankruptcy stay VIOLATED the stay even though the foreclosure was PRIOR to the stay.  


TRUSTEES DEED:  A trustee’s deed is the mechanism by which the party who foreclosed transfers property to a winning bidder.

However, Civ. §2924hc allows for relation back of the trustee’s deed to the FORECLOSURE so long as the trustee’s deed was issued w/in 15 days of the bankruptcy stay.
relation back:  I.E. treat the trustee’s deed as though it was issued prior to bankruptcy, which would not violate the bankruptcy stay.
**This STATE statute is NOT preempted by the federal bankruptcy code b/c the B.C. contemplates that under some circumstances a ministerial act taken to perfect a pre-petition interest in property can be taken even though the bankruptcy petition has been filed.

NOTE ON DEBTOR’S SCHEME TO TAKE ADVANTAGE OF AUTOMATIC STAYS:

- Scheme:  Bank serves D with notice of default.  On the eve of foreclosure, D files bankruptcy.  Bank requests relief from stay.  Court grants it.  Then, before B can foreclose, D grants an easement to a 3rd party, who also files bankruptcy.  B eventually just gives up.

- Solution #1:  Judges issued in rem relief against the land that would grant relief from stay that bound not only the debtor, but the debtor’s transferees.  Of course, nothing in the bankruptcy code allowed this, so judges were uncomfortable.

- Solution #2 [Schecter Statute]:  automatic stay doesn’t apply if court finds filing of petition was part of a scheme to defraud creditors through delay w/ multiple filings.  If recorded, such an order binds any other party purporting to buy w/in 2 years, except transferee can apply for relief.

d. Mixed Collateral
1. Old caselaw:  Some old CA authority indicates that where a creditor is secured by both real and personal property, and creditor forecloses on PERSONAL property before REAL property, there’s a potential 726 problem (i.e.: REAL property security could be extinguished).  This is b/c a secured party would have to sue for a writ to obtain the personal property security, so it looked like there was an ACTION.

** Remember, there can be successive JF/NJFs against REAL PROPERTIES w/o a 726 violation.  The problem here is that the first thing is an action against personal property.

2. §9604 makes clear that moving against PERSONAL property security does not violate 726 (which is the intuitive result when we think of 726 as the “security first” rule).

a. (1) Secured party can proceed against real and personal security in any order
b. (2) §726 sanction aspect does not apply to personal property (i.e.:  even a violation of the one action rule won’t extinguish right to go after personal property)
c. (3) § 726 affirmative defense MIGHT apply:  debtor could elect to require creditor to proceed against personal property first.
d. (3) Part (2) (above) does not apply to CONSUMER TRANSACTIONS.

HOWEVER, part 2 is merely safe-harbor language.  So, it doesn’t matter about the safe-harbor that doesn’t apply to consumer loans:  the terms don’t limit the general applicability of 9604(a)(1), which apply to ALL loans, including consumer loans.  
Kearns (no violation of security first rule to proceed first against secured personal assets – either by JF or NJF – and then against secured real property; Cf. Wozab, where it IS AN ACTION to grab UNSECURED personal property, thus RP security is extinguished).

”It is of no consequence that part of the “mixed collateral” statute creates a specific harbor from 726 that does not apply to consumer loans.  The terms of that safe harbor do not limit the general applicability of 9604(a)(1) , which applies to all loans, including consumer loans.


IX. Miscellaneous Rules/Concepts
- Merger and integration clauses prevent the terms of one document from being used to interpret/supplement another.  See, e.g., Pearl (M&I clause in pledge meant any waiver of right to revoke in continuing guarantee wouldn’t apply to continuing pledge).

- Rule in Spencer’s Case:  Real covenants run with the land, but personal convenants do not.  Upon the transfer of real property covered by a mortgage or deed of trust as security for an indebtedness, the property remains subject to the secured indebtedness but the grantee is not personally liable for the indebtedness or to perform any of the obligations of the mortgage or trust deed unless his agreement to pay is in writing (i.e.: he made an ASSUMPTION).  See Corenelison v. Kornbluth

- Judicial estoppel:  precludes a party from asserting a position in a judicial proceedings which is inconsistent with a position previously successfully asserted by it in a prior proceeding UNLESS the inconsistency is a result of ignorance, fraud or mistake.

- Relief from bankruptcy stay to obtain foreclosure can be obtained if the lender shows that the property is overencumbered (i.e.:  it secures more outstanding loans than it is worth).  See FC v. Reece.


- NOTE ON ASSIGNMNET OF RENTS CLAUSES:  (discussed during Nippon Credit Bank)
AOR clauses provide that if the landlord debtor defaults, then the rental income from the security property goes to the bank immediately. The goal of the arrangement is that during the time btw debtor’s default and foreclosure, the lender still gets cash flow from the property.  If there was no assignment of rents, obviously a defaulting debtor would just keep the rent prior to foreclosure.
§2938.  If landlord debtor with an AOR clause defaults but doesn’t give rent to lender before foreclosure (i.e.: breaches AOR clause), lender can apply for a court-appointed receiver to get money from the tenants.

AOR is not inconsistent with a non-recourse obligation – the stream of rental income is proceeds from the land itself. If the debtor owns other unencumbered assets, in the event of default, regardless of type of foreclosure, the lender can never go after the other unencumbered assets of the debtor.  Just think of this as a way of getting money from the LAND that was encumbered by the trust deed prior to foreclosure.

- Example of a fraudulent transfer: 
Corp has cash and owes money to a creditor. The creditor is seeking collection. Just before the creditor obtains judgment, the money is siphoned to shareholder and disappears.  Here, the creditor can try to pierce the corporate veil and get the money from the shareholder.

- NOTE ON DEEDS IN LIEU OF FORECLOSURE:
A DIL is when a lender agrees to accept the defaulting debtor’s deed to security INSTEAD of foreclosing upon it.  This is VERY risky for two reasons:

(1) Unlike foreclosure, which extinguishes junior liens, a DIL does NOT extinguish the intervening liens of other creditors, meaning the creditor would take encumbered property by accepting a DIL.  So, accepting a DIL is risky b/c there might be junior liens on the land that would survive.  E.g., Vallely (bank didn’t want DIL b/c of junior mechanic’s liens).
(2) DIL Even if there are NO junior liens, DIL is still risky b/c it is deemed to be a full satisfaction of the debt, thus excusing any guarantors from liability.

**Even if parties agreed that a DIL did not represent the FULL satisfaction, any guarantors would be exonerated b/c of the change in terms of the debtor’s obligation.  I.e.:  the guarantor could invoke the unilateral change to primary obligation suretyship defense.

**Note that if there’s a deed in lieu, the creditor’s TD is destroyed b/c of merger:  same owner has senior and junior estates in the same piece of land. 

- NOTE ON DRAGNET CLAUSES

The term "dragnet" is imprecise.  It can have two meanings:

- A "future advances" clause:  existing collateral serves to secure future debt.  E.g., Wendland.

- "After acquired property" clause:  existing debt is secured by subsequently-acquired collateral.

Significance of Dragnet Clauses re: 580b/d

- Dragnet Clauses can but need not make a given Note be secured by a piece of property even w/o specific documentation to that effect.  This issue arises when there is more than one note b/t the same two parties, and it’s unclear whether the security provided on one note is intended to also secure subsequent notes.
= Wendland (580b/d)


≠ Nat’l Enterprises (more limited dragnet clause:  dragnet clause in TD1 provided that future advances would be secured by the TD1 when evidenced by promissory notes stating that said notes are secured thereby (i.e.:  at lender’s option).  When second note did not state that it was secured by TD1, it wasn’t.

- If a foreclosed upon piece of property also served to secure Note X, the debtor may be protected by 580d (if the foreclosure was an NJF or by 580b (if the foreclosure was on a PMTD in the right scenario).

= Wendland (creditor NJF’d on property that secured N1, but court, applying both the "relationship of the loans" and the "reliance on the security" tests (either one of which would have been sufficient:  use this as magic language for when we see more than one note b/t the same two parties, and the issue is whether the security provided on one note is intended to also secure subsequent notes), reasoned that N2 was also secured by that property under the dragnet clause, thus creditor was barred from suing on N2 by his NJF). 


- Artificial Fractionalization (aka “bifurcation”) OF DEBT to get around §580d
YOU CAN’T CLAIM TO BE YOUR OWN SOJL

· Instead of a large Note secured by a single TD, Bank induces Debtor to give a note and a first trust deed, and simultaneously a second noted and second trust deed on the same parcel of land as part of the same transx.

· Bank does this to create the chance to foreclose on TD1 and still sue on TD2 as a SOLD OUT JUNIOR LIENHOLDER (SOJL).  If a court doesn’t force the bank to be honest about the nature of the underlying transx, the anti-deficiency laws are defeated because the action on TD2 is effectively a deficiency judgment against a single (though artificially fractionalized) Note.

SOJL:  Remember, if the JL was a different bank than the senior, after bank 1 NJF’d, Bank 2 is not barred by 580d and could proceed against debtor b/c Bank 2 didn’t elect NJF.  

HOWEVER, the whole thing only works to circumvent 580d and NOT 580b:  if an SOJL’s TD was PURCHASE MONEY, their deficiency is barred by 580b after the senior’s foreclosure.


· the scheme SHOULDN’T work: courts will not allow the bank to claim to be an SOJL.  However, this is NOT b/c of Wendland’s merger argument:  we don’t have a greater and lesser estates with senior and junior TDs, thus it isn’t fundamentally inconsistent for a party to POSSESS a TD1 & TD2 simultaneously.

· Example of a crappy holding where court overlooks artificial fractionalization:  Nat’l Enterprises
- Court treated a N2 as separate from N1 even where it represented the obligation to repay delinquent payments on N1.  This implied that it was possible to be your own SOJL or that a party who held both a TD1 and TD2 who could NOT claim to be its own SOJL could nonetheless ASSIGN the right to claim to be an SOJL to another, which would violate nemo dot.  Cf. discussion of 580b (TD2 representing obligation to repay on PMTD1 doesn’t lose purchase money characterization).  Nat’l Enterprises should probably be confined to its facts.

- SHAM GUARANTEES ARE NOT CONSIDERATION:  
So, if a promise seems to be given in exchange for a sham guarantee, it is unenforceable as a matter of k law unless supported by OTHER consideration.  See discussion of Spangler.

- NOTE ON FRAUDULENT TRANSFERS:
A fraudulent transfer occurs when a party rids itself of funds in order to become insolvent.  
ON THE EXAM, this could appear when a subsidiary transfers funds to a parent corp., particularly when there is a lack of consideration.


-Parties can agree to turn a non-recourse loan into a recourse loan, so long as there is consideration.  See discussion of Guardian S&L


- NOTE ON WRAPAROUND MORTGAGES 
Most sales of encumbered property have Vendor take back a relatively-small TD2 from purchaser, which is junior to a lending institution's TD1.  In that case, P would have to make payments on both notes.  Assuming everything is above board, the bank is going to demand payment on the first note, invoking due on sale.  Paying off the TD1 will likely require financing at the current interest rate, which may be significantly higher than the rate on the V’s note to the bank.  This cost (of effectively refinancing at a higher rate) will be borne by the purchaser.

But, if they don’t tell the bank, V can keep making payments under Note 1, and P can give V a LARGE note big enough to include (1) V’s Note 1 payments and (2) the value of the property’s appreciation.  Essentially, this means that purchaser is getting the benefit of the low interest rate on N1.

**Prof thinks this is borderline fraudulent, since the vendor and the purchaser essentially conspire to conceal the fact of the sale from the lender, so as to preserve the existing low-interest financing.
- NOTE ON NEGATIVE AMORATIZATION:
N.A. overencumbers property:  Debtor owes creditor interest and principal payments on a Note, but can’t pay, so creditor adds the amount of the missed payments to the principal, thus increasing the encumberance.  See Costanzo.

- NOTE ON LIQUIDATED DAMAGES CLAUSES:
Liquidated damages are generally unenforceable, unless they bear some reasonable relationship to the damages that a party would ACTUALLY suffer.
= FMC (partnership agreement)

- NOTE ON USERY LAWS

· In CA, can only charge 10% interest on a loan. However, there are exceptions. If you are a federally regulated entity, if you have a special license, you can charge more than 10%. If you charge more than 10%, the debtor can recover damages of 3x interest actually paid or interest can be forgiven. 


- One cannot apply for reimbursement or indemnity when one acts voluntarily to pay an obligation on behalf of another, as distinguished from pursuant to a suretyship contract (Frangiopani’s also can’t get reimbursement from B b/c they paid voluntarily)


- NOTE ON MARSHALLING OF ASSETS (MOA)
marshalling of assets:  the doubly funded senior secured party must look first to the singly encumbered asset so as not to prejudce the junior secured party.

1. Illustration:  Debtor w/ 2 pieces of real property.  Secured party.  It has a TD 1 on BOTH parcels.  Junior secured party.  It only holds TD2 on the second piece of property.  Senior secured party starts to foreclose, and starts to go after the second parcel ONLY.

JL party hates this:  they say the SL should go look first to the other, unencumbered property b/c your proceeding against the second parcel is going to affect us directly.

2. MOA is an equitable remedy.  If another junior creditor has an interest in the first piece of property (i.e.:  holds a TD2 on it) then the intermediate creditor (the second creditor) cannot assert marshalling:  can’t assert marshalling so as to injur other secured parties.  If there are three parties involved, marshalling can almost never be done.

3. Marshalling can be waived in a subordination agreement.
a. It’s unclear whether the secured party ALONE could waive marshalling:  since the debtor gets a benefit from Marshalling too (i.e.:  they can predict which piece of security they’ll lose first in the event of default to the doubly secured senior), the debtor might have to also waive Marshalling for the defense to be effective against the new senior.
- NOTE ON JUDGMENT LIENS
Perhaps as a separate basis for the court's result in O’Neil v. General  Security Corporation, the court correctly observed that the judgment creditors' note merged into the subsequent judgment pursuant to the stipulation.  Thus, the borrower's obligation under the judgment is really a new obligation, separate from the note itself.  As a result, if the judgment creditors were to levy execution on the debtor's real property, the lien of the writ would not relate back to the priority date enjoyed by the original trust deed.  In turn, that failure of relation back would mean that the judgment creditors' lien has to be junior to the intervening lien of the refinancing creditor.

Judgment lien on real property is good for 10 years, and renewable for an add’l 10;
When a judgment lien is created against a tort Δ/debtor with no real property, that lien has nothing to attach to.  When the Δ/debtor later acquires property by giving back a PMTD, however, the judgment lien attaches to the property.  The judgment lien is JUNIOR to the PMTD, however.   (Rationale:  lendor/vendor wouldn’t have made the PMTD if it knew it would be junior, thus debtor could never acquire property so judgment lienholder, ironically, would never get ANYTHING.)

NOTE ON INDEMNIFICATION AGREEMENTS:
FC agreed to indemnify Nationwide on the loan:  FC agrees to pay nationwide in the event borrower defaults.  I.e.:  this is a recourse assignment: where in theory the originating lender takes care of any problems with the loan. This is generally occurs if there is a credit problem. It is unclear whether the recourse provision kicks in all circumstances.

Indemnification agreements are thus recourse assignments.

Banks do make recourse assignments to each other to solve cash flow problems (the strategy obviously wouldn’t solve the geographic diversity problem).
NOTE ON SNDA Clauses:
subordination clause:  Several types of sub. clauses in leases:  (automatic vs. optional)

I. Lease is automatically subordinate to future/existing liens

**If the subordination clause is “automatic”, a lienholder cannot make a unilateral election to re-order (i.e.:  just as TD2 can’t unilaterally leapfrog TD1, senior lien can’t unilaterally sub b/c leaseholder could rely on being junior).  Principal Mutual


II. Future lienholders can ELECT to subordinate their interest to the lease

**Note the timing difference b/t the attornment invocation (after foreclosure) and the optional subordination clause election (lender makes election prior to foreclosure).

NON-DISTURBANCE CLAUSE:  as long as T is not in default he keeps possession, even if the lease is junior to a TD at foreclosure (and thus extinguished).

Note that non-disturbance clauses render clauses that subordinate leases to liens (or give lienholders the OPTION to subordinate) fairly useless:  the T will keep possession.

**Landlords give these clauses to Ts because of enlightened self interest:  while they’d love to make their property more bankable by giving lenders the option to terminate completely (i.e.: through optional subordination agreements), this would be a significant drawback from the perspective of T (thus making the property harder to rent) and, if a tenant did accept this agreement, would be a disincentive for T to improve the property b/c T would worry he would be unprotected if L defaulted to a senior lien.

not in default :  NDCs aren’t ONLY for the benefit of the T.  Accordingly, T couldn’t waive it by defaulting intentionally on the lease and then claiming the lease was extinguished by the foreclosure on a senior lien (which, remember, is what the NDC was intended to prevent).  NDCs also benefit foreclosing lenders b/c they can trust that tenant will be there following foreclosure.


attornment clause:  T agrees to recognize any new L who recognizes the lease (e.g., by announcing he is the L, or demanding rent).  An attornment clause does not OBLIGATE a purchaser to recognize the lease: since clause was for the benefit of Lienholder, Lienholder can waive it after purchasing.


Additional things learned from Miscione:  
(1) a JL who forecloses and purchases doesn’t necessarily assume liability to the SL on the Creditor’s note, though they could.  The mere fact that the JL makes payments to the SL does not indicate an assumption:  it might be that the JL simply paid temporarily w/o assuming to stave off the SL’s foreclosure.  

(2) Where the same individual is effectively on both sides of a contract (i.e.: general partner of the lessor and president of the lessee), they may be assumed to have actual knowledge of all terms, so the terms will be strictly construed.

(3) A party buying property must do due diligence to investigate the property’s worth.  However, if the seller does not disclose a cloud on the value of the property (e.g., Miscione, if foreclosing party didn’t disclose tenant’s contention lease was extinguished), they could be liable in tort for fraud.
Miscione v. Barton Development

NOTE ON BANKRUPTCY

Bankruptcy courts can deem a debtor’s executory contracts REJECTED.

REJECTED:  SPLIT on meaning of rejection

· CA:  Rejected leases are void as to the debtor (i.e.:  he’s no longer a lessee) but not as to third parties:  their security isn’t extinguished.


· Other jdx.:  rejected lease is extinguished for all purposes.


**Of course, a creditor secured by a leasehold TD would want to agree with landlord that in the event of T’s bankruptcy, lender can cure arrearages, thus preserving the leasehold for the lender.
� Kendall v. Ernest Pestana (landlord can’t refuse consent absent commercially reasonable justification) was overturned by statute: can have an express provision saying that landlord’s consent may be unreasonably withheld.
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