I. Introduction

a. Credit

i. Unsecured

1. Credit without collateral securing the debt.

2. Creditor usually charges higher interest rates because the creditor carries more risk.

ii. Secured 

1. Creditor takes collateral to secure the obligation

2. Lower interest rate because the lender has a source of payment in case of default and because the security provides a strong incentive for the debtor to pay rather than foreclosing.

3. Pledge:  A type of security where the debtor actually transfers physical possession.

4. Non-Recourse Hypothecation/Obligation:  A secured debt where the contract stipulates that the creditor’s only remedy is foreclosure on the security in case of default by the debtor.

iii. Lien v. Obligation

1. Obligation: The remaining amount due on the debt.

2. Lien: Any interest in property that gives the creditor the right to seize and sell the property in event the debtor defaults on his obligation.

a. Nonconsensual:  Involuntary liens, such as liens of attachment or judgment liens.

b. Consensual:  Voluntary liens, such as mortgages and trust deeds.

iv. Trust Deeds v. Mortgage

1. Mortgage: Creditor extends credit to debtor in exchange for a promissory note and a lien on the debtor’s property.

2. Trust Deeds:  Prevalent in California.  Creditor extends credit to debtor in exchange for a promissory note to the creditor.  The debtor also gives legal title of his property to a trustee who holds the power to initiate foreclosure actions in the case of default.

v. Judicial Foreclosure v. Non-Judicial Foreclosure

1. Judicial Foreclosure:  In the event of default, the creditor pursues judgment on the security in a court of law.

2. Non-Judicial Foreclosure:  In the event of default, a trust deed allows a trustee to sell the property at a foreclosure sale without involving the courts on the front end.  Efficient and easy for the creditor.

II. California Code of Civil Procedure § 580d and the Gradsky Defense
a. C.C.P. § 580d
i. “No judgment shall be rendered on any deficiency upon a note secured by a deed of trust or mortgage upon real property…in any case in which the real property…has been sold by the mortgagee or trustee under power of sale contained in the mortgage or deed of trust.”

ii. What does this mean?

1. When a trustee non-judicially forecloses on a note in default, the creditor cannot sue the debtor on his personal assets.

2. Why?

a. Stems the tide of an economic downturn by preserving a debtor’s other assets.  

b. Prevents a creditor from bidding artificially low on the property in a foreclosure sale and then going after the debtor’s other assets (double recovery).

3. Judicial Foreclosure
a. § 580d does not apply in the case of a judicial foreclosure; thus, if a creditor judicially forecloses, he can also go after the debtor’s personal assets.

b. However, in case of judicial foreclosure the debtor retains the right to statutory redemption, meaning he can buy back the property for a certain period of time at the price paid for it at the judicial foreclosure sale.
4. Sold-Out Junior Lienholders

a. NJF by a senior lienholder does not bar a junior lienholder from suing the debtor for deficiency.

b. Why?  Two separate obligations; it was not the junior that exercised his power under the deed of trust to NJF.  Should not stick junior with the consequences of senior’s decisions.

5. Multiple Collateral Situations

a. §580(d) does not apply to situations involving NJF’s on multiple pieces of real property offered as collateral on one obligation.

b. Thus, a secured creditor may NJF on all pieces of real property offered as collateral by the debtor without triggering the anti-deficiency statutes.
b. C.C.P. § 580d and Guarantors

i. What are guarantors?

1. Guarantors are like co-signers.  They guarantee the payment on a debt in the case of default by the debtor. 

ii. C.C.P. § 580d protects guarantors from deficiency actions in the case of a non-judicial foreclosure on the debtor’s real property.

1. If creditor chooses to NJF, common law says that creditor cannot then go after guarantor for any amount still due on the obligation.  This is called the Gradsky defense.
2. Why?

a. Guarantor usually has the right of subrogation.  Thus, when he pays the debtor’s obligation, he stands in the shoes of the creditor and retains all the creditor’s rights.  He gets to sue the debtor for the amount of money he paid the creditor.

b. § 580d protects debtors from deficiency actions brought by anyone in case of NJF.  Thus, guarantors lose their subrogation interest once the creditor chooses to NJF.  Unfair to guarantors if they then have to pay a deficiency without any recourse against the debtor.

iii. Can creditors just sue guarantors directly on the debt in case of default by debtor?
1. Creditors can sue guarantors on a debt.  

2. However, C.C.P. § 2809 and 2845 gives the guarantor:

a. Right to require the creditors to exhaust all their remedies against debtor first, and

b. Right to require the creditors exhaust any security put up for debt first.

iv. Collateralized Guarantees

1. Defn:  A guarantee secured by some sort of property.

2. NJF’s on Debtor’s Collateral v. NJF’s on Collateralized Guarantees

a. Absent a Gradsky waiver, if creditor NJF’s on a debtor’s collateral, he cannot go after the guarantor’s collateral because the guarantor loses his subrogation rights against the debtor

i. VIP:  If guarantor signed a Gradsky waiver, however, he loses any defenses based on subrogation and the creditor can proceed against the guarantor’s collateral.

b. Even if guarantor signed a Gradsky waiver, if creditor NJF’s on the guarantor’s collateral, the guarantor then gets non-waivable § 580d protection against deficiency actions.

v. Continuing Guaranty  

1. An open guarantee for future obligations.  Usually arises in situations involving a continuing line of credit.

2. C.C.P. § 2815 provides that a continuing guaranty can be revoked at any time by the guarantor with respect to future transactions. 

3. Pearl v. GMAC:  Pearl issues a pledge of stock as a guarantee for a revolving line of credit for Palomar, issued by GMAC.  The pledge agreement provides that, “This Agreement shall create a continuing security interest in the pledged collateral and shall remain in full force and effect until all obligations owed to Pledgee by Borrowers have been satisfied.”  After GMAC makes its first loan to Palomar, Pearl issues written revocation of the pledge agreement as to all future transactions.  Court holds that, although § 2815 rights can be waived, the language of the pledge agreement did not effectively waive such rights because it never referred to the statute and never said Pearl couldn’t terminate the agreement at any time.

c.  Waiver of § 580d Protections

i. Debtor:  The principal obligor (debtor) can never waive the § 580d protections against deficiency actions after an NJF!!

ii. Guarantor and Waiver of § 580d Protections (Previous Common Law Rule)
1. Previous Common Law Rules

a. Waiver had to contain specific language waiving any of the guarantor’s defenses based on an election of remedies that terminated its subrogation rights.

i. Usually needed to mention the statute.

ii. Spell out the true legal consequences of such a waiver.

b. Court would not strain to find a waiver if the language ambiguous (ambiguities in contract interpreted against the drafter.)

2. Union Bank v. Gradsky:  Court establishes that a guarantor has equal rights to a § 580d defense against deficiency actions after an NJF.  Court held that the guarantor had not waived his § 580d defense where his guarantee agreement was clause stating, “I waive any right to require the holder of this within instrument to proceed against the maker or against any other person or to apply any security it may hold or to pursue any other remedy.”  The waiver did not contain explicit language illuminating the protections afforded by 580d and a specific acknowledgment that the guarantor was waiving those protections.
3. Cathay Bank v. Lee:  Lee signs a guarantee on a loan from Cathay Bank to a hotel firm of which he was corporate secretary.  The loan secured by a Quality Inn.  The guarantee contained language that stated that the “guarantor would be liable to the Bank for any deficiency resulting from the Bank’s election of remedies, even if the election resulted in the destruction of any rights by Guarantor against others” and, “Guarantor waives any rights or defenses caused by the cessation of liability of the Debtor.”  Court holds that the language did not sufficiently waive the guarantor’s 580d protections because it was not specific enough.

d. Waiver of § 580d Protections under § 2856
i. § 2856(a) 

1. Guarantor can waive any of its rights and defenses based upon subrogation, indemnification, reimbursement, etc.

2. Guarantor can also waive all of its suretyship defenses (its defenses against the creditor), i.e., it right to require creditor to proceed against debtor or security first.

ii. § 2856(b)-(d)

1. Safe Harbor Provisions.  A contract that expresses an intent to waive the rights and defenses under (a) enough to waive those rights and defenses regardless of what kind of language the contract uses.

2. Section (b) gives specific contractual language that may be employed.

III. Sham Guaranties

a. Where principal debtor gives a personal guarantee, the guarantee is a “sham guarantee” if the guarantor already liable in its capacity as the principal debtor.

i. Examples:  Partner guarantees the debts of his general partnership.  General partner guarantees the debts of his limited partnership.

ii. Secured Loans to Trusts and Guarantees by Trustees

1. Torrey Pines v. Hoffman:  Hoffman Family Trust takes out $3.5 million loan secured by real property.  Hoffman executes a personal guarantee.  Hoffman the trustee of the Family Trust.  At the time, trustees carried presumption of personal liability on all debts of trust they administered.  Court held that the Hoffman personal guarantee was a sham guarantee since Hoffman would have had personal liability anyway as the trustee of the Hoffman Family Trust.  Thus, the creditors could not seek a personal judgment against Hoffman for the deficiency after an NJF because Hoffman, as the principal debtor, could not waive his § 580d protections.

2. Torrey Pines Rule no longer applies because, under current CA law, trustees are not presumptively liable for the debts of the trusts they administer.  Thus, a trustee’s guarantee is not necessarily a sham.

b. Sham Guaranties and Alter Ego Theory
i. Courts may find a sham guarantee if the creditor directed the underlying transaction in a way as to avoid the anti-deficiency statutes, such as having a debtor create a closely held corporation with no assets(alter ego) to buy the property and then having the debtor execute a personal guarantee on the debt.

ii. River Bank v. Diller:  Diller asserts that he entered into negotiations with River Bank for a joint venture to develop a piece of property Diller owned.  He alleges River Bank pulled out of the deal and restructured it so that (1) Hacienda, a limited partnership, would take out two non-recourse loans secured by real property for $36 million and $2 million, respectively; (2) Prom XX, a shell closely held corporation formed for the purposes of closing this deal would be the general partner (Diller owned all the stock in Prom XX; (3) Diller would execute a couple of limited guaranties; and, (4) River Bank never inquired into the financial status of Prom XX, the company that would bear personal liability for any default.  Hacienda defaults, Bank NJF’s.  Bank then comes after Diller for the personal guaranties.  Diller claims these are sham guarantees because, by requiring Diller create Prom XX to become the general partner and having Diller execute personal guarantees, the Bank structured the deal to avoid the anti-deficiency protections of § 580d.  Court agrees there is a triable issue of fact because (1) if Diller had been the general partner of Hacienda, no doubt the guarantees would be invalid as a sham, and (2) the Bank provided no evidence that it was interested in the financial status of Prom XX, making it more likely the Bank was trying to circumvent § 580d.
IV. 580d and Full Credit Bids
a. Full Credit Bid

i. Bid by the creditor at the foreclosure sale that establishes that the value of the security is equal to the outstanding debt.

ii. A full credit bid results is an admission of the property’s value. Thus, a full credit bid usually prevents a secured creditor buying the property from asserting a tort claim because he has no damages.
iii. A full credit bid is an admission that the creditor paid the full market value of the property.  Thus, even if the creditor can sue for tort on the theory that a person’s fraudulent misrepresentations induced him to make the full credit bid, he must prove that his damages (amount left on the obligation, legal fees, property taxes, etc.) exceeded the amount he bid for the property, or else he has no damages.  (Michelson, p. 76).
b. Actions for Waste and 580d/580b

i. California Civil Code § 2929 

1. Imposes a duty not to commit waste upon a person whose property interest is subject to a lien.
2. Thus, if a person takes a piece of property either “subject to” a lien, even though he/she is not liable for the monetary obligation, he/she cannot impair the lien holder’s security by committing waste.

3. Cornelison v. Kornbluth:  Court refuses to allow economic waste action against defendant, who took property subject to a trust deed executed favor of Plaintiff, because the Plaintiff bought the property back at a non-judicial foreclosure sale with a full credit bid, thus acknowledging he had received total satisfaction of his secured obligation.

ii. § 580d/580b and Waste Actions

1. General Rule: Only bad faith waste actionable.

a. In California, after a creditor non-judicially forecloses (NJF’s) on the property, a creditor cannot sue a debtor for economic waste unless the court finds that the waste resulted from the debtor’s bad faith.

b. Cornelison v. Kornbluth:  Plaintiff sells property to Chanons and takes back a promissory note and a vendor held purchase money trust deed.  The trust deed contains certain covenants, including that the Chanons will keep the property in good condition.  The Chanons convey to Kornbluth.  The Chanons then default.  Plaintiff NJF’s on the property and then sues Kornbluth for (1) breach of covenant and (2) economic waste.  Court holds that (1) Kornbluth not liable under covenants because they did not “run with the land” and (2) Kornbluth not liable for economic waste because, even though he had a duty not to impair Plaintiff’s security, an action unintentional waste would violate the intent of the anti-deficiency statutes.   

2. Property Taxes: Intentional refusal to pay property taxes considered bad faith waste.

a. Refusal to pay property taxes on a property encumbered by a mortgage or trust deed can result in a government lien on the property, making it less valuable.

b. Nippon Bank v. 1333 North Carolina Blvd:  Defendants borrow $73 million from plaintiffs to refinance a construction loan; loan a non-recourse obligation secured by a deed of trust on the property. Loan contains covenant that Defendants will pay all the property taxes as due.  Project runs into some trouble and defendants ask the plaintiffs to restructure the interest rate; plaintiffs refuse.  Defendant then refuse to pay the property taxes, forcing Plaintiffs to eventually pay the taxes owed with money they collect on assignment of rent.  After Defendant defaults and Plaintiffs NJF, Plaintiffs sue Defendants for bad faith waste for Plaintiffs’ refusal to pay property taxes.  Court holds that an intentional failure to pay property taxes on a property secured by a trust deed constitutes bad faith waste.  State has policy against debtors milking their encumbered properties, even in the case of a non-recourse loan.  Because Defendants intentionally refused to pay the property taxes, Defendants liable for the amount due and punitive damages.
c. Fraudulent Inducement and a Full Credit Bid

i. Usually, a creditor making a full credit bid cannot sue in tort because he has no damages.  A full credit bid is an admission of the property’s value and an admission that the property’s value satisfies the secured obligation.  Thus, what has the creditor lost?

ii. However, if the creditor can prove a fraudulent misrepresentation induced him into making the loan and the full credit bid, he can recover for damages. (Michelson, p. 74). Why?  Because he never would made the full credit bid.

iii. Michelson v. Camp:  Appraiser makes appraisal of property that far exaggerates its value.  On the basis of that appraisal, the Plaintiff makes loan to property owner with the property as security.  Property owner defaults; Plaintiffs bankruptcy attorneys obtain another appraisal, this time correct.  Plaintiffs then make a full credit bid based on the first appraisal; unfortunately, amount of indebtedness comes to way more than the property worth.  Plaintiffs sue the appraiser for fraudulent misrepresentation.  Court holds the Plaintiffs suit fails because they cannot prove reliance on first appraisal; court imputes the knowledge of Plaintiff’s bankruptcy attorneys.  Court also holds that, even if Plaintiffs did have suit, they would have to prove that their damages in the amount of the outstanding obligation and consequential damages based on the fraud amounted to more than their full credit bid.  Why?  Because full credit bid = admission of fair market value.  
V. California Code of Civil Procedure § 580(b) and Purchase Money Transactions

a. Introduction

i. C.C.P. § 580(b):  No deficiency judgment shall lie…after a sale of real property or an estate for years…for failure of the purchaser to complete his or her contract of sale, or under a deed of trust or mortgage given to the vendor to secure payment of the balance of the purchase price of that real property for years therein, or under a deed of trust or mortgage on a dwelling for not more than four families given to a lender to secure repayment of a loan which was in fact used to pay all or part of the purchase price of that dwelling occupied, entirely or in part, by the purchaser.
ii. What is a Purchase Money Trust Deed?
1. Purchase Money Trust Deed is a trust deed on a property given to a creditor in exchange for money used to purchase that particular property.

2. Vendor Held Purchase Money Trust Deed:  A Vendor Held Purchase Money Trust Deed is a trust deed the vendor (seller) of the property takes back from the purchaser to secure the purchaser’s debt to the vendor for that particular piece of property.

3. Lender Held Purchase Money Trust Deed:  A Lender Held Purchase Money Trust Deed is a trust deed an outside lender takes back from the purchaser of a piece of property to secure a debt incurred by that purchaser in the purchase of the property.

iii. What does 580(b) do and when does it apply in general?

1. 580(b) prevents a creditors holding purchase money trust deeds from obtaining personal judgments for a deficiency after they have foreclosed on the property (judicially or non-judicially).

2. 580(b) applies to the following situations:

a. Vendor Held Purchase Money Trust Deeds on Residential Property.

b. Vendor Held Purchase Money Trust Deeds on Commercial Property.

c. Lender Held Purchase Money Trust Deeds on Residential Property.
3. 580(b) does not apply to Lender Held Purchase Money Trust Deeds on Commercial Properties!

4. Residential Property:  Purchaser occupied and less than four units.

5. Applies to leasehold situations as well (assignment of long term leases to third parties for consideration).

b. Refinancing and Anti-Deficiency Protections under 580(b)
i. A debtor loses his protections under 580(b) if he/she refinances his/her purchase money obligation.

ii. Union Bank v. Wendland:  580(b) not applicable where debtor refinances his purchase money loan, secured by a purchase money trust deed held by a third party, with Plaintiff bank one year after purchase.

c. Anti-Deficiency Statutes and Dragnet Clauses

i. Dragnet Clause

1.  A provision in a loan agreement that has the effect of making the security instrument security for the debtor’s past, present and future obligations to a particular creditor.

2. Different Kinds of Dragnet Clauses:

a. Future Advance Clauses:  This note, and all future notes, secured by the same collateral.

b. After Acquired Property Clauses:  This obligation and all existing obligations will be secured by this property and future property bought with future advances.
ii. Effect of Dragnet Clauses

1. All of the loans the creditor has outstanding with the debtor secured by a particular piece of property.

2. Thus, if the creditor non-judicially forecloses on the property for the debtor’s default on one loan the creditor cannot sue on the other loan obligations because this would amount to a deficiency judgment.
iii. Policy: If courts did not enforce the anti-deficiency statutes in situations where numerous obligations to one creditor secured by one piece of property the creditor could circumvent the anti-deficiency statutes by splitting loans up.

iv. Tests for Determining Merger (for purposes of Anti-Deficiency)
1. Relationship of the Loans Test: The more closely associated the purpose of the loans, the more likely they are actually the same obligations.

2. Reliance on the Security Test: Second loan appears to be made in reliance on the original security.

v. Union Bank v. Wendland:  Defendant re-finances home loan with Plaintiff, secured by a first trust deed.  First trust deed contains a clause that states that the “trustor hereby assigns the property to the trustee in trust power….for purposes of securing….the payment of additional sums and interest thereon now or hereafter due.”  Defendant then takes out second loan from same bank to pay off indebtedness on the first, secured by same trust deed.  Defendant then takes out third loan to finance remodel on house, secured by second trust deed on the same property.  Defendant defaults on all the loans and bank NJF’s on property. Bank then sues Defendant for amount due on the third loan.  Court holds that the loans actually the same obligation because (1) secured by trust deeds on same property; (2) dragnet clause showed parties’ intent to allow the property to secure future obligations; and, (3) second loan taken out for the purposes of paying off first (related purposes).

d. Sold Out Junior Lienholders and 580(b)
i. 580(b) proscription against personal judgments usually applies to sold-out junior lienholder.  

1. Sold-Out Junior Lienholder:  A creditor possessing a lien on the property that has lost its security because the senior lienholder has foreclosed.

2. Junior lienholder has the right to amount realized by the senior lienholder from the foreclosure in excess of the senior’s lien amount.  However, there is usually nothing left.  In these situations, a junior lienholder holding a purchase money trust deed cannot sue the debtor for a personal judgment.
3. Policy

a. Prevent exaggeration of market downturns.

b. Keep junior lienholder (usually the vendor) honest with his sale price; if Bank will not finance the total amount, vendor has probably overvalued.

ii. Exception: Where a vendor agrees to subordinate his purchase money trust deed to a lien securing a purchaser-developer’s construction loan, and the senior lienholder forecloses, the junior lienholder (vendor) can sue for a personal judgment.

iii. Spangler v. Memel:  Plaintiff sells commercial property to the Defendants, a partnership; Plaintiff takes back down payment and a purchase money trust deed in return.  Plaintiff agrees to subordinate the purchase money trust deed to an upcoming construction loan in exchange for personal guarantees and in exchange for the Defendants improving the property (increases her security interest).  Defendants default on the construction loan and Bank judicially forecloses as the senior lienholder.  Plaintiff then sues the Defendants under their personal guarantees.  However, their personal guarantees are sham guarantees because they are a general partnership.  
1. Issue:  Does §580(b) bar suits for personal judgments by sold-out junior lienholders holding purchase money trust deeds where the junior lienholder agreed to subordinate his/her lien to a subsequent construction loan? 
2. Holding:  No.  Court holds 580(b)’s prohibition against personal liability does not apply in this context because the rationale behind 580(b) does not apply. 
a. The present security value cannot be determined at the time vendor sells the property because of the planned improvements.  Thus, the vendor as the junior lienholder does not know if he/she is overvaluing.  
b. The success of the venture depends on competence and diligence of debtor.  Thus, in the case of subordination to construction loans it is unfair to put the assumption of risk on the vendor rather than the debtor who is in charge of improving property. 

c. Construction loans typically involve vast amounts for improvement. Thus, the typical junior lienholder does not have the option to buy in at the foreclosure because of the astronomical amounts involved.  Only protections for junior lienholder in such case is to allow him to get a deficiency judgment.

VI. Express Waiver

a. A purchaser may not waive his/her 580(b) protections by contractual term in exchange for new consideration following the original purchase money sale.  (No post-default waiver of the §580(b) protections).
i. DeBerrard v. Lim:  Lim buys a shopping center from DeBerrard for $3.2 million.  Lim tenders a $1.2 million down payment, a $1.9 million in financing from a Bank secured by a trust deed and $170,000 in financing from DeBerrard, secured by a second trust deed.  Lims eventually cannot make payments; in order to facilitate forbearance agreement with the Bank, DeBerrard agrees to subordinate its trust deed in exchange for a waiver of anti-deficiency protections.  Lims eventually default and Bank forecloses, leaving DeBerrard as a sold-out junior lienholder.  DeBerrard sues claiming that Lim had waived it anti-deficiency protections contractually.  
1. Issue:  Can a debtor expressly waive his/her §580(b) protections in exchange for a forbearance agreement?

2. Holding:  No.  Debtor cannot waive §580(b) protections except in the case where the debtor asking vendor for subordination to a construction loan (Spangler). Why?  Because DeBerrard knew the value of the property when it negotiated the sale. The fact the Bank would not finance the whole amount should have put it on notice it had overvalued the property.  Unlike the situation in Spangler, the purchaser was not making vast improvements making it difficult to determine the actual value of the property.  The same risks were inherent for the vendor at the end of the situation as the beginning.   

b. Choice of Law Provisions and Waiver

i. Parties to a purchase money transaction in California can get around 580(b) by putting a choice-of-law provision in their contract applying a state’s law that does not have such anti-deficiency protections.

ii. Test for Enforcement of Choice of Law Provisions

1. State chosen has substantial relationship to the parties or the transaction; and,

2. Application of that State’s law would not be contrary to a fundamental policy of California state law.

iii. Ways to Ensure Choice of Law Provision Gets Enforced

1. Make sure the buyer creates, or uses a pre-existing, corporation in another state to purchase the property; and,

2. Put in a choice of law provision that applies that state’s law.

iv. Guardian v. MD Associates:  Purchase money transaction between Guardian and MD Associates for the purchase of commercial property in California.  Guardian was incorporated in Texas.  MD Associates was a joint venture formed under Texas law.  Choice of law provision in the loan contract which calls for the application of Texas law in the case of a dispute.  MD Associates defaults on its obligation and Guardian forecloses.  Guardian then sues MD Associates for the deficiency and asks the court to apply Texas law. 
1. Issue:  Is a choice of law provision enforceable in a commercial purchase money transaction which causes the parties to waive their anti-deficiency protections where the parties are domiciled in the other state?

2. Holding:  Yes.  Court agrees to enforce the choice of law provision because (1) the parties had a substantial relationship to the state chosen because each was incorporated in Texas, and (2) California’s interest are not greater than Texas because this involves commercial property, California does not have as great an interest in protecting the allocation of risk between two sophisticated Texas domiciliaries and Texas has a strong interest in preserving the contractual expectations of domiciliaries entering into contracts under its law.
VII. Recharacterization
a. Rules

i. Subsequent purchasers of property encumbered by prior purchase money trust deed retain §580(b) protection similar to the original debtor.
1. Whether or not they took the property “subject to” existing liens or “assumed” the existing liens.

a. “Subject to” means that prior liens from prior owners still encumber the property but the purchaser has no personal liability for those liens.

b. “Assumed” means that the purchaser assumes personal liability for the prior owner’s liens.

2. How do you determine “subject to” or “assumes”?

a. Intent of the parties rule.

b. If there is a discrepancy between two documents, such as the loan agreement and the escrow instructions, the later contract rules (merger: see Frangipiani on pg. 166).

3. “Wrap around” mortgage:  Involves a first trust deed in favor of vendor and a second trust deed large enough to cover the vendor’s debt to the person he bought the property from.

a. Bank sells property to P(1) and takes back a $200K note and a PMTD in return.  P(1) then sells to P(2) and takes back a $300K note and a PMTD, i.e., a note large enough to encompass the bank’s note and P(1)’s profit. This is a wrap-around mortgage.

b. Assumption versus “Wrap Around” Mortgage:  Better, in the situation illustrated above, for P(1) to make P(2) assume P(1)’s promissory note and PMTD to the Bank as a condition of sale.  Although this diminishes cash on hand, this allows P(1) to extract himself from the transaction and ensures that P(2)’s property is no longer subject to P(1) paying his lien. 
ii. A Party is defined to be a vendor subject to § 580(b) if he sells his real property in return for a note payable or he accomplishes the following:

1. He consents and actively participates in the sale of R/P to save his own security interests from extinction AND

2. He sells his interests as a beneficiary under a TD for a new TD securing the same R/P for the purpose of making the sale go through AND

3. Holding him to the provisions of § 580(b) will promote §580(b)’s intent and purpose.

iii. Illustration (Commercial Property):  A ( B; B falls behind in payments, wants to sell to C; A allows B( C, and takes back a promissory note from C covering part of B’s original debt to A = A( C (A is a vendor, rather than a third party lender; thus, A cannot recover deficiency judgment when property foreclosed upon).

b. Shepherd v. Robinson:  Edington buys property from Shepherd, who takes back a trust deed in return.  Edington wants to sell the failing property to Robinson.  Robinson will only buy the property if Shepherd will discount the amount due on Edington’s trust deed.  Shepherd agrees.  Robinson gets financing for the purchase from Fidelity Bank, who takes back a first trust deed as security.  Shepherd takes back $215,000 in cash and a promissory note for $43,000 from Robinson, secured by a second deed of trust.  Robinson defaults on Fidelity obligation; Fidelity forecloses.  Shepherd then sues Robinson for the $43,000.  Shepherd argues that he is not a vendor for the purposes of §580(b) because he did not directly sell the property to Robinson, Edington did.  Court holds that Shepherd was a vendor because, liberally construing §580(b), Shepherd was a necessary party to the transaction between Edington and Robinson and took an active role in sales negotiations to protect his investment.  
c. LaForgia v. Kolsky: Sells TD for another TD: A Non-PM Lender becomes a Vendor when in an attempt to save its threatened security interest, it sells its original security interest (TD) and note owed by D in return for a new security interest and note owed by the new purchaser. (see case notes #8).
i. Actively Participated in the Transaction: Consent and Active participation by C to save his security interests, by orchestrating sale to a third party, and/or consenting to the sale and its terms.  Instead of FC on R/P.
ii. Serves § 580(b) Purposes: The rationale behind the exception outlined in Spangler  is that in a normal PMT the vendor is capable of evaluating the value of the R/P, but in a situation where the V has subordinated for a commercial development loan he is unable to evaluate the value because of the impending commercial development changes.  Similarly, in this situation the lender knows that the R/P is over evaluated prior to resell (because of his agreement to allow resell instead of FC). Despite this knowledge he agrees to sell his security interest and obligation by D for the same security interest and new obligation by new purchaser.  The Lenders knowledge of over evaluation coupled with his willingness to sell and unwillingness to foreclose is exactly what § 580(b) intends to prevent, thus like a standard V he is held to § 580(b).

d. Costanzo v. Ganguly:  Costanzo sells commercial property to Carter and takes back purchase money trust deed.  Carter sells to 4-Plex; 4-Plex defaults and initiates bankruptcy proceedings.  To save their security from bankruptcy stay, Carter arranges for a buyer, Tomanek. Tomanek finances deal through World Savings which takes back first deed of trust on the property in return.  Tomanek gives Carter cash and 11 promissory notes to pay for the purchase, secured by second deed of trust. Carter wants to pay off his debt to Costanzo in cash, but Costanzo takes assignment of the 11 promissory notes and junior trust deed for tax purposes.  Tomanek sells to Ganguly, who assumes Tomanek’s debt and executes 11 new promissory notes to replace old ones.  Ganguly defaults on obligation to World Savings; World Savings forecloses.  Costanzo sues for recovery under the 11 promissory notes as a sold-out junior lienholder.  
i. Issue:  Is a sold-out junior lienholder a vendor when he directed the sale by the original purchaser to a subsequent purchaser for the purposes of protecting his security from bankruptcy stay?  

ii. Holding:  Court characterizes Carter as a vendor for the purposes of application of §580(b) because (1) Carter was a necessary party to the sale because they agreed to subordinate their liens to World Savings in order to facilitate the sale to Tomenak, (2) Carter actively participated in the sale by finding a buyer and by agreeing to subordinate, and (3) apparent Carter was overvaluing property because World Bank would not finance the whole transaction.  Thus, because Costanzo was an assignee of the 11 promissory notes, she steps into Carter’s shoes and is considered a vendor.   
e. Hidden Security Devices:  FMC v. Greiner:  Greiner buys property in purchase money transaction; property sky rockets in value.  Greiner then refinances with FMC to pay off purchase money loan and to finance property development.  Greiner defaults and FMC enters into a loan modification agreement.  The loan modification agreement called for Greiner to convey the property to an LLC for purposes of sale or redevelopment.  The terms of the LLC agreement provided for three periods of sale whereby FMC would take rapidly increasing amounts of any sale revenues and a rapidly increasing role in directing the sale.  Greiner fails to sell the property; FMC seeks declaratory relief that terms of LLC agreement are enforceable.  

i. Issue:  Is an LLC created between a creditor and debtor for the purposes of selling the security a hidden security device where the terms of the LLC agreement call for conveyance of the property to the LLC and call for sale proceeds to go to the creditor in an amount mirroring what the loan payments would be? 
ii. Holding:  The LLC is a hidden security device because its’ deed was created to secure the payment of Greiner’s debt to FMC.  

iii. Test for Determining Hidden Security Devices

1. Pre-existing debtor creditor relationship between grantor and grantee.

2. Obligation survives the grant of the security to new entity.

iv. Why do hidden security devices matter?

1. Circumvention of the anti-deficiency statutes.

2. In FMC, if the court had held the LLC was not a hidden security device, FMC could have gone after Greiner personally first instead of having to foreclose on the property because the property would not be considered security for the debt anymore.

3. Also, in FMC if the Court had gone the other way, if the LLC had sold the property FMC could still come after Greiner personally; §580(d) would not apply because FMC, as the mortgagee, would not be selling the property.  

VIII. Scope of Sanction

a.  Additional Collateral
i. Anti-deficiency laws do not apply to prevent a creditor from foreclosing on separate security instruments.

1. If you put up your house and your condo to secure the purchase of an apartment building, the Bank can foreclose on all three.

2. Schecter thinks this is a serious circumvention of the policies protected by the anti-deficiency statutes.  All Bank has to do is get you to put up additional collateral.

ii. Hodges v. Mark:  Hodges buys apartment building from Mark in a purchase money transaction.  Hodges assumes two pre-existing liens on the property to outside parties, secured by a first and second deed of trust.  As security on his obligation to Mark, Hodges also gives Mark (1) a third trust deed on the property, (2) a first deed of trust on his house, and (3) a first deed of trust on his condo.  Hodges defaults on his obligation to Mark and Mark forecloses on all three properties.

1. Issue:  Does §580(b) apply to protect a debtor from multiple foreclosures when the debtor put up multiple pieces of real property as security for a purchase money transaction?

2. Holding:  No.  

a. The anti-deficiency laws only apply to protect the debtor from personal judgments.

b. An attempt to exhaust the security put up by the debtor as collateral on a debt is not a personal judgment.

b. Voluntary Payments by Vendor to Creditor
i. If a vendor takes it upon himself to make a voluntary payment to the creditor on behalf of the purchaser/debtor to either protect his security or to protect his credit, vendor cannot then sue the purchaser for that amount.  (Officious intermeddler).

ii. Frangipani v. Boecker:  Boecker buys three pieces of property from Frangipani, one of which is encumbered by a trust deed in favor of Latimer.  Question as to whether Boecker took the property subject to the Latimer lien or assumed the Latimer lien.  In any case, the Latimer lien does not get paid.  Latimer threatens to foreclose on the property.  Frangipani, fearing a stain on the credit, voluntarily pays the amount due on Latimer’s lien (ostensibly on behalf of Boecker).  Frangipanis then sue Boecker for the amount they paid Latimer.

1. Issue:  Does vendor’s voluntary payment on lien assumed by (?) purchaser/creditor give the vendor the right to sue the purchaser/creditor for balance of that payment?

2. Holding:  No.  Whether or not Boecker assumed the lien, Latimer would not have been able to sue either Boecker or Frangipanis for any personal liability due to the anti-deficiency protections of §580(b).  Thus, saddling Boecker with such a debt in the case of voluntary payment by the vendor would circumvent §580(b).  Because Frangipanis are officious intermeddler, they are entitled to nothing.
iii. Schecter Sidenote:  Schecter seems to think that, even if Boecker had given Frangipani a promissory note for Frangipani’s voluntary payment the Court would not enforce because (1) it might constitute a post-default waiver of §580(b) which is unenforceable after DeBerrard, and (2) might lack consideration because the note predicated on the presumed liability of Boecker, which Boecker would actually not have.

c. Bauman v. Castle:  Plaintiff sells his share of an apartment building in Redwood City to defendants and receives cash and a promissory note back. Promissory note secured by the assignment to Plaintiff of a second purchase money deed of trust on an apartment building in Mountain View.  Defendants also issue a personal guarantee on the promissory note. The Gillespies, the people who had the obligation to pay under the second deed of trust, stop making payments.  Plaintiffs NJF’s on the Mountain View property and then sue the Defendants under their personal guarantee for the deficiency.

i. Issue:  Does § 580(d) bar a vendor from suing the purchasers on a personal guarantee where the purchasers assigned a trust deed they held on another property to vendors as security and the vendors NJF on that trust deed?
ii. Holding:  No.  

1. The § 580(d) Gradsky defense barring a deficiency judgment against a guarantor after an NJF follows from the fact that a guarantor loses his subrogation rights against the primary debtor after an NJF.

2. Here, the guarantors/purchasers would have had no subrogation rights against the trustors of the assigned trust deed because it was a purchase money trust deed; §580(b) absolutely bars a deficiency judgment on a purchase money trust deed after foreclosure.

3. Finally, the Defendants cannot argue for protection under §580(b) because the Plaintiffs did not foreclose on a purchase money trust deed held by the Defendants (Defendants still own the property they purchased, the Redwood City apartments).
IX. Conduct within the “One-Action Rule”

a. California Code of Civil Procedure §726
i. A secured creditor can bring only one action against the debtor to recover on its obligation.

ii. The secured creditor must bring an action for foreclosure on the security first.
1. Affirmative Defense:  If the secured creditor brings any other action besides foreclosure first, the debtor can impose §726 as an affirmative defense requiring the secured creditor to exhaust the security first.

2. Sanction:  If the secured creditor succeeds to judgment against the debtor on anything other than the security, the debtor can impose §726 as a sanction resulting in the secured creditor losing its security

a. Secured creditor who proceeds personally first becomes an unsecured creditor.

b. However, debt is not extinguished as a result of the violation of the “One Action Rule” (Security Pacific v. Wozab).

iii. Policies behind §726

1. Preventing a multiplicity of lawsuits against the debtor, and

2. Requiring exhaustion of the security before resort to the debtor’s other unencumbered assets.

3. If we didn’t have §726, Bank could drain debtor’s liquid assets as a litigation tool, making it more difficult for debtor to defend lawsuits.

b. What is an “Action” for the purposes of the One Action Rule?

i. C.C.P. §22:  “An action is an ordinary proceeding in a court of justice by which one party prosecutes another for the declaration, enforcement, or protection of a right, the redress or prevention of a wrong, or the punishment of a public offense.”

ii. Non-Judicial Foreclosures do not trigger § 726 because, 

1. Not an action in a court of justice gone to final judgment, and 

2. No “estoppel” argument because this is the exact scenario § 726 contemplates, i.e., go after the security first (and debtor protected from multiplicity of suits by anti-deficiency statutes).

iii. Election of Remedies by Estoppel

1. A unilateral action that results in the involuntary forwarding of debtor’s cash to the secured creditor violates the one action rule.
a. Example:  “Set-off” by depositing bank against debtor’s bank account.

b. Technically not an “action” under Section 22, but treated as the same. 

c. Security Pacific v. Wozab:  Defendant the majority shareholder and President of Anco Corp.  Both Anco Corp. and Defendant have bank accounts with the Plaintiff.  Anco also has $1 million line of credit open with the Bank.  Defendant has personally guaranteed line of credit; Defendant also has given Plaintiff trust deed on his residence as security for the personal guarantee.  Plaintiff becomes worried, takes it on itself to “set-off” (take money) from both the Defendant’s and Anco’s bank accounts.  Defendant calls Plaintiff on the “set-off” and Plaintiff gives back the trust deed to Defendant.  Plaintiff then sues for remaining amount due on the debt.
i. Issue:  Was the Plaintiff’s “set-off” of secured guarantors bank account an action for the purposes of §726, and, if so, does the Plaintiff lose its security as a result?

ii. Holding:  Yes.

1. Although the Plaintiff’s unilateral “set-off” was not a technical action under §726, the effects of the action, i.e., Defendants involuntary loss of unencumbered assets as payment for its secured debt, has the same effect.

2. Because the Plaintiff chose to proceed against the Defendant’s unencumbered assets first, it loses its security under a long line of common law decisions.

3. Had the Plaintiff given the Defendant the money back right away, the Court may not have imposed such punitive measure.

4. Court refuses to waive the whole debt, however, because of the punitive nature of such consequences.

2. The prejudgment attachment of a debtor’s unencumbered property by a secured creditor is considered an “action” for the purposes of the “one action rule.”
a. Shin v. Superior Court of CA:  Shin receives a loan for $9.5 million from KFB.  KFB receives a promissory note and a trust deed on some California property Shin owns in return.  Shin defaults.  KFB then proceeds in a South Korean court to obtain a prejudgment lien against some unencumbered property Shin owns in South Korea.  KFB then sues in California State Court for foreclosure on the trust deed.
i. Issue:  Is KFB’s prejudgment attachment an action for the purposes of §726?

ii. Holding:  Yes.

1. Normally, the mere commencement of an action in the court of law does not violate the one action rule. 

2. However, here, as in Security First, the Bank’s actions resulted in a significant legal detriment to the debtor’s unencumbered assets.  A prejudgment attachment makes it almost impossible for the owner to sell his property.

3. Thus, as in Security First, the unilateral actions by the secured creditor resulting in legal detriment to the debtor’s unencumbered assets results in a loss of the security.

iv. Election of Remedies Prior to Judgment

1. Where a secured creditor files suit for personal judgment it does not lose its security until the Court has rendered final judgment.

2. However, where a Court does render final judgment in such a situation, secured creditor loses its security even if it is suing for specific performance of some covenant under the loan agreement and not for monetary damages?
3. Kirkpatrick v. Westamerica Bank:  Plaintiff borrows $6.5 million from Bank to buy apartment complex.  Plaintiff gives Bank a trust deed in return on the complex.  Modified loan agreement contains a covenant that Plaintiff will reduce principal solely through sale of apartments as condos.  Plaintiff sells 29 condos then reneges on the conversion program.  Bank sues to modify contract back to its original terms and for damages from the Plaintiff’s failure to diligently pursue condo conversion.  Bank loses on first cause of action, then modifies complaint to include action for foreclosure.

a. Issue:  Does a secured creditor lose its security where it files a suit for damages arising from violation of covenants contained in loan agreement but the suit dismissed on summary judgment?

b. Holding:  No.

i. An “action” for the purposes of § 726 does not occur unless (1) the action is filed in a court of law, and (2) the action has proceeded to final judgment.

ii. Courts will effectively imply an action through the doctrine of estoppel where a secured creditor’s unilateral actions have impaired the rights of the debtor, such as in the case of “set-offs” or prejudgment attachments.

iii. Here, the Bank’s commencement of a suit against the debtor did not sufficiently prejudice the rights of the debtor to warrant the doctrine of estoppel.  The debtor did not lose any funds except for the legal funds it would have had to pay defending the action anyway had the Bank brought it in the proper manner.

v. Application of One Action Rule and Secured Creditor’s Splitting of Obligation

1. National Enterprises v. Woods:  County Savings loans PGA, a general partnership, $2.7 million and take back a promissory note and a first deed of trust on an apartment complex.  PGA has trouble paying and County Savings issues a second loan for $280,000, secured by second trust deed, covering the delinquent payments. Defendants, as general partners, executed personal guaranties on the obligations.  First and second trust deeds contain a “dragnet clause” providing that “Borrower may make future advances secured by this Instrument when evidenced by promissory note stating therein.”  Second trust deed did not refer to first, however.  PGA still cannot pay.  County Savings assigns the first note to State Street, which judicially forecloses on apartment complex.  County Savings then sells second note to Plaintiffs who seek to sue under guarantee.  Court finds guarantee a sham, thus, defendants are the primary obligors. 

a. Issue:  Is a senior lienholder’s foreclosure on a first deed of trust an “action” for the purposes of barring the junior lienholder from bringing a personal judgment against the debtor where both trust deeds originated from a modification of the original obligation and both trust deeds contained a dragnet clause?
b. Holding:  No.

i. Court refuses to adopt the Wendland position that obligations that use the same security “merge” for the purposes of application of the anti-deficiency statutes because Wendland did not properly apply the concept of merger (greater estate swallows lesser estate) and because Wendland was not decided by a clear majority.

1. VIP! 580(d) protections do not apply because the senior lienholder judicially foreclosed.  However, Court implies that, even if the senior lienholder had NJF’d, 580(d) would not apply because 

ii. Plus, the Court holds that the parties did not intend for the first trust deed to secure both promissory notes since the dragnet clause indicated such a decision was premised on the Lender’s preference and the second promissory note did not refer to the first trust deed at all.

iii. The statutory language of §726 refers to “recovery of any debt.”  Because the Court considers this a separate, but related, debt, Court refuses to apply 726. 
iv. Court refuses to put assumption of risk on junior lienholder who, if barred from suing debtor for personal liability, would have to either invest more funds at foreclosure sale to buy property or be left with nothing.

X. Standing to Invoke One Action Rule

a. Obviously, the debtor has standing to assert § 726 defense.

b. Other creditors also have standing to assert the § 726 defense against a secured creditor of the debtor.

i. If the other creditors did not have standing, a debtor could waive his § 726 rights and a secured creditor could proceed against his unencumbered assets first; this would result in a smaller piece of the pie for those unsecured creditors.

ii. O’Neil v. General Security Corporation:  Plaintiffs loan money to Rancho Partners and receive a first deed of trust securing the obligation.  Rancho starts to have trouble paying.  Rancho wants to re-finance obligation and take out new money with Defendants in order to develop property.  To facilitate development, Plaintiffs agree to subordinate their trust deed to Defendants trust deed.  Rancho defaults on its obligation to Plaintiffs.  Plaintiffs sue for various causes of action and for judicial foreclosure.  Rancho and Plaintiff reach a settlement for $280,000.  Rancho waives its rights regarding judicial foreclosure in the settlement.  Defendants, as holders of first trust deed, want to foreclose.  Plaintiffs believe they have the right to continue with an NJF because Rancho allegedly waived its § 726 rights allowing Plaintiffs to maintain their interests in the security.  

1. Issue:  Does the settlement agreement between a junior secured creditor and a debtor constitute an action under the one action rule?  If so, can the senior secured creditor assert a § 726 defense barring the junior from proceeding against the security where the debtor has allegedly waived his § 726 rights?

2. Holding:  Yes.

a. Court approved monetary settlement between the two parties constituted an action for the purposes of the one action rule.

b. Although the principal obligor can waive the protections of § 726, the statute operates to protect both the debtor and third parties claiming interests in the property; thus, third parties claiming interests in the property adverse to the debtor’s can assert the sanctions of § 726 against other secured creditor’s of the debtors who choose to proceed against other assets first.
c. Therefore, although Rancho waived its § 726 rights, Plaintiffs still lose their interest in the security because of the assertion of the affirmative defense by Defendants, third party secured creditors; Plaintiffs security extinguished.
d. Why?  If we allowed Plaintiffs to maintain their security in this case and NJF on the property, they could eat up a large piece of the debtor’s assets.  They already got a de facto deficiency judgment by suing personally first; now they could lowball a bid on the property at the NJF sale and unfairly deplete the debtor’s assets at the expense of the other secured creditors.

c. A monetary action by a secured creditor against a guarantor will violate the One Action Rule if the Court finds the guarantee given constitutes a sham.

i. Prestige Limited Partnership v. East Bay Car Wash Partners:  Prestige purchases a car wash from East Bay.  East Bay assigns a leasehold to Prestige as part of the purchase.  Prestige executes a purchase money trust deed on the leasehold as security for its obligation to East Bay.  Prestige is a limited partnership.  Prestige’s general partner is Mesa LP; Mesa’s general partner is Jerry Brassfield.  Jerry Brassfield executes a personal guarantee in favor of East Bay to further secure the transaction.  Prestige defaults.  East Bay sues Jerry Brassfield for personal liability on the guarantee.
1. Issue:  Does a guarantor, as the general partner of the general partner of the debtor, have standing to assert a § 726 affirmative defense where the debtor defaults and the secured creditor initially sues the guarantor for personal liability?

2. Holding:  Yes.

a. Under California law, all general partners of a limited partnership are jointly and severally liable for the obligations of the partnership.  Thus, Mesa, as general partners of Prestige, would be severally liable for the debts of Prestige.  Jerry Brassfield, as one of the general partners of Mesa, could then be sued severally for the debts of Mesa.
b. Thus, because of Brassfield’s personal pre-existing personal liability for the debts of Prestige, his guarantee constitutes a sham; Brassfield is a primary obligor.

c. As a primary obligor of a secured debt, Brassfield has standing to require that the secured creditor proceed against the security first.

ii. What should a secured creditor do if it can only get a guarantee from a general partner?
1. Make the general partner become a limited partner; then, the guarantee is not a sham.

2. Make the general partner offer a collateralized guarantee.  Although the guarantee is still a sham, the secured creditor can proceed against both the collateral in the guarantee and the collateral in the primary obligation.

d. One Action Rule and Collateralized Guarantee

i. § 726 applies to any secured obligation; thus, if a guarantor offers a collateralized guarantee, the debtor must foreclose on the collateral in the guarantee first when suing the guarantor or else the creditor loses its security.

ii. However, if a secured creditor proceeds first against a guarantor personally, this does not extinguish the creditor’s security interest in the debtor’s security because they are two different debts.
1. Exception:  Sham guarantee.

XI. C.C.P. §580(a)
a. A deficiency action against the debtor by junior lienholder who purchases the security at an NJF held by the senior lienholder is limited to the lesser of the excess the combined debt of the senior and junior lienholders over:
i. The fair market value of the property, or

ii. The selling price at the foreclosure sale.

1. Example:  FMV of property = 500K.  Junior Lien = 300K.  Senior Lien = 300K.  Sale price = 300K.  Junior’s deficiency = 100K, not 300K.  

2. Heller v. Bloxham:  Junior lienholder purchases security at senior’s NJF for the amount due on senior’s debt, well below FMV.  Junior then sues debtor for full amount of debt owed.  Court holds that junior limited to the difference between the FMV and the total amount of the junior and senior’s combined debt (b/c junior kind of bought senior’s debt by purchasing the property).
b. Fair Market Value and Multiple Collateral
i. A secured creditor can NJF on all real property provided as security for an obligation without triggering the anti-deficiency statutes.  Why?  Because statute only refers to deficiency judgments; creditor merely exhausting security.

ii. Similarly, the FMV limitations of §580(a) do not apply.  
1. On its face, §580(a) applies to attempts by a secured creditor to recover a money judgment after foreclosure.  Because exhaustion of security is not an attempt to recover a money judgment, limitations of §580(a) do not apply to the sale of multiple security.

2. Dreyfuss v. Union Bank of California:  Plaintiffs borrow $8.5 million from Defendants secured by trust deeds on three different pieces of land.  Plaintiffs default with $3.75 million left on debt. Defendant initiates NJF’s on all the properties and submits winning bids as follows:  (1) $2.15 million on Property 1, (2) $1.4 million on Property 2, and (3) $200,000 on Property 3.  Defendants then walk away. 

a. Issue:  Were Defendants required to submit their bids to the Court for compliance with §580(a) FMV limitations?

b. Holding: No.  Defendants did not seek a personal judgment they only exhausted debtor’s security.  Thus, §580(a) does not apply.

XII. Recording and Priority

a. Good Faith Purchasers

i. First in Time, First in Right

1. Default Rule:  The property encumberance recorded first in time generally takes precedence over subsequently recorded encumberances.

2. Exception:  When the purchaser has notice of other, unrecorded encumberances.

ii. Good Faith Purchaser, Notice and the Recording Statutes

1. Good Faith Purchaser  

a. Definition:  A purchaser for valid consideration that has no knowledge of the fact the property previously encumbered.

b. Rule:  A good faith purchaser for value who first records takes its interest in the property free and clear of unrecorded interests.

2. Actual Notice:  Actual knowledge of other encumberances on the property.

3. Constructive Notice:  Courts charge parties with constructive notice when the encumberance has been recorded.

4. Inquiry Notice:  Courts charge parties with inquiry notice where

a. Party had reason to believe that property may be encumbered, and

b. A reasonable inquiry would have elicited the encumberance.

iii. Triple A Management Company v. Frisone

1. Facts:  
a. Triple A buys property from Western; Western gets a purchase money trust deed in return.  

b. Triple A then sells a portion of the property to Greenwood and takes back a purchase money trust deed.  Western agrees to release that portion of property from its lien in exchange for the assignment of the Greenwood promissory note and deed of trust as extra collateral for the original Triple A debt.  Instruct escrow agent to record the assignment.

c. While escrow pending, Greenwood sells to Sullivan, who assumes Greenwood’s promissory note to Triple A and executes a purchase money trust deed in favor of Greenwood on property.  Sullivan also executes a purchase money deed of trust to Frisone, primary financers of the transaction.  Frisone includes escrow instruction that the funds would be released on contingent on the deed of trust in favor of Triple A be subordinated to Frisone’s deed of trust.

d. Triple A refuses to subordinate.  Western, who holds the assigned deed of trust at issue, signs the subordination agreement.  Subordination agreement recorded.

e. Triple A pays back its loan to Western; Western reconveys assigned trust deed.  Triple A then moves for declaratory relief asserting its trust deed is superior to Frisone’s.

2. Issue:  Did Stewart Title (the escrow company in all the transactions) have the right to rely on the recorded assignment in seeking the subordination agreement from Western only?
3. Holding:  No.

a. Normally, a good faith purchaser entitled to rely on the recorded chain of title when determining who to seek a subordination agreement from.

b. Exceptions

i. Good faith purchaser must view the recorded encumberances objectively, and

ii. Good faith purchaser cannot remain willfully ignorant of the true character of an encumberance when it is reasonable for him to conduct an inquiry.

c. Stewart Title had duty of inquiry into the true nature of the assignment (collateral assignment or true transfer?) because:

i. The escrow instructions referred to the assignment as a collateral assignment, and

ii. Stewart Title had constructive knowledge of the fact the assignment a collateral assignment through the record of title.
d. As an agent of Frisone, Stewart Title’s knowledge imputed to Frisone for the purposes of this transaction.  Therefore, Frisone had both inquiry and constructive notice that the assignment was a collateral assignment and Frisone can not claim it was a good faith purchaser for the purposes of the subordination agreement.

e. What should Frisone have done?  Sought an express warrant of authority from Western that it had actual authority to sign the subordination agreement.

b. Priority in Case of Re-Purchase by Original Debtor

i. Rules:  
1. The repurchase of the encumbered property by original debtor resurrects the lien of a sold-out lienholder in equity.

2. When original debtor repurchases the encumbered property using purchase money trust deed, the beneficiary of the purchase money trust deed gains seniority over the revived lien of the previously junior lienholder.

a. Applies equally when junior lienholder has judgment lien resulting from original senior’s NJF.

b. “Equitable Subrogation”: The refinancing lender steps into the shoes of the original lender.  This means that a refinancing lender retains the priority held by the original lender instead of losing it to junior lienholder due to “first in time, first in right.”

ii. DMC, Inc. v. Downey S & L: Henry obtains loan from Accredited to buy a home; Accredited takes back a purchase money trust deed.  Henry then takes out $105,000 loan from DMC, secured by a second trust deed.  Henry defaults and Accredited NJF’s.  Henry eventually acquires another loan, from Downey S&L, to repurchase the property; the new loan secured by purchase money trust deed.
1. Issue:  Does the extinguishment of senior’s lien through foreclosure bump up the junior’s priority where the original debtor repurchases the property with a new purchase money trust deed?

2. Holding:  No.

a. Normally, “first in time, first in right.”

b. However, where junior lien extinguished at an NJF, and the original debtor repurchases the property, court has power in equity to resurrect the junior lien.  However, not considered the old lien, but rather a new lien (circumvents recording problem).  
i. The new lender holding the new purchase money trust deed made it possible for the revival of the junior lienholder’s security interest.

ii. The junior is just placed in the same position it occupied originally, the position it bargained for.

iii. Therefore, court resurrects the junior lien as subordinate to the new purchase money trust deed.
XIII. Subordination and Intercreditor Relationships

a. Mead v. Sanwa Bank:  Meads buy commercial property from Zwicker and execute 30-year leaseback to Cooley, a limited partnership of which Zwiker was the general partner.  Lease required Meads to subordinate their reversionary interest to any subsequent construction loan.  Zwicker arranges construction loan with Sanwa Bank.  Cooley signs the promissory note; Mead does not.  Deed of trust securing the promissory note secured by both Cooley’s lease and Mead’s reversionary interest.  Deed non-recourse as to Meads.  Loan negotiated by Cooley strictly and Cooley handled the dealings with Sanwa; Meads treated as third party.  Cooley defaults and Sanwa wants to foreclose on both Cooley’s lease and Mead’s reversionary interest. Meads allege they are sureties, and, as a result, Sanwa must exhaust its remedies against Cooley first as the principal debtor.

i. Issue:  Are Meads sureties for Cooley’s debt, or co-principal obligors?

ii. Holding:  Meads are sureties.

1. Surety Relationship

a. A surety is one who promises to answer for the debts, defaults, or miscarriage of another.

b. Surety can be created either expressly or implied.

c. A non-recourse hypothecation (putting up your property as security for someone else’s loan) creates a surety relationship. (Cal Civil Code § 2787)

2. Proof of Suretyship Relationship

a. A person who appears to be a principal obligor can prove he is a surety, even in the face of a written instrument that refers to him as principal obligor. (Cal Civil Code § 2832)
b. Surety estopped from claiming suretyship relationship against third parties who reasonably rely on fact he is the principal obligor. (Cal Civil Code § 2832)

c. Suretyship can be proven even in the absence of creditor consent.  (Cal Civil Code § 2832).

3. Here, the Meads pleaded sufficient fact to aver that fact that Sanwa knew that the Meads had agreed with Cooley to act only as a surety.  Meads could have created suretyship relationship through non-recourse hypothecation; thus, demurrer denied.

iii. What should Sanwa have done if it wanted to assure Meads treated as principal obligors?

1. Had Meads sign express waiver of their suretyship rights, or

2. Brought them into negotiations and treated them as principal obligors.

b. Repercussions of Mead v. Sanwa Bank

i. Assuming Assignments of Lease

1. A lessee that assigns his lease to a subsequent lessee, where the subsequent lessee “assumes” the obligations of the lessee, the assignor may become a surety.
2. Repercussions:  Landlord would have to exhaust its remedies against the assignee first, and, if landlord substantially modified the lease, it could extinguish the original lessee’s obligations.

ii. ****Subordination as Suretyship

1. In Spangler, the purchase money trust deed holder agreed to subordinate his trust deed to subsequent construction loan to make the property more attractive to potential lenders.

2. In Mead, the landlord essentially subordinated its reversionary interest by offering non-recourse hypothecation to the construction lender to make property more attractive for potential lenders.

3. Does this mean that all non-recourse subordination agreements created a suretyship relationship?

a. Schecter seems to think so.

b. He thinks that if lienor subordinates to subsequent construction loan, creates a suretyship relationship with the debtor.

c. Effect:  If senior lienholder substantially modifies its loan, the subordination agreement may be extinguished.

c. Effect of Senior Lienholder’s Modifications of Loan Agreement on Priority
i. Rules:  
1. Substantial modifications by senior lienholder to its loan without consent of junior lienholder does not cause lien to lose its entire priority; only the substantial modifications lose priority.

2. However, modifications only lose their priority if the junior lienholder contractually subordinate.

ii. Lennar v. TVIM:  TVIM executes promissory note to Bank of America secured by first trust deed.  TVIM then executes second promissory note to Chase Bank secured by second trust deed, subordinate to first.  TVIM has trouble paying its obligations.  Bank of America, without consent of Chase Bank, makes the following modifications:  (1) advances another $105,000, (2) raises interest rate from prime + 2% to 12% flat, and (3) extends maturity date.
1. Issue:  Does Bank of America lose its priority due to the modifications it made?

2. Holding:  No.

a. Modifications substantial because

i. Interest rate increased by 3% at the time the modifications made, and

ii. Advances raised the principal; increases in principal almost always substantial modifications because they decrease equity available to junior lienholder in case of foreclosure and they make it more difficult for the debtor to pay his obligations.

b. However, Court refuses to use its equitable powers to shift the priority of the total amount of Bank of America’s lien.  Rather, it just subordinates the modifications because
i. Restores Chase to position it occupied originally, the position it bargained for, and

ii. Easy to work back and calculate the amount the increased interest tacked on.

c. Hard Money Lender v. Soft Money Lender

i. Hard Money Lender:  Outside lender, such as a bank, that does not hold the property.

ii. Soft Money Lender:  Vendor-lender, holds property and passes title with trust deed as security.

iii. Court holds that it does not matter if the junior lienholder is a soft money lender or a hard money lender.  Schecter thinks it should because, in commercial transactions, the hard money lender has the ability to go after the debtor personally whereas the soft money lender does not.  However, I think this is the risk the soft money lender takes by overvaluing the property.

iii. Term Advances, Non-Optional Advances and Optional Advances
1. Term Advances:  Scheduled disbursements of the loan.  Automatically relate back to the principal and therefore do not lose priority to intervening junior liens.

2. Non-Optional Advances:  Advances elected at option of debtor.  Usually relate back to the principal and therefore do not lose priority to intervening junior liens; junior lienholder “assume the risk” of having their security impaired.

3. Optional Advances:  Advances voluntarily agreed to by the creditor at the debtor’s behest.  Usually do not relate back to the original principal and therefore are subordinate to intervening liens.

iv. Friery v. Sutter Buttes Savings Bank  

1. Court refuses to extend Lennar beyond situations where the junior has a subordinate interest due to signing a subordinate agreement with the senior lienholder.  Thus, the duty of a senior not to substantially modify its obligations arises from the subordination contract only!  If there is no subordination contract, then the senior has no duty to avoid substantial modification.

2. N/A to Optional Future Advances, though.

XIV. Secured Transactions in Rent

a. Rules:  

i. Liens, leases and other encumberances on a property that are subordinate to a senior interest, such as a trust deed, are extinguished by a foreclosure on that senior interest.  

1. Conversely, leases that are not subordinate to a subsequent trust deed are not extinguished by a foreclosure on that trust deed.
2. Sublessees and Assignees

a. Sublessee:  Derives its rights from the master lease; therefore, whatever position the master lease is in is the position that the sublease retains.

b. Assignees:  Step into the shoes of the assignor; therefore, whatever position the master lease is in is the position that the sublease retains.

ii. Two Means of Subordination

1. “First in time, first in right”

2. Contractual subordination agreement

a. Automatic Subordination:  Term of lease, or other property interest, provides that the interest is automatically subordinate to future encumberances.

b. Elected Subordination:  Term of lease, or other property interest, provides that the interest is subordinate at the election of either the landlord or the holder of the future encumberance.

b. Dover v. Fiber Form:   Fiber Form enters into a five year lease with Old Town; lease provides it is subordinate to any deeds of trusts or mortgages placed on the property in the future.  Old Town takes out loan with Saratoga; Old Town defaults and Saratoga NJF’s.  Dover buys the property, in part in reliance on the lease with Fiber Form remaining in effect.  Fiber Form claims the NJF extinguishes the lease, therefore, Fiber Form becomes a month-to-month tenant.  Consequently, Fiber Form gives 30 day notice and vacates after 30 days.
i. Issue:  Where lease contains an automatic subordination agreement to future encumberances, does the NJF of a subsequent deed of trust extinguish the lease, making the tenant a month-to-month tenant?

ii. Holding:  Yes.

1. Lease which is subordinate to a deed of trust automatically extinguishes at a foreclosure sale on that deed of trust.
2. Fiber Form’s lease was subordinate to Saratoga’s deed of trust pursuant to the automatic subordination clause in its lease; therefore, Saratoga’s foreclosure sale automatically extinguished the lease.

c. R-Ranch Markets v. Old Stone Bank:  Alpha Corp enters into lease with Lenhardt Corp; lease has a “no assignment” clause.  Subsequently, Lenhardt encumbers property with a trust deed in favor of Old Stone.  Lenhardt then amends lease with Alpha Corp. to allow “no-consent assignments.”  The lease is assigned a couple of times, each time with Lenhardt’s and Old Stone’s knowledge (but not consent).  Finally, R-Ranch becomes tenant under lease.  Lenhardt forecloses on the lease; Old Stone NJF’s.  Old Stone then tries to eject R-Ranch, claiming the lease was extinguished because (1) amendments invalid because no consent obtained from Old Stone, and (2) therefore, because the assignments conducted without consent, under original lease, default.

i. Issue:  Does R-Ranch’s lease survive the foreclosure?
ii. Holding:

1. If trustor has notice, actual or constructive, of an encumbrance which existed prior to the trust deed, the trustor takes title of the property at a foreclosure sale subject to the encumbrance. 

2. However, absent consent by the beneficiary of a trust deed (the lender) the landlord cannot make amendments to a superior lease without the consent of the beneficiary.  

a. A foreclosure on the trust deed will extinguish amendments made on a superior lease if the amendments made after trust deed executed.

b. Here, Old Stone never gave consent to the amendments.  Nor is Old Stone estopped from arguing extinguishment because no evidence proves Old Stone knew about the amendments (although they did know about the assignments).  Therefore, subordinate amendments extinguished by foreclosure on trust deed.

3. However, although amendments extinguished, assignments not.  Why?  Because, under original lease terms, Lenhardt waived the consent requirements by accepting rents from the assignees as tenants.  

iii. How should Old Stone have originally handled this problem?  Require, as a term of loan, that the lease be amended, prior to recording of the trust deed, to require that any assignment must receive the lender’s approval.
d. SNDA Provisions
i. Subordination Agreements:  See above.

ii. Non-Disturbance Agreements

1. Provisions of a lease that provide that, in the event of a foreclosure a tenant has the right to remain on the property so long as the tenant complies with all of its obligations under the original lease.

2. Usually offered as consideration for automatic subordination clauses in the lease; lease subordinates to a subsequent trust deed, however, tenant gets to remain on leased premises even after foreclosure.

iii. Attornment Provisions

1. A lease term that states that, in the event the landlord transfers its property interest to a stranger, either through foreclosure or sale, the tenant agrees to become the tenant of the stranger.
2. History of Attornment

a. Originally created to address feudal law problems of alienability of land.  During feudal times, a landlord had to receive its tenant’s consent before transferring the leased property.

b. California Civil Code § 1111 takes care of this problem:  landlord can sell or transfer property without the consent of the tenants.
3. The Effect of Attornment Clauses on Subordinate Leases after a Foreclosure of Superior Trust Deed

a. Miscione v. Barton Development:  Equities I encumbers its property with a trust deed in favor of Miscione’s predecessor.  Defendant subsequently enters into lease agreement with Equities I.  Lease contained an SNDA provision that provided that (1) the lease became subordinate to a subsequent trust deed at the written election of either the landlord or lender; (2) in the event of subordination, the non-disturbance clause kicked in; and, (3) the tenant agreed to attorn to any purchaser of the property, upon that purchaser’s “acceptance and agreement.”  Miscione never elects to subordinate its trust deed to the lease.  Equities I eventually defaults and Miscione NJF’s.  Defendant argues that the NJF extinguished the lease, pursuant to Dover, because the lease was executed and recorded after the trust deed.  Miscione argues that the attornment clause binds defendant to remain as a tenant.
i. Issue:  Does a tenant who holds a lease containing an attornment clause, where the lease subordinate to a trust deed, have to remain as the tenant even after the superior trust deed foreclosed upon?

ii. Holding:  Yes.

1. Normally, a subordinate lease would be extinguished by the foreclosure sale of a superior trust deed (Dover).  

2. However, the existence of an attornment clause fixed the rights of the parties after foreclosure; the tenant agreed to remain as tenant in the event of the transfer of the property.

3. “Acceptance and agreement” language

a. Defendant tried to argue this language imposed the written election procedures required by the subordination clause.  They based this argument on the fact that, without the election requirements, the lender basically received the benefit of a subordination clause without having to give anything in return (such as a nondisturbance clause).

b. Court rejects this argument because it finds that the language of the subordination clause and attornment clause show they are two independent things.  Thus, the “accept and agree” language just took their contractual meanings of possession of the land and agreement to the lease.

4. Dissent:  Lender already had the option to affirm the lease – it could have elected to subordinate its interest.  By reading the attornment clause as requiring the subordinate lease to remain in effect, the Court gives the lender all the high cards – he gets to extinguish the lease or keep the lease without doing or giving up anything.

b. Principal Mutual v. VPMF:  Defendants, a law firm, sign a lease owned by Associates.  Lease has an attornment clause that provides that, in the event the landlord sold the building or lost it in foreclosure, “tenant shall attorn to such successor interest and, upon request, enter into a new lease…..or, upon request of the successor in interest, this lease shall automatically become a new lease (with the same terms).”  Lease also contained an automatic subordination clause.  Associates then execute a trust deed on the property in favor of Principal Mutual.  Associates defaults; Principal Mutual NJF’s and buys the property.  Defendants claim that the lease was extinguished by the foreclosure due to the automatic subordination clause.  
i. Issue:  Is a subordinate lease containing an attornment clause extinguished by a foreclosure?  If so, does the tenant then have the right to vacate the property? 

ii. Holding: 

1. Extinguishment of Subordinate Lease

a. A subordinate lease becomes extinguished at a foreclosure sale on a superior trust deed. 

b. Therefore, an attornment clause alone does not alter the priorities between a lease and a trust deed.

2. Attornment Clause Creates an Enforceable Covenant

a. An attornment clause = covenant between the mortgagee/landlord and tenant that tenant will recognize the mortgagee/landlord’s successor in interest as its new landlord.

b. The successor in interest can enforce this provision as a third party beneficiary

i. Consideration given hypothetically a reduction of rent, or something similar, in the original lease negotiations.

ii. Mutuality of obligation not needed for third party beneficiaries to a contract.

3. Important!!! Court skirts the problem of “reviving” an extinguished lease by pointing to fact the attornment agreement bound the parties to create a new lease, with the same terms as the old, on the election of the successor in interest.  Therefore, attornment agreements should have language stating that, at the extinguishment of the old lease through foreclosure, a new lease is created.
e. Assignment with Assumption 
i. Rules

1. A lease is both a conveyance in property (the leasehold) and a contract.

2. Assignor’s Liability:  Even after assignment, Assignor remains liable to landlord under privity of contract for the covenants of the lease.

3. Assignee’ Liability:
a. An assignee who takes possession takes only in privity of estate with landlord; once he assigns to a subsequent assignee, the privity extinguished and he faces no liability to landlord.

b. An assignee who agrees to assume the lease obligations takes in both privity of estate and privity of contract to the landlord; when he assigns to a subsequent assignee, privity of contract remains and assignee remains liable for the obligations of the lease.

ii. Vallely v. BACC  

1. Facts

a. Vallely, the landlord, enters into very long-term lease with Balboa, the tenant.  Lease allowed for assignments; however, any assignee had to expressly accept and assume all of the terms and covenants of the lease.  

b. Balboa encumbers lease with a trust deed in favor of BA Mortgage.  

c. Balboa defaults.  

d. BA Mortgage cannot take deed in lieu because deed would merge its security interest and give junior mechanics liens encumbering the lease a senior position.  Balboa cannot maintain property; in danger of defaulting on its lease (which would result in BA Mortgage losing its security interest).
e. BA Mortgage comes up with a plan. First, it has Balboa assign the lease to BACC, a subsidiary of BA Mortgage. This assignment includes an assumption!!  BACC maintains for a couple of months, then BA Mortgage forecloses; this wipes out junior mechanic liens.  BA Mortgage purchases lease at NJF.

f. BA Mortgage sells lease to Edgewater.  Edgewater eventually defaults and files for bankruptcy.  Lease rejected at bankruptcy proceeding.  Vallely retakes possession and sues BACC for amount due on lease as an assuming assignee.

2. Issue 1:  What is the significance of BACC’s assumptions of the lease obligations?
3. Holding 1:  An assuming assignee remains in privity of contract to the landlord even after it assigns the lease to another; therefore, an assuming assignee, like BACC in this case, remains on the hook for performance under the lease.

4. Issue 2:  Does foreclosure of a trust deed extinguish the subordinate assignment of an assignee who assumes the lease?  Does it relieve the assignee of liability?
5. Holding 2:  Extinguishes the assignment does not relieve the assignee of liability.
a. Foreclosures extinguish all subordinate property rights. However, foreclosures do not affect contractual obligations where the obligations do not impair the foreclosing mortgagee’s rights. (Precedent:  See Attornment Clauses)

b. Here, the foreclosure extinguishes the assignment, a subordinate property right. However, it does not affect the assumption, a contractual right.  Why?  Because the assumption has no affect on the rights of the mortgagee (BA Mortgage) in its efforts to foreclose on the lease.

c. Therefore, as an assuming assignee, BACC remains on the hook to Vallely for the lease obligations (even though the assignment extinguished).    

