SECURED TRANSACTIONS IN REAL PROPERTY
I. INTRODUCTION











A. SCENARIO

1. antideficiency rules only apply when there is real property security
2. if NO security, then unsecured creditor is forced to bring suit directly against the debtor for breach of K, obtain a judgment, and execute against the debtor’s unencumbered assets.
B. DEFINITIONS
1. loan

a. non-recourse loan: when debtor’s other assets aren’t capable of being reached by the creditor in the event of debtor’s default.
b. recourse loan: when creditor has potential recourse to the debtor’s other assets in addition to those already encumbered in favor of the creditor.
2. interest: price of credit (higher with unsecured credit, than secured credit)
3. unsecured credit (e.g. credit card debt – 24%)
a. debt generated without collateral
b. Why is interest high?
i. high risk of non-collection ( lender has NO source of payment in event of default ( higher risk ( higher cost (i.e. bring suit & maybe no assets) ( higher price for unsecured credit ( bank will raise interest rates.
4. secured (or collateralized) credit (CA home mortgages – 5-6%)
a. lender takes “collateral” to secure the obligation
i. real property: security or collateral
b. Why is interest lower?
i. lower risk of non-collection ( lender has source of payment in event of default ( lower risk of nonpayment ( lower cost ( lower price for secured credit ( bank will lower interest rates
ii. collateral provides strong incentive for borrower to pay, instead of defaulting
c. Ex. CA home mortgage
i. debtor owns piece of RP.

ii. debtor receives a note (i.e. debt) & creditor receives a trust deed (i.e. lien).

iii. RP gives creditor leverage to force debtor to pay on time.  
iv. lower risk of non-collection ( bank will lower interest rates.

d. 2 components

i. obligation (note): if note is invalid ( lien evaporates
a. lien is dependent on the obligation

ii. lien (TD): if lien is invalid ( debtor might still have obligation 
5. obligation: debt; money owed to the creditor
a. obligor/debtor/borrower/maker: one who makes the obligation
b. obligee/creditor: one to whom the obligation is owed
c. Ex. 
i. promissory note: evidence of the debt; IOU money; promise to pay
a. “I owe you some money, and I will pay it back with interest over time”
b. Ex. bank makes loan to debtor & debtor gives note to a bank
ii. credit agreements
iii. building and loan agreements
6. lien: any interest in property that secures an obligation, giving the creditor the right to seize and sell the RP in the event of default
a. nonconsensual lien: imposed w/o consent of the debtor (3 types)
i. statutory liens – imposed by statute
a. mechanics lien – created in favor of labor and materials suppliers during construction
ii. judicial liens – imposed by court & judicially created
a. attachment lien – imposed by court BEFORE judgment (to secure business debt)
b. judgment lien – imposed by court AFTER judgment  
iii. common law liens – in CA very rare and unimportant
b. consensual lien (i.e. hypothecation): imposed with consent of the debtor consents
i. liens on personal property – UCC Article 9; called security interests (e.g. liens on equipment, accounts receivable, inventory, etc …)
ii. liens on real property

a. mortgages – traditional means of encumbering RP in favor of a creditor
i. debtor executes a note and grants mortgagee a lien on debtor’s RP

ii. title remains in the hands of the debtor

iii. only way to foreclose is JF (slow & expensive)
iv. not used in CA generally
b. trust deeds
i. functionally identical to a mortgage

ii. different from mortgage – creditor can choose either JF or NJF
7. trust deed: 
a. document evidencing creation of the lien on RP & secures the note (NOT the lien itself)
i. first, debtor executes a TD granting a lien in favor of the bank
ii. next, bank records the lien to maintain priority
a. even if bank fails to record lien, lien is still valid – just no priority

iii. lien – interest in property giving bank the right to seize and sell property in case of default on note
iv. only provides claim to the property to the extent that creditor is owed money
b. looks like a trust:

i. trustor owns RP
ii. trustee (e.g. escrow agency) administers the TD (i.e. trustee has power of sale)
iii. beneficiary is the creditor
c. different from a trust:

i. trustor (e.g. debtor) holds legal title to the RP

ii. trustee does NOT hold legal title to the RP, instead holds a lien on RP
iii. trustee does NOT owe fiduciary duty to trustor

iv. trustee is NOT an independent 3rd party, trustee is a puppet of the beneficiary/creditor
8. mortgagor/trustor/debtor: party who grants the mortgage; i.e. debtor
9. mortgagee/trustee/creditor: party holding the mortgage, i.e. creditor
10. construction loan scenario:

a. note

b. trust deed
c. building loan agreement - roadmap to how project will be funded over time (i.e. what the money will be used for, when the bank will disburse it, etc …)
11. purchase money loan: loan that enables you to buy land
12. security value: value of the collateral
13. sold out junior lien holder (SOJL): bank has foreclosed, sold the property, and wiped out junior lien holder
14. forbearance: restructuring of the debt; act of a creditor who refrains from enforcing a debt when it falls through
15. surety: anyone who assumes liability OR puts up RP to support someone else’s obligation; secondary obligor
16. revolving line of credit – like a corporate credit card in context of accounts receivable & inventory financing
a. as new inventory is produced ( borrower’s “borrowing base” increases ( borrower gets to draw down additional credit
b. as inventory is sold ( generates accounts receivable from the customers ( accounts receivable are collected ( pays off earlier draws
c. credit is revolving
C. ANTIDEFICIENCY STATUTES (RESTRICTING CREDITOR/VENDOR BEHAVIOR)
1. Policy

a. CA law tilts in favor of debtor/borrower and homeowner protection 
i. In CA, strong bias in favor of borrower (especially residential borrowers) ( credit is more expensive & more difficult to obtain loans.
b. CA law protects purchasers from personal liability
2. Statutes

a. CCP §580d

i. CCC §2856 – guarantor’s waiver

b. CCP §580b
c. CCP §726
d. CCP §580a
3. Deficiency 
a. Debtor’s liability for the balance due on the note following the sale of the property.
i. guarantor’s liability is technically NOT the deficiency, just the same amount, i.e. “balance owed” or “balance due”
b. scenario: when debtor does not have enough value in the property to cover the debt, i.e. overencumbered/underwater property ( there may be deficiency liability to the undersecured creditor 
i. undersecured creditor: not enough value in the property to secure the loan, so charge more interest and hope property will go up in value.  Might take a haircut.
4. Foreclosure
a. debtor defaults, bank accelerates the note, and bank sells property to collect on debt (usually situation where the property is worth less than the debt)
i. After foreclosure, debtor’s lien (represented by TD) & any junior liens are extinguished, but note (debt) still exists.  Creditor can still try to collect on the note.
ii. Creditor usually does NOT want to go into foreclosure, otherwise debtor might go into bankruptcy & RP will be tied up for a long time

iii. Since creditor wants cash flow will try to arrange a workout agreement – 

a. postpone sale of RP

b. forbearance agreement

c. modification & extension agreement
b. Definitions
i. action for deficiency: action against the borrower (e.g. Bess) on the note
ii. deficiency judgment: judgment enabling creditor to obtain deficiency remaining after proceeds of the sale are applied to the debt.
iii. right of redemption: debtor has right to buy the property back for the sale price after foreclosure sale.
a. buyer at JF takes property “subject to” – really a risk
b. buyer at NJF does NOT take property “subject to”
c. judicial foreclosure (JF): sheriff’s sale; whole point is so creditor/bank can recover deficiency from debtor.
i. right of redemption (debtor’s right)
a. debtor has 1 year right of redemption
b. theoretically, right of redemption discourages low ball bidding (i.e. setting price too low), because debtor can come back and buy at same sale price.

c. actuality, right of redemption does opposite and drives the price down because debtor can come back 
ii. expensive & slow

a. file action in trial court that goes through to judgment authorizing the foreclosure sale

b. do when debtor is solvent – lots of money, so then use right to deficiency
c. deficiency (creditor’s right)
i. creditor elects expensive & slow, so maintains right to deficiency

ii. creditor has right to deficiency from debtor, after the proceeds of the sale are applied to the debt
d. nonjudicial foreclosure (NJF): trustee’s sale (i.e. trustee conducts the sale), private sale, sale under the “power of” sale; court is not involved 
i. right of redemption (debtor’s right)
a. debtor has NO right of redemption
ii. cheaper & faster than JF

a. creditor tells trustee to record a notice of default and to publish the sale

b. few months later, private sale takes place w/o court involvement
c. do when debtor is insolvent (since can’t get deficiency anyways)
d. deficiency (creditor’s right)
i. creditor elects cheaper & faster, but has NO right to deficiency
ii. creditor has NO right to deficiency from debtor because of §580d
II. CCP §580d









A. SHAM GUARANTY  (duplicative of existing liability)
1. Definitions

a. recourse – party has personal liability
b. non-recourse – bank has no recourse against party personally
c. collateralized guaranty is a hypothecation!!
d. recourse non-collateralized guaranty – very different from collateral because it’s a promise to pay – not securing the loan
i. bank pursues the guarantor individually to get a judgment – must look for assets, execute on those assets, and hope there are sufficient assets to satisfy obligation.
ii. guaranty of the note – “If debtor doesn’t pay, then I will”
iii. independent credit support for the primary obligor’s debt 
iv. affects the interest rate (i.e. may be used as a bargain piece to bring down overall cost of the loan)
v. guaranty of payment – If primary debtor does NOT pay, then guarantor is immediately liable to pay, even if bank did NOT exhaust all remedies against the primary debtor. (direct obligation)
vi. guaranty of collection – First bank must exhaust all remedies against the primary debtor and if the bank can NOT collect from primary debtor, then you can go after me.  (more attenuated obligation)
a. banks don’t just want to ultimately be paid, they want to be paid quickly, so banks ask for waiver of exhaustion of remedies defense
b. waiver of guarantor’s exhaustion of remedies defense ( guaranty of collection becomes guaranty of payment
vii. limited guaranty – guarantor agrees to liability up to a specified amount
e. recourse collateralized guaranty (RH) – guarantor grants bank a TD on guarantor’s own RP (i.e. collateral) to secure his guaranty, so bank can go after guarantor and guarantor’s RP; guarantor has personal liability
i. If bank NJFs on primary debtor’s RP & NO §2856 Gradsky waiver, guarantor is protected from any personal liability (including collateralized RP) by Gradsky defense (i.e. impairment of guarantor’s subrogation rights). 

a. If guarantor’s personal liability is gone ( bank’s lien/TD on guarantor’s RP is expunged & RP no longer encumbered, because guarantor’s underlying debt is gone
ii. if bank NJFs on guarantor’s RP (NOT primary debtor’s RP), guarantor is protected from any personal liability on his guaranty by §580d, because guarantor is debtor under the guaranty.

f. non-recourse collateralized guaranty (i.e. NRH) - guarantor grants bank a TD on guarantor’s own RP (i.e. collateral) to secure his guaranty, so bank can only go after guarantor’s RP; guarantor has NO personal liability
i. specific item of RP is at risk BUT the guarantor’s other unpledged assets are not at risk
g. pledge – possessory security interest in personal property entrusted to the creditor, such that bank takes physical possession of the security interest
i. title to this collateral generally does NOT transfer to the creditor, rather creditor holds it like bailment on behalf of debtor
ii. Ex. Give jewelry, stocks, coins to bank as security for a loan.
iii. RP is NOT “pledged” to a bank because bank does NOT take physical possession
iv. security interest
a. Ex. Give security interest in inventory.  Bank does NOT take possession of the inventory, but has to file UCC-1 to perfect the security interest.
h. non-recourse hypothecation (NRH) – obligor puts an asset at risk w/o incurring personal liability
i. Bank can only look to that asset

ii. Considered a suretyship

i. 3rd party non-recourse hypothecation (NRH) – 3rd party (i.e. hypothecator) owns RP and 3rd party encumbers RP in favor of the bank to secure the debtor’s obligation, but 3rd party has NO personal liability (Pearl’s pledge)
i. Bank can only look to the RP and nothing else

ii. 3rd party is “hypothecating” RP to support debtor’s obligation

iii. Not a pledge, because no way for bank to take physical possession of RP

a. In Pearl, Court incorrectly called 3rd party NRH a pledge.

j. lent collateral arrangement (LCA) – 3rd party owns collateral (e.g. RP, stock), 3rd party transfers collateral to the debtor, and then debtor encumbers the collateral in favor of the bank to secure debtor’s own obligation; 3rd party has NO personal liability
i. if collateral is RP

a. even though original ownership of RP stems from 3rd party & debtor has only brief connection with RP ( still considered debtor’s own RP

b. so if bank NJFs ( 580d problem
ii. NOT considered a suretyship

iii. guaranty w/ RP OR LCA?  Bank would probably prefer an LCA with an unsecured guaranty – enables the lender to look first to the debtor’s RP (i.e. lent collateral) & also look to guarantor w/o having to worry about §726.  
a. If Bank is holding guarantor’s RP, then bank must comply with §726.  That is NOT true if guaranty is unsecured.
b. Bank wants to stick all RP in debtor’s hands & then NJF against it ( then go after guarantor w/o having to worry about §726
iv. NRH or LCA?  Bank would probably prefer an LCA in absence of a Gradsky waiver because with LCA only dealing with one party – debtor.
v. 3rd party pledge OR LCA?  Bank would probably prefer a 3rd party pledge, because it would to some extent insulate the lender against the risk of the debtor’s bankruptcy, because have physical possession.

a. With LCA, debtor’s bankruptcy might tie up lender’s rights against the property that was lent to the debtor.
2. No waiver of “sham guaranty” defense, but can use opinion of guarantor’s counsel to prove estoppel.
3. Shareholder Guaranty is a True Guaranty/Enforceable: Shareholder owns piece of stock in corporation, but not liable for debts of corporation.  If small corporation wants to borrow money, very often bank will ask shareholder to guarantee (because has house, car, IRA), otherwise bank will not loan the corporation any money.  Shareholder takes on liability.  By giving guaranty, shareholder enhances the value of corporation – a benefit that flows to shareholder.
a. Bank might try to insert harsh waivers.  If you don’t sign shareholder, then I won’t give money to corporation.  Standard forms with waivers ( unconscionability & adhesion K issues?
b. EXCEPTIONS: Shareholder Guaranty is a Sham/Unenforceable
i. Alter Egos: when the shareholder and corporation have commingled affairs such they are alter egos of each other – no difference between them.  If the shareholder is the guarantor, then guaranty might duplicate the liability on the note and the guaranty might be invalid. 

Alter Ego HYPO (§580b Protects Both Corporation-Debtor and Sham Shareholder-Guarantor) Suppose debtor is protected by §580b and alter ego situation, so that guarantor is a sham.  Then guarantor is protected also under §580b.
4. Subsidiary Guaranty
Subsidiary HYPO (Upstream Guaranty ( §2856 Waiver ( Fraudulent Transfer) Suppose parent owns subsidiary.  Parent executes note and grants bank TD to secure the note.  

· Subsidiary executes guaranty in favor of parent (subsidiary gets rights of subrogation/reimbursement/indemnity against parent debtor, but can waive under §2856(a)(1)).

· When executes guaranty, subsidiary is incurring obligation on behalf of parent.

· Subsidiary does NOT get any benefit, but is incurring liability – benefit of guaranty flows up to parent, the guaranty is basically a gift

· What if parent goes into bankruptcy and subsidiary says guaranty is bogus, can bank say was recipient of a fraudulent transfer (gift by insolvent)?
· Bank can use subsidiary’s right of subrogation/reimbursement/indemnity to show a benefit coming back to the subsidiary, but if a waiver exists under §2856(a)(1), then more likely subsidiary’s guaranty was a fraudulent transfer.

· Bank wants guarantors to waive rights of subrogation, but exacerbates risks of fraudulent transfer liability.
Parent HYPO (Downstream Guaranty ( Benefit of Guaranty Flows Downstream) Suppose parent owns subsidiary.  Subsidiary executes note and grants bank TD to secure the note.  

· Parent executes guaranty in favor of subsidiary (parent gets rights of subrogation/reimbursement/indemnity against subsidiary debtor, but can waive under §2856(a)(1)).

· When executes guaranty, parent is incurring obligation on behalf of subsidiary.

· Subsidiary now has capacity to earn more money from loan ( stock becomes more valuable ( parent owns stock so parent receives a benefit ( benefit of guaranty flows downstream to parent.

5. General Partner Guaranty is a Sham/Unenforceable: General partner is already liable for debts of the general/limited partnership.  So if bank takes guaranty from partner, bank is not really getting anything since general partner is not taking on any additional liability.  Bank can always go after general partner if partnership is liable.
General Partner HYPO (§580d Protects Both Partnership and General Partner) Suppose partnership executes note in favor of the bank.  Bank NJFs, but can’t go after the general partner, because general partner is basically the partnership (coextensively liable as primary obligor) & partnership is protected under 580d.    
a. EXCEPTIONS: Limited Partner Guaranty is Enforceable
i. Limited Partner: limited partner is not liable for the debts of the limited partnership, so limited partner can issue a valid personal guaranty.  (limited partnership still has at least one general partner who can not issue valid guaranty)
6. Trustee Guaranty was a Sham/Unenforceable under PRE-1987 LAW:
a. Definitions

i. partnership:

a. general – have several general partners each liable for all general partnership debts
b. limited – have at least one general partner and several limited partners
i. limited partners are NOT liable for limited partnership debts – only obligation is capital contribution 
ii. general partner is manager of the entity & liable for all limited partnership debts

ii. revocable living trust: can be undone at moment’s notice; trustor can make it so property can come out of trust
a. inter vivos revocable trust: does NOT have to remain in trust – can move assets in and out 
iii. family trust:

a. trustor takes assets (e.g. RP, money), called the corpus or the res, and puts it in the hands of the trustee (e.g. lawyer or a bank)

i. trustee holds legal title to the asset

ii. trustee owes fiduciary duty to trustor and beneficiary

b. trustee administers assets on behalf of beneficiary (e.g. minor child)

i. beneficiary only has equitable title

ii. beneficiary only enjoys the fruits of the trustee’s labor but has no control
c. purpose
i. tax and probate

Torrey Pines v. Hoffman p. 23 – (Trust/Debtor & Trustee/Guarantors are Same ( Trustee was Already Personally Liable on K (Pre-1987 Law) ( YES Sham Guaranty)
· Hs transferred title of RP (50% interest) to H’s revocable living trust – became trust’s RP
· Hs were trustor, trustee, & beneficiaries

· Hs borrowed $3.05M (construction loan for development on RP) through trust to construct 92 unit apt complex
· Hs (as trustees) executed TD on RP & assignment of the construction K
· Hs (as trustees) each executed a personal guaranty of the trust’s loan w/ Gradsky waivers
· Loan expired but was extended
· Bank agreed to forbearance agreement (forbear foreclosure proceedings) 
· Albanese provided additional security & assignment of rents

· Bank NJFed & submitted partial credit bid
· §580d triggered & Bank can’t go after the trust who was the debtor
· Bank sued to enforce Hs’ personal guaranties

· Is trust & Hs alter-egos?
· Old law: trustee is personally liable on a K 

· Since trustees (Hs) were already liable on K, then guaranty is sham, or redundant because adding nothing to the already existing liability of the trustees.
· If trust & Hs are same (alter-egos) ( sham guaranty ( Hs are considered debtors, not guarantors

· Hs are now also protected by 580d, don’t need Gradsky defense 
· Any post default waivers would NOT matter – because guaranty did NOT exist, so Gradsky defense is irrelevant.
· Not clear whether can have post-default waiver of 580d or any other anti-deficiency statute.
· Bank could have argued estoppel – Hs set up trust themselves & then used trust structure to defeat the bank’s claim.

· Bank wants trust to be debtor, so can get guaranty from Hs
b. Probate Code 18000: (New Law) A trustee is NOT personally liable on the trust’s Ks.
Cadle v. Harvey p. 33 – (Court Incorrectly Found Sham Guaranty ( Banks Now Wary About Lending to Trusts & Getting Valid Guaranties; Post-1987 Transaction ( Should Have Applied Probate Code 18000 ( Trustee is NOT Personally Liable on the Trust’s K ( NO Duplicative Liability ( NO Sham Guaranty)
· Trust bought RP from bank (acting as a vendor)

· Trust  executed “purchase money” note secured by VPMTD

· Harvey executed personal guaranty w/ Gradsky waiver
· Harvey was trustee
· Trust defaulted on note
· Bank’s successor in interest (RTC) negotiated forbearance agreement w/ Trust and Harvey
· No additional post-default waiver ( bank should have got this
· Trust defaulted on modified note
· RTC NJFed & purchased by partial credit bid
· Cadle was assignee of the note & guaranty
· As assignee can stand no better vis-à-vis the debtor than could the bank

· 580b problem because residential VPMTD ( no deficiency against debtor
· 580d problem because NJF ( no deficiency against debtor
· Guarantor waived Gradsky defense though
· Cadle sued guarantor (Harvey) to collect deficiency
· Court found sham guaranty ( guaranty added nothing to trustee’s already existing liability – according to Torrey Pines
· Court is wrong!  Entire transaction is post-1987 ( so look at Probate Code 18000.
· After 1987, a trustee is NOT personally liable on the trust’s Ks ( no duplicative liability ( so guaranty is NOT a sham.
7. Structuring Transaction to Avoid §580d Protection
a. Since debtor NOT allowed to waive §580d, if bank wants to reserve the right to NJF and also preserve the ability to go after debtor for deficiency, then 

i. Instead of creating new shell corporation (e.g. Prom XX), use a real corporation and put real estate in name of corporation
ii. debtor becomes guarantor – who issues a §2856 waiver of everything
iii. Include language that transaction is NOT a sham ( we are driving this transaction & reason for structure is XYZ
iv. Include opinion of debtor’s counsel ( we have explained structure to debtor & debtor agrees this is NOT a sham transaction
v. Waive a jury
vi. Refuse non-recourse deals
b. §2089 – guarantor can NOT take on burden that is greater than that of the primary obligor (absent an explicit waiver of §2089)
River Bank v. Diller p. 39 – (Bank Arranged Shell Corporation to Act as General Partner for Partnership/Debtor & True Obligor/Limited Partner (i.e. Trust) was Positioned as Guarantor ( Court Said Raised Triable Issue of Fact Concerning Sham Guaranty Defense)
· Structure: (Sanford and Hellen Diller)

· Dillers control family Trust ( Trust owns all stock in Prometheus, owns all stock in Prom XX, and is limited partner in Hacienda (limited partnership)

· Sanford is principal officer of Prometheus ( Prometheus is general partner of PHG ( PHG is limited partner of Hacienda
· Prom XX is general partners of Hacienda
· Bank gave 2 non-recourse construction loans ($36M & $2M) to Hacienda
· non-recourse ( Hacienda had NO personal liability
· 2 notes secured by 2 TDs

· Dillers & PD (Ds) executed 4 limited guaranties in favor of Bank

· Dillers executed 2 guaranties on behalf of Dillers & Trust
· Sanford Diller executed 2 guaranties on behalf of PD

· Each guaranteed payment of 10% of the notes ~$3.8M

· Hacienda default

· Bank NJFed – deficiency of $12.9M

· Bank sued to enforce guaranties against Dillers & Trust (NOT PD)

· Hacienda (limited partnership) was the debtor

· Prom XX was general partner of Hacienda & liable for all Hacienda debts

· Dillers controlled Trust & Trust owned all stock in Prom XX

· But Trust was just a shareholder – NOT liable, but just right to vote & right to dividends

· Anyways, non-recourse loan ( so Bank gave up right to go after assets of Hacienda

· Bank wants to go after DIllers & Trust – guarantors

· Bank argues NO sham guaranty, because liability is NOT duplicative

· Dillers & Trust argue “sham guaranty “ defense 

· Bank imposed this structure, so Dillers are NOT estopped from raising “sham guaranty” defense

· Why would Bank do that?  If no legitimate independent guarantor, then if Bank NJFs, a deficiency judgment is barred by §580d.  So if Bank positions true debtor as guarantor & gets valid Gradsky waiver ( Bank preserves personal liability of guarantor.
· Dillers & Trust argue Bank was structuring the transaction to avoid §580d protection - circumventing the purpose of §580d by using a corporation where the true obligor is positioned as a guarantor
· Bank did NOT even look into finances of general partner Prom XX (shell corporation), actually relying on guarantors as the borrowers

· Court found Dillers raised a triable issue of fact concerning their “sham guaranty” defense

B. GUARANTORS’ DEFENSES & WAIVERS
CCCP §580d 
NO judgment shall be rendered for any deficiency upon a note secured by a deed of trust or mortgage upon real property or an estate for years (leasehold) therein hereafter executed in any case in which the real property or estate for years therein has been sold by the mortgage or trustee under power of sale (nonjudicial sale) contained in the mortgage or deed of trust …
1. Debtor’s §580d DEFENSE: Triggered by NJF, the nature of the foreclosure, such that debtor is completely protected from any action seeking the deficiency amount.  

a. If creditor NJFs, then creditor can NOT recover from the debtor any deficiency judgment.  
b. If creditor NJFs and guarantor pays deficiency amount via a guaranty, then guarantor can NOT recover from the debtor any deficiency judgment.
c. Note: If collateralized guaranty & creditor NJFs on guarantor’s RP, then guarantor is protected by §580d.
d. Rationale: 
i. Debtor loses right of redemption, so protect the debtor from possible deficiency judgment.
ii. Establish parity between JF and NJF
a. JF is slower/expensive, but allows debtor right to redemption & creditor right to deficiency 
b. NJF is quicker/cheaper, but debtor has NO right to redemption & creditor has NO right to deficiency
e. NO – Waiver of Debtor’s §580d defense NOT allowed: Debtor can NOT waive §580d protection, because provisions are for the protection of the public, as well as for the benefit of the debtor.
2. Guarantor/Junior Creditor’s Exoneration Rule:  When the terms of the note are changed (between debtor and creditor) without the consent of the guarantor/junior creditor, then guarantor/junior creditor may be exonerated - not liable, e.g. extension of payment deadline.  Exoneration by the alteration of the underlying obligation.  Similar to exoneration of assignor when alterations between lessor and assignee in landlord/tenant context.
a. Ex. Debtor could agree to greatly increase the amount of outstanding obligation – injuring guarantor OR junior creditor
3. Guarantor’s Rights Against the Debtor
a. Guarantor’s SUBROGATION RIGHT:  right to claim under the rights of another (i.e. guarantor’s right to assert rights of creditor after guarantor pays creditor off entirely).  at common law, guarantor “steps into the shoes of the creditor”
i. YES – waiver of subrogation right is allowed – use §2856 if you are bank and want guarantor to waive subrogation rights, e.g. bank in Gradsky should have done this.
ii. guarantor obtains following rights against debtor when executes guaranty:
a. subrogation

b. reimbursement
c. indemnity – right to get paid back by debtor directly
4. Guarantor’s Rights Against the Creditor

a. Guarantor’s EXHAUSTION OF REMEDIES DEFENSE (COMMON LAW RIGHT & §2845): Creditor must first exhaust all remedies against the primary debtor, before creditor can trigger the guaranty and pursue the guarantor.
i. YES – waiver of Bank’s duty to exhaust against primary debtor is allowed– Bank could not originally sue guarantor first under common law, but guarantor in Gradsky waived this right and this waiver established a guaranty of payment.
a. Rationale: Probably waived because really wanted debtor to get the money.
b. Guarantor’s GRADSKY DEFENSE: If creditor NJFs, then creditor can NOT recover from the guarantor any deficiency judgment, because of guarantor’s defense arising from the impairment of guarantor’s subrogation rights as a result of creditor’s election of NJF against the primary debtor.  
i. When creditor NJFs, §580d does NOT itself protect the guarantor (unless collateralized guaranty)
ii. Rationale:  Only Creditor had Options ( Creditor’s NJF ( Impairs Guarantor’s Rights & Gives Rise to Estoppel, i.e. Estopped From Pursuing Guarantor for a Deficiency.  Creditor’s conduct was inconsistent.  Creditor is estopped from trying to collect from guarantor, because creditor impaired guarantor’s rights of subrogation/reimbursement/indemnity vis-à-vis the debtor.  Creditor had options – could have preserved its rights & guarantor’s rights (JF and possibly sue guarantor directly if waiver exists), and choosing an NJF screws the guarantor’s rights – destroyed the security & possibility of guarantor’s reimbursement.  (Note: §580d is triggered to protect debtor from anyone ( so guarantor has no subrogation rights ( no right to proceed against debtor even after paying off creditor, otherwise circumvention of §580d).    

iii. YES – Waiver of Guarantor’s Gradsky Defense allowed.  Use §2856 to waive this – see below.
Union Bank v. Gradsky; p. 3 – (Construction Loan, NOT Purchase Money; Creditor Can Not Choose an NJF Which Impairs Guarantor’s Right of Subrogation & Then Try to Collect Deficiency from Guarantor; Guarantor Waived Common Law Right, BUT Not this Gradsky Defense)
· Court held a creditor can NOT recover from the guarantor the unpaid balance upon the note (i.e. deficiency amount) following the creditor’s NJF.  
· Bess got a construction loan from Bank.  
· Max executed a guaranty w/ waiver – waiving his common law right for Bank to go after Bess first.   
· Note was not paid and Bank sold security through NJF.
· After the sale, Bank then sues Max for an amount equal to the deficiency – remaining balance of $11K.  [Not an action for deficiency technically.]  
· This is an action against the guarantor, not borrower, for same amount as the deficiency.

· Bank submitted partial credit bid (PCB), acknowledging ~90% of debt is cleared.

· Bank prevented from going after Bess (debtor) for deficiency because of §580d.

· Is Bank prevented from going after Max (guarantor), under §580d?

· Bank had 3 options – imagine the debtor’s and the creditor’s rights after each action:

1) JF – No §580d.  Debtor has right of redemption & bank has right to obtain deficiency from debtor ( guarantor would be liable for remaining balance in this scenario.

2) Sue guarantor directly upon guaranty – No §580d.  Bank can sue guarantor directly, since Max waived common law right.
· If guarantor pays, the guarantor has subrogation rights & indemnity rights
· indemnity – right to be paid back

· subrogation – right of guarantor to assert rights of creditor after guarantor pays creditor 

3) NJF – §580d is triggered.  Bank chose to destroy the security – sold property through NJF Bank has no right to deficiency from debtor – Bess is protected from Bank.
· Even if guarantor pays off Bank, guarantor has NO subrogation rights against Bess because:

· Nemo dat: Bank has no left over rights against Bess for guarantor to assert.  

· Legislative intent: Bess is protected by interpreting legislative intent of §580d – do not allow end run around of §580d.

· Bank should suffer loss, since Bank was only one with choices (JF or sue Max directly) – should not have impaired Max’s remedies against Bess.

· Bank’s NJF precluded Max from obtaining subrogation against Bess.
· Max’s waiver in NOT applicable, because language of waiver was NOT explicit enough – documents are construed against the drafters.
· Max waived his right for Bank to go after Bess first.

· Max did not waive his own right that allowed him to go after Bess (subrogation)
· Need more specific waiver.
· “I waive any right to require the holder [bank] of this within instrument not to impair my remedies against the maker of the note [Bess]”

· “Even if NJF guarantor is still liable to holder”

· More and more detailed waivers ( too complicated & not comprehensible so CCC §2856 

· §2856 is a response to difficulty of drafting around Gradsky
5. Guarantor’s Waivers (given to creditor) - §2856
a. Waiver Types

i. Waiver of Subrogation/Indemnity/Reimbursement Rights
a. Much more drastic than mere Gradsky waiver (which only deals with an after-the-fact impairment of rights).
ii. Waiver of Exhaustion of Remedies Defense – Bank could not originally sue guarantor first under common law, but guarantor in Gradsky waived this right and this waiver established a guaranty of payment  
a. Rationale: Probably waived because really wanted debtor to get the money.
iii. Waiver of Gradsky Defense (i.e. guarantor’s independent §580d defense) – defense that arises from impairment of guarantor’s rights of subrogation/indemnity/reimbursement (when creditor elected an NJF)
a. Proper Gradsky waiver is critical to Bank’s ability to pursue the guarantor, because if no waiver Bank has to go JF – long way around.
iv. Waiver of §580d NOT allowed
a. Guarantor only has §580d defense, if collateralized guaranty (i.e. guarantor put up his own RP) & creditor NJFed.
v. Guarantor has NO §580b defense ( so NO Waiver of §580b defense
b. CATHAY EXPLICITNESS TEST: NO broad waivers allowed – require an “explicit” waiver with language that explains the guarantor’s defense & specifies that particular defense is being waived.  
i. argue after §2856, a broader standard applies as evidenced by §2856(b) ( no longer require a specific reference to a specific statute, but waiver still requires some level of explicitness

ii. Can you use §2856 waiver?
a. §2856(c) & §2856(d) – argue if waiver complies with §2856(c) & (d), then statute supersedes Cathay.

b. §2856(b) – argue if waiver is broader than “safe harbor” language, then §2856(b) governs
c. §2856(e) – 2856 does NOT apply to a guaranty of a PMTD on residential RP.  Guarantor should argue that high standard of Cathay applies in this context.

Cathay Bank v. Lee p. 9 – (Court Found Waivers were Too Broad; Requires Explicit Waiver With Language that Explains the “Defense that Arises From Impairment of Guarantor’s Rights” & Specifies Guarantor is Waiving that Defense; Pretty Strict Standard)
· Bank made loan to hotel

· Lee (secretary & director of hotel) guaranteed $5.2M loan, secured by RP.  Why?

· Lee guaranteed because: bank then issues loan ( hotel makes more money ( profits of hotel flow to shareholders ( Lee is compensated as a shareholder

· Hotel defaulted & NJF ( Bank obtained summary judgment for difference against Lee

· Did Lee expressly/explicitly waive the Gradsky defense to the deficiency action against him?

· NO, Court found in favor of Lee.

· Court seemed to require an explicit waiver of the “defense that arises from impairment of guarantor’s rights”
Pearl v. GMAC p. 15 – (Court Found NO §2815 Waiver Because Pledge Agreement On its Face Did NOT Explicitly Mention §2815 Waiver)
· Palomar (borrower) is car dealership, who requested line of credit ($3.8M) from GMAC to finance its vehicle inventory

· revolving line of credit: almost like corporate credit card secured by borrower’s assets
· Palomar uses money borrowed to buy inventory ( generates accounts receivables ( generates cash ( used to buy more inventory
· Pearl was pledgor/guarantor/major shareholder

· Pearl executed continuing guaranty to secure borrower’s debt

· continuing guaranty

· Pearl executed stock pledge agreement (stock of another company) and delivered stock to GMAC

· pledge was NOT collateral for Pearl’s guaranty, i.e. did NOT collateralize the continuing guaranty

· this was a non-recourse hypothecation, only putting stock itself at risk

· the NRH separately secured the borrower’s debt, NOT any debt by Pearl (i.e. guaranty)

· almost like lent collateral arrangement, but Pearl never transferred collateral to Palomer

· Pearl sent GMAC a notice of termination of all documents signed by him, i.e. Pearl was revoking his continuing guaranty & pledge
· GMAC agreed to terminate the guaranty as to future advances

· GMAC did NOT agree to terminate the stock pledge agreement

· GMAC continued to make loans to debtor under revolving line of credit

· Pearl brought suit to confirm his termination of stock pledge agreement

· Court found the pledge was really a form of guaranty, because Pearl put this stock asset at risk to support the debtor’s credit & stood in position as a surety 
· Court basically treated NRH/pledge the same as a non-recourse collateralized guaranty.
· Might have been a closer question if LCA, but here Pearl owned the collateral

· Since guaranty, then Pearl has right to revoke pledge under §2815 

· Some rights like §580d – not waivable – but suretyship defense of 2815 was waivable (e.g. just like guarantor’s exhaustion of remedies defense & guarantor’s Gradsky defense)

· Bank argued pledge agreement waived Pearl’s §2815 rights.

· Court found NO specific §2815 waiver ( don’t allow §2815 waiver because NOT expressly mentioned in agreement ( fatal to Bank’s position.

CCC §2856 (Guarantor’s Waiver)

(a) Any guarantor or other surety, including a guarantor of a note or other obligation secured by real property or an estate for years, MAY waive any or all of the following: [grants broad permission for suretyship waivers]
(1) The guarantor or other surety’s rights of subrogation, reimbursement, indemnification, and contribution and any other rights and defenses that are or may become available to the guarantor or other surety by reason of §2787 to 2855, inclusive.  [can waive right of subrogation, reimbursement, indemnification, and contribution – rights against the primary debtor]
(2) Any rights or defenses the guarantor or other surety may have in respect of his or her obligations as a guarantor or other surety by reason of any election of remedies by the creditor (e.g. NJF). [any of guarantor’s rights or defense (i.e. suretyship defenses) arising from election of remedies can be waived, e.g. Gradsky defense – rights against the creditor]
(3) Any rights or defenses the guarantor or other surety may have because the principal’s note or other obligation is secured by real property or an estate for years.  These rights or defenses include, but are not limited to, any rights or defenses that are based upon, directly or indirectly, the application of §580a, 580b, 580d, or 726 of CCCP to the principal’s note or other obligation. [more broadly worded than Gradsky – which only dealt with guarantor’s indirect defense based on 580d]
(b) A contractual provision that expresses an intent to waive any or all of the rights and defenses described in (a) SHALL be effective to waive these rights and defenses without regard to the inclusion of any particular language or phrases in the K to waive any rights and defenses or any references to statutory provisions or judicial decisions. [Don’t rely on this – supposedly allows you to say ”I waive everything I can waive under §2856” but this is malpractice time]
(c) Without limiting any rights of the creditor or any guarantor or other surety to use any other language to express an intent to waive any or all of the rights and defenses described in (a)(2) and (a)(3) the following provisions in a K  SHALL effectively waive all rights and defenses described in (a)(2) and (a)(3): [safe harbor language – here is a good example, should use our waiver]
The guarantor waives all rights and defenses that the guarantor may have because the debtor’s debt is secured by real property.  This means, among other things:

(1) The creditor may collect from the guarantor without first foreclosing on any real or personal property collateral pledged by the debtor.

(2) If the creditor forecloses on any real property collateral pledged by the debtor:

(A) The amount of the debt may be reduced only by the price for which that collateral is sold at the foreclosure sale, even if the collateral is worth more than the sale price.

(B) The creditor may collect from the guarantor even if the creditor, by foreclosing on the  real property collateral has destroyed any right the guarantor may have to collect from the debtor.  ( general waiver to benefit bank in Gradsky situation – exactly Gradsky.
This is an unconditional and irrevocable waiver of any rights and defenses the guarantor may have because the debtor’s debt is secured by real property.  These rights and defenses include, but are not limited to, any rights or defenses based upon §580a, 580d, or 726 of CCCP.
(d) Without limiting any rights of the creditor or any guarantor or other surety to use any other language to express an intent to waive all rights and defenses of the surety by reason of any election of remedies by the creditor, the following provision shall be effective to waive all rights and defenses the guarantor or other surety may have in respect of his or her obligations as a surety by reason of an election of remedies by the creditor: [safe harbor language] 
The guarantor waives all rights and defenses arising out of an election of remedies by the creditor, even though that election of remedies, such as a NJF with respect to security for a guaranteed obligation, has destroyed the guarantor’s rights of subrogation and reimbursement against the principal by the operation of §580d of CCCP or otherwise. ( specific waiver to benefit bank in Gradsky situation
(e) (b), (c), and (d) SHALL NOT apply to a guaranty or other type of suretyship obligation made in respect of a loan secured by a deed of trust or mortgage on a dwelling for not more than four families when the dwelling is occupied, entirely or in part, by the borrower and that loan was in fact used to pay all or part of the purchase price of that dwelling. [in residential transactions can’t use language from (b), (c), or (d); but still possible to waive]
(f) The validity of a waiver executed before January 1, 1997, shall be determined by the application of the law that existed on the date that the waiver was executed. [pre-1997 transactions are NOT affected]
c. workout agreement
i. When the loan approached default/foreclosure & debtor seeks extension ( perfect time to modify agreement to include latest and greatest waivers.

a. Bank does NOT want to foreclose

b. Bank will agree to forbearance agreement

ii. Forbearance to the debtor constitutes consideration to the guarantor.
iii. Creditor suffers legal detriment – waiting.
C. FULL CREDIT BIDS
1. credit bid – when bank buys RP from itself (trustee) at the trustee’s sale.  Bank is essentially mitigating its losses and selling the property – which is the primary source of repayment for the obligation.
a. full credit bid (FCB): where bank is owed money on a note, bank “tears up the note” & calls it even – value paid through bid is whatever was remaining balance due on the note
i. admission by conduct that security has NOT been impaired – NO damage
ii. acknowledgment that debt has been fully satisfied – no more & paid in full (note is no longer enforceable)
iii. Bank can NOT go after anybody for the rest of the debt, e.g. debtor
a. Distinguish w/ 580d ( making FCB makes lender give up additional claims aside from deficiency claim ( bank can NOT go after 3rd party tortfeasors (including “bad faith waste” debtor)

b. waiver of claims against guarantors.

c. waiver of claims for any insurance money.

d. Possible waiver of any tort claims bank has against 3rd parties (Cornelison)
iv. Full credit bid is normally a bad idea (unless trying to make portfolio look better)
a. Some bid high to inflate value of the asset when carry it on the books, because can point to bid price to establish asset value & make it look more valuable than it is ( fraud!!
v. If RP is worth more, then FCB will discourage bidders because 3rd party betters are at a disadvantage since they have to come up with cash
FCB HYPO (Bad Idea – Estoppel) Note is $100K.  Original property value is $120K.  FMV at time of NJF is $80K.  Bank submits FCB and tears up the note.  If the bank now discovers the property is trashed – burned on the inside – and worth only $30K.  If go to insurance company, they will say sorry you admitted property was worth $100K and bank you can’t collect a penny.  Bank is estopped from denying the truth of its actions.

b. partial credit bid (PCB): where bank doesn’t completely “tear up the whole note” & some of the obligation is extinguished but some of the obligation remains
i. RP is worth less than full amount of the remaining balance due on the note
ii. submit a bid only for what you think the property is worth
a. hard to estimate FMV of RP because former owner is generally still in possession  and will not let the creditor enter and inspect
iii. preserve the option to go after anybody else.
2. waste – impairment of RP, to the prejudice of the 3rd party who has an interest in that RP, i.e. possessor of RP can NOT destroy RP so as to impair the security of a 3rd party mortgagee
a. tort claim

i. distinguish with a K claim against the insurance carrier

b. Ex. 
i. Life tenant can NOT alter RP to prejudice of remaindermen
ii. Ordinary tenant can NOT alter RP to prejudice of LL
c. good faith waste – forgo general maintenance & repair to keep up on debt in depressed condition
d. bad faith waste – reckless and malicious acts
i. Ex. 

a. intentional destruction of property (Cornelison)
b. failure to pay property taxes decreases price paid @ foreclosure (1333)
3. FULL CREDIT BID RULE: FCB is an admission that the security has NOT been impaired, the creditor has NOT been damaged, and that there is no more debt (i.e. RP is worth the full amount of the debt) ( prevents lender from bringing suit for fraud.
a. Compare to deed in lieu of foreclosure:

i. Worse than FCB, because after accepting deed in lieu of foreclosure it is hard for lender to argue there was fraud.
Cornelison v. Kornbluth p. 54 – (No Waste Because FCB ( FCB is an Admission Security Has NOT Been Impaired (i.e. NO Damage) Because Saying RP is Worth Full Amount of Debt)
· Cornel (Seller) sold RP to Chanons (Buyer1)
· Buyer1 executed a note ($18.8K) and TD1

· TD1 was recorded and contained covenants ( Buyer1 would care for and maintain RP & if Buyer1 sold RP, then entire unpaid balance would become immediately due and payable
· Buyer1 sold RP to Korn (Buyer2), secured by TD2
· Korn sold RP to Larkins (Buyer3)
· County Health Dept condemned house as unfit for human habitation
· Buyer1 defaulted on note
· Seller NJFed & Seller bought property using FCB
· Seller can’t go after Buyer1 personally because of §580d
· Seller sues Buyer2, arguing Buyer2 agreed to be bound by covenants in TD1
· Covenant in TD is a personal covenant, rather than a real covenant (i.e. purchaser is bound by real covenants running with the land )
· Court said Buyer2 took “subject to” TD1 – NO assumption of covenants in TD1 – no liability on note ( no liability for deficiency
· Court said Buyer2 had NO duty to perform obligations of TD1
· Seller argues tort claim for waste ( Court says only bad faith waste claim allowed (i.e. 580b&d)
· Even though Buyer1 never “assumed” underlying liability, under tort theory, Buyer1 can still be liable for bad faith waste 
· Buyer2 argues – allowing recovery is violation of §580b & §580d – because allowing waste claim would be permitting a deficiency when had VPMTD & NJF – Buyer1 could NOT be held liable, so Buyer2 as successor in interest of Buyer1 is also protected by 580b & 580d
· Court says waste doesn’t matter in down market up to point that harm is equal to or less than declining RP values.  But, Professor says it is possible waste devalues RP in addition to the devaluation attributable to market forces

· §580b – don’t allow waste claim because against purpose of §580b ( would aggravating downturn by allowing double burden – loss of land & personal liability – when waste was caused by economic conditions
· §580d –personal judgment is basically a deficiency – don’t allow when NJF
· Court said bad faith waste claims still allowed.

· Court rejects even bad faith waste claim, because Seller submitted FCB
· FCB bars any recovery because it is an admission the security has NOT been impaired (i.e. no damage) – RP is worth full amount of the debt.
· No damage to the creditor ( so Buyer2 could NOT have caused waste. 
· If only PCB, then Buyer2 still liable for bad faith waste claim
4. automatic stay – stops all actions against the debtor (NOT TESTED)
a. secured party who wants to continue foreclosing must go into bankruptcy court and ask for relief from the automatic stay.
i. §362(d)(1) – bankruptcy court can issue relief for cause (i.e. debtor is doing something to cause the RP to depreciate rapidly in value)
ii. §362(d)(2) – lack of equity in RP & RP is NOT needed for reorganization.  

a. equity – excess of value over encumbrances
5. Alliance Exception to FCB Rule #1: FCB rule is inapplicable where the lender was fraudulently induced (e.g. appraisal misrepresentation) to make a FCB.  
P must show:
a. FCB was a proximate cause of D’s fraud AND 
b. that without fraud P would NOT have made the FCB.
i. Argue estoppel – creditor had knowledge of true low value BEFORE acting (i.e. making high FCB (Michelson) OR entering into recourse sale of the loan (First Commercial))
Michelson v. Camp p. 66 – (Creditor Argues FCB Rule is Inapplicable Because D’s Fraud Caused Creditor’s FCB ( Court Found Creditor Judicially Estopped Because Knowledge of $375K Value Before Making FCB of $652K)
· Camp appraised Edelman’s RP @ $900K & got recertified appraisal
· Michelson loaned Edelman $475K 

· Loan secured by TD1 on RP ($900K) & vacant lot ($100K appraisal)
· Edelman took cash & filed bankruptcy

· New appraisal of RP is $375K & lot is $35K
· Michelson NJFed and purchased RP with credit bid for $652K
· Michelson resold RP for $400K (resold for less than credit bid)
· Michelson took back purchase money note for $300K secured by VPMTD1
· Michelson suing Camp (appraiser in cahoots with borrower) – wants ($900K – FMV) OR (credit bid – resale price)
· Michelson (creditor) argues that the bid can NOT be deemed an admission of RP’s value because creditor was defrauded into making a full credit bid.
· Court says problem – creditor is judicially estopped.
· Creditors had to prove lack of equity in the RP & obtain a relief from stay in bankruptcy court.

· Appraised originally at $900K & gave loan of $475K ( looks like equity of $425K 

· So got new appraisal ($375K) to show no equity & then submitted to get relief.

· Judicially estopped, because admitted value of $375K and then right after made FCB of $652K.
6. recourse assignment – buyer insert recourse provision in loan assignment agreement, to protect itself against the risk that the originating lender might not have been careful in selecting the borrower.
7. Alliance Exception to FCB Rule #2: FCB rule is inapplicable & originating lender is NOT bound, when 
a. FCB is performed by a foreclosing assignee under a recourse assignment (originating lender did NOT elect FCB)
AND
b. the originating lender justifiably relies on Appraiser’s misrepresentations (e.g. appraisal misrepresentation) & suffers damages as a result.
i. No way for originating lender to mitigate the harm by subsequent PCB
First Commercial Mortgage v. Reece p. 79 – (FCB was Inapplicable/Doesn’t Bar Because Lender Justifiably Relied on Appraiser’s Misrepresentations (i.e. Appraisal) When Entered into Recourse Sale of Loan & Suffered Damages as a Result)
· Bank1 loaned $207K to Debtor (who executed note secured by LPMTD on RP)
· Bank1 sold $207K loan to Bank2 (recourse assignment – may hold me Bank1 personally liable)
· Debtor defaulted

· Bank2 NJFed and submitted FCB for $224K

· Bank2 then required Bank1 to indemnify (make it whole), according to K
· Bank1 received RP & resold at loss - $79K
· Bank1 sued Appraiser  for fraud, alleging RP worth less than $100K & was induced to make loan by Appraiser’s appraisal of $215K

· Appraiser argued Bank2 would not be able to sue for tortious misrepresentation because made FCB, so Bank1 should NOT be able to 

· Bank1 argued – Bank2 made the bid & Bank1 compelled to repurchase 
· Court considered Alliance exception & found FCB rule did NOT bar Bank1’s COA
· Bank1 was fraudulently induced to make FCB – justifiably relied on Appraiser’s misrepresentations in selling a loan and suffered damages from a compelled repurchase of the loan

· Bank1’s moment of reliance on the appraisal was the moment of the original assignment – when it entered into recourse sale of loan portfolio

· If Bank1knew RP was NOT worth full amount loaned, then would not have become contractually obligated to indemnify Bank2.
8. deed in lieu: borrower proposes to just grant the creditor RP in lieu of foreclosure
a. Basically a conveyance of the RP & acceptance of deed in lieu of foreclosure would vest senior creditor with fee simple interest.

b. The senior lien (TD1) “merges” into the purchaser’s fee interest because the purchaser is holder of the senior lien (under the doctrine of merger)
i. guarantor of primary obligation would probably NOT still be liable

a. deed in lieu would be tantamount to full satisfaction of the debt, OR

b. exoneration – guarantor must approve of any substantial change in debtor’s obligation
c. Senior Creditor – Be Careful of Intervening Liens!
i. In foreclosure, the senior creditor’s foreclosure would extinguish all junior interests
ii. BUT if have junior (TD2) and senior (TD1) creditors & RP passes to senior creditor via deed in lieu of foreclosure, then senior creditor is taking “subject to” any existing lien of a junior creditor ( BAD
9. Merger Doctrine 

a. “if you own a piece of property, that ownership may subsume or swallow up other interests that you yourself may have”
b. Ex.

i. Landowner owns an easement over a neighboring parcel & parcels are owned by separate persons.
ii. If the owner of the dominant estate acquires the servient parcel, then the lesser easement merges into the greater fee interest.
Nippon Credit Bank v. 1333 p. 88 – (PCB ( Creditor Allowed to Bring Bad Faith Waste Claim; Debtor Failing to Pay Property Taxes While Paying Off Equity Investors Upstream ( Court Found was Tortious Bad Faith Waste)
· 1333 owned a 2 building office complex in Walnut Creek (Project)
· Sunset was general partner of 1333
· Diller was managing partner of 1333

· Diller owned Sunset

· Diller controlled over 80% of 1333 through Sunset &  Trust
· 1333 borrowed $73M from Bank to refinance construction loan ($55M from other lender)
· secured by TD on Project

· rental income stream (i.e. proceeds of RP) is additional collateral 

· nonrecourse obligation, so Bank can’t get at 1333’s other assets

· 1333 received $10M (repayment of Diller’s investment)
· Cal received $5.1M

· TD required timely payment of all property taxes for Project
· Project’s value dropped from $103M to $52M
· 1333 stopped loan and property tax payments (even though Diller admitted had sufficient cash)
· 1333 paid Trust over $683K +  $1.7M (reduce Trust’s investment)

· Bank used $440K from 1333 revenues (i.e. assignment of rents) to pay delinquent property taxes
· Bank sued 1333 for bad faith waste because 1333 failed to pay taxes
· 1333 argues just breach of K & remedy is sale of RP – Debtor had contractual obligation to pay taxes & nonpayment of taxes is a failure to perform covenants contained in the credit agreement.  Shouldn’t management be able to use money to pay other expenses?
· Bank NJFed – submitted PCB – allowed tort action to recover bad faith waste

· Debtor failed to pay taxes in order to pressure the lender into granting interest rate concession
· nonpayment of taxes injures the government & also the lender because the property tax lien enjoys priority over the bank’s lien & bank would have to pay those taxes before receiving anything from foreclosure

· failure to pay taxes ( decreases price paid @ foreclosure (i.e. waste)
· Debtor failed to pay taxes because no incentive to pay – non-recourse obligation – debtor is insulated from personal liability
· Court found failure to pay taxes was tortious conduct.
· So what about failure to pay senior creditor – also tortious, because it may cause junior creditor to be undersecured?
· RP worth $1M, $800K loan to senior creditor, $200K loan to junior creditor
· If debtor fails to pay senior creditor (  breach of K, but also senior lien increases since unpaid interest is added back into principal & senior lien goes from $800K to $900K & junior lienholder becomes undersecured ( tortious?
· But normally if debtor fails to pay junior creditor (  breach of K
III. CCP §580b












A. PURCHASE MONEY TRANSACTION

1. purchase money note – note for the balance of the purchase price of the asset that secures the debt
2. purchase money trust deed (PMTD) – TD/security interest/lien that secures a purchase money note 
a. construction loan is NOT a loan for the purchase of property so no PMTD.
3. vendor held purchase money trust deed (VPMTD) – when vendor decides to be involved on the financing of the deal
a. “carry/take back paper”: if vendor sells real estate and takes back paper for the balance of the purchase price, i.e. acting like a bank.
b. In CA, the purchaser has title to property after vendor takes back paper.
c. Scenario A: Vendor Takes Back Whole Paper.
d. Vendor conveys property ($100K @ FMV) to purchaser. [sale]
e. Vendor receives from purchaser a down payment ($20K).

f. Vendor receives from purchaser a note for the balance of the purchase price ($80K).

g. [Purchaser must own property before can grant TD]

h. Vendor receives from purchaser a VPMTD on the property, securing the balance of the purchase price ($80K).  

i. VPMTD is a purchase money trust deed, since the obligation represents part of the purchase money.

j. Scenario B: Vendor Takes Back Paper, But Not the Whole Paper.
k. Vendor conveys property ($100K @ FMV) to purchaser (who has no cash). [sale]  
l. Bank loans the purchaser $80K. [loan]

m. Bank receives a note for $80K.

n. Bank receives a LPMTD1 on the property, i.e. senior trust deed.

o. Vendor receives from purchaser $80K in cash.

p. Vendor receives from purchaser a note for $20K.

q. [Purchaser must own property before can grant TD.]
r. Vendor receives from purchaser a VPMTD2 on the property, securing the balance of the purchase price ($20K).
s. VPMTD2 is a junior trust deed on the real estate.  Very risky, could get wiped out if bank forecloses, but vendor does get a big chunk of cash up front.  Less of a bad idea for the seller than scenario A in some respects.
Vendor Takes Back Paper, But Not Whole Paper HYPO – (More Profit, More Risk) Vendor conveys property ($100K @ FMV) to purchaser.  

1) House worth $80K: If purchaser defaults and bank forecloses (under LPMTD), then vendor can NOT foreclose himself because security is gone.  Also vendor can NOT get deficiency judgment ($20K) against purchaser because of §580b. 

2) House worth $70K: If purchaser defaults and bank NJFs (under LPMTD), then vendor can NOT foreclose himself because security is gone.  Vendor can NOT get deficiency judgment ($20K) because of §580b and bank can not get deficiency judgment ($10K) because of §580d.
4. lender held purchase money trust deed (LPMTD) – lender comes up with fresh cash, vendor is cashed out with the loan proceeds, & lender holds note and TD on RP purchased, i.e. “3 party purchase money transaction, with seller, buyer, and lender”
a. “take paper”
5. lender held residential purchase money trust deed (LRPMTD) – when lender agrees to a home loan; buying a house with borrowed money
a. Scenario A: Lender Takes Back Paper On a House; Home Loan.
b. Vendor conveys residential property, owner occupied dwelling of 4 units or less, ($100K @ FMV) to purchaser. [sale]

c. Bank loans the purchaser $80K. [loan]

d. Bank receives a note (in favor of the bank) for $80K.

e. Bank receives a LRPMTD (in favor of the bank) on the property

f. Vendor receives from purchaser $80K in cash.

g. Vendor receives from purchaser $20K down payment.

h. Vendor gets cashed out.  Purchaser secured the balance of the purchase price with the LRPMTD.  

i. If you borrow money on your house, you don’t have to pay back the loan – not personally liable (i.e. can’t touch your IRA) after foreclosure.

j. Purchaser may take out a second loan and execute LRPMTD2 to a bank 2 – this junior lender is generally going to charge higher interest rate because of increased risk.
B. PRIORITY

1. Common Law RULE First in time, first in right, so TD2 would be junior to a TD1.
2. Junior Creditor/Guarantor Exoneration RULE see above.
3. Subordination of the trust deed (not the note) means the lien will be junior to another lien.
a. to make TD junior to another TD 
b. Rationale:

i. Junior creditor wants the debtor to obtain additional funding, perhaps to rescue a troubled investment
c. 2 scenarios:
i. Vendor may subordinate VPMTD to LPMTD, e.g. subordinate to construction lender, otherwise construction would never happened, construction lender never wants to be second.  Vendor is at risk but possible big reward.

ii. Lender may subordinate LPMTD to an angel investor, i.e. allow debtor to borrow from angel investor so debtor does NOT go bankrupt
d. 3 methods of subordination:
iii. Automatic subordination clause: Debtor and vendor agree vendor’s lien will be second to future lien.
iv. Tripartite subordination agreement: Debtor, vendor, and bank agree vendor’s lien would be second and bank’s lien would be first.  Contractual alteration of priorities.
v. Reconveyance and rerecording: Reconvey vendor’s trust deed and get new trust deed executed.  Can be used to reinforce tripartite.
a. Force vendor to reconvey – expunge TD1

b. Bank receives new TD1

c. Vendor receives new TD2; TD2 is now junior in time of recording
e. 3rd party beneficiary theory

i. If vendor (Spangler) promises to subordinate in favor of bank & fails to comply, then bank can probably enforce the promise under 3rd party beneficiary theory, since the vendor’s agreement with the purchaser (MKV) was made for the benefit of the construction lender (3rd party).
ii. consideration for vendor’s promise – purchaser’s agreement to purchase the RP
f. Distinguish with “subordination of debt”

i. subordination of debt (“standstill agreement”) – subordinating the junior party’s collection efforts, such that the junior party can not take action against the borrower until the senior creditor had fully satisfied its debt.
a. turnover provision – additionally the senior creditor may compel the junior creditor to turn over any proceeds received by the junior creditor received by the junior creditor in, for example, a bankruptcy proceeding, until the senior creditor’s debt has been satisfied.
4. RULE: Foreclosure wipes out all junior liens
a. JF EXCEPTION: Senior creditor must first join all junior creditors in JF. In JF action, senior creditor must join all junior creditors, otherwise junior creditor’s interests are not extinguished & junior creditor can still go after property.  Malpractice for senior creditor’s lawyers.
5. assumption v. “subject to” – distinction between note (assumption) & TD (“subject to”)
a. Scenario: In commercial context, an owner may choose to sell  the property even if there is a loan outstanding on the property 
b. “assumption” of the note: no liability on the previous note ( no liability for any deficiency.  Assumption occurs when (assuming) grantee agrees to be personally liable on the previous NOTE – so if this grantee defaults, then creditor can initiate JF and then come after grantee personally in a deficiency judgment (access to grantee’s personal assets, e.g. IRA & 401K – big deal!).
i. Note: in lease scenario, T1 assigns to T2 ( if T2 also assumes then establish privity of K with LL, but T1 is still in privity of K with LL also ( T1 is NOT released from liability
ii. Note: in RP conveyance scenario, even if O2 assumes, O1’s liability still exists unless lender agrees to termination.
c. taking RP “subject to” preexisting TD:  In this case, a non-assuming grantee is in risky situation – could lose the property to foreclosure.  But good side – there is no way that the grantee can be held personally liable on the note & not liable for any deficiency.  Previous owner still pays on the note.
6. §580b: If VPMTD or residential LPMTD, then vendor, lender, or guarantor can NOT get a deficiency, no matter what type of foreclosure.
a. Triggered by the nature of the underlying debt – Vendors holding any purchase money paper (VRPMTD & VCPMTD) & Lenders holding residential purchase money paper (LRPMTD) for the balance of the purchase price of the property that secures the debt 
b. 580b protection extends to subsequent purchasers of RP encumbered by prior PMTD, regardless of whether purchaser took “subject to” TD or “assumed” obligations secured by TD (e.g. Cornelison)
i. Ex. subsequent purchaser who purchased “subject to” might face personal liability from creditor because of “economic waste” action.
CCCP §580b 
No deficiency judgment shall lie in any event …

after a sale of real property or an estate for years therein for failure of the purchaser to complete his or her K of sale, [Land Sale K or “buying real estate on layaway”]
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 or estate for years therein, [Vender Takes Back Paper]
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 … [Lender Takes Back Paper on Residential Transaction]
RESIDENTIAL


COMMERCIAL

V(PMTD)

NO deficiency


NO deficiency;

Spangler exception 

(subordinates to construction loan & substantial change in use and value)
L(PMTD)

NO deficiency (home loan)

YES deficiency (commercial loan)




Refinancing exception

not affected by 580b 

Land Sale K ( Buying RP on Lay-Away HYPO – (Under 580b, if buyer doesn’t complete K of sale, then vendor under LSK – can NOT get a deficiency against buyer) Buyer does not have money and can’t get financing.  So buyer enters into long term purchase K with seller, i.e. land sale K, where buyer agrees to buy property over long period of time, i.e. 30, 60, 90 day escrow.  Seller keeps title to property and title is transferred to buyer at end of deal.  This is miserable situation for seller when buyer declares bankruptcy – court will characterize this as buyer’s real property.
Estate for Years ( Leasehold (LTD – Collateral is the Leasehold, NOT the Fee Interest) HYPO – (Under 580b, vendor w/ vendor held purchase money leasehold deed of trust – VPMLTD – can NOT get a deficiency against assignee) 
· Long-term lease to master tenant that is a below-market lease, i.e. benefits T because rent is low
· T wants to assign lease to assignee w/ LL’s consent
· T will sell below-market lease & if assignee no cash, then must be financed
· T becomes vendor of leasehold & gets a note & LTD (i.e. leasehold deed of trust) that encumbers the remaining term of the leasehold estate (T is no longer in possession of the estate)
· Vendor held purchase money leasehold deed of trust – VPMLTD – within §580b
· T must have a cure agreement with LL, in order to cure any arrearages so that the lease isn’t extinguished if assignee doesn’t pay on the note OR lease.  LL may agree to cure agreement because to maintain his cash flow.
· Lender held non-purchase money LTD – NO §580b implication:  LL enters into long term lease of raw land (ground lease) to T & T gets construction loan from lender & T executes note & lender held non-purchase money leasehold deed of trust (LTD) ( leasehold is the collateral, not the fee interest held by LL
c. Transaction Type
i. Residential: owner occupied, 4 units or less
ii. Commercial: apartment building, 5 units or more, no owner occupied
d. If a lender takes back RESIDENTIAL purchase money paper (i.e. residential LPMTD), the lender (& guarantor) can NOT recover a deficiency judgment from the debtor
i. Basically means home purchase loans are non-recourse.

ii. Must be owner occupied dwelling of 4 units or less, i.e. can not be 5-plex
iii. Refinancing Lender: Supposedly, a refinancing lender (lender 2 who gives $$ to lender 1 that extinguished TD1 and the note) is not barred from getting deficiency judgment by §580b because no longer “purchase money” obligation since used to refinance.  Schechter doubts this case law.
iv. §580b does not talk about commercial LPMTD, e.g. owner occupied 5 unit complex.
v. Distinguish between commercial loan & construction loan.

e. If a vendor takes back ANY purchase money paper (i.e. any VPMTD or VPMLTD), then the vendor (& guarantor) can NOT recover a deficiency judgment from the debtor.  
i. If it’s a VPMTD, then NO deficiency judgment from debtor.  
ii. Vendor could be a bank, a bank who is selling property.  §580b still applies.
iii. Rationale: discourage vendor from selling property at too high a price (basically discouraging vendor from taking back paper) ( if vendor takes back paper then will be barred from deficiency judgment.
a. With profit, comes risk.  Vendor did not have to finance the purchaser, could have charged less for property and sold to someone who didn’t need financing.  
i. Warning: Selling to someone who can’t get financing – should be warning that (1) person is a deadbeat or (2) the property is not worth as much as vendor thinks & vendor is selling at inflated price ( greedy!  So §580b bars deficiency because vendor is acting at own risk.   
ii. Important to restrict rights of vendors, because vendors overvalue their property and lenders don’t.  Venders taking away business from banks.
iii. Vendor should not be allowed to first charge more than what property is worth, second foreclose on property, and third slurps up purchaser’s other personal assets – debtor protection statute.
b. Discourage overvaluation to stabilize the market: should not allow overvaluing of property (selling it at more than what it is worth) because systemic overvaluation leads to speculative bubble in the real estate market, which leads to economic instability.
i. Problem: Doesn’t work, vendors will sell for the highest possible price anyways.  If sell at lower price, purchaser might still default – might as well get as much interest as I can.
c. Prevent aggravation of the economic downturn: if allowed vendor to burden the purchaser with extra personal liability then will continue to aggravate the economic downturn; market went down ( caused foreclosure ( collect personal assets adds insult to injury.
i. Problem: Just risk shifting mechanism ( if purchaser doesn’t bear risk, then vendor does
iv. 3rd party purchaser: If vendor transfers paper to 3rd party purchaser, both are barred from recovering deficiency under §580b.
v. Spangler EXCEPTION (commercial VPMTD under §580b): Vendor is not barred from deficiency judgment against debtor, where 
a. vendor subordinates purchase money TD 
b. in favor of a construction lender, 
c. when construction loan is designed to fund a project that will substantially change the use and value of the property. e.g. commercial ( residential (supermarket ( loft)
i. Will not apply where there is NO fundamental change in use.
ii. Double number of units in apartment building might trigger Spangler exception.  Renovation loan to upgrade apartments probably will not trigger Spangler exception.
d. Rationale: Encourage vendors to take back paper in construction scenario because this kind of deal is necessary to encourage commercial development.  
i. Sell for whatever you can get because concerns of overvaluation don’t apply in this context – value depends on competence of buyers/developers (don’t know what property is really worth & success of project is largely dependent on skill and effort of buyer).  
ii. Shift risk to buyer who is in best position to know will happen with property, not vendor who has no control of outcome.
Spangler v. Memel; p. 112 – (VPMTD Subordinates to Construction Lender & Substantial Change in Use and Value of Property ( Deficiency Against Debtor is Allowed ( Exception to §580b Commercial VPMTD Scenario)
· Spangler (vendor) sells commercial property to MKV (purchaser).
· Spangler receives from MKV a down payment of $26K.
· Spangler receives from MKV a purchase money note for the balance of the purchase price ($63K).
· Spangler receives from MKV a commercial VPMTD on the property.

· Spangler subordinated her VPMTD to construction money lenders in exchange for MKV granting 580b waiver (debtor can not waive 580b protection) & guaranty from general partners of MKV (sham guaranty since MKV is a general partnership)
· MKV conveys property to MKS (purchaser) [not sure if MKS took RO subject to lien OR assumed the underlying obligation? ( probably assumed]
· Construction lender (Bank) extends financing
· Bank receives from MKS a “construction” note for the $408K – construction loan (not purchase money for commercial property).
· Bank receives from MKS a non purchase money TD on the property for a construction loan (not a LCPMTD – where lender is holding purchase money in a commercial transaction)
· MKS defaults on the loan.  Normally Bank’s TD would be junior to VPMTD, but changed priorities through automatic subordination clause.  
· Bank holds JF, sells property, and collects deficiency from general partners.  Bank is not barred under §580b because Bank is a lender for a construction loan and not barred under §580d because not NJF.
· After JF, Spangler’s junior lien (TD) is extinguished, but note (debt) still exists.  Senior lender has wiped out the junior – Spangler can not go after property.
· Spangler is now sold-out junior lien holder (SOJL) and tries to sue on the note (lien was extinguished – but don’t confuse the underlying obligation – debt – with the lien that secured the debt). 
· MKS (assuming grantee?) argues §580b bars deficiency judgments to Spangler because he was a vendor who took back paper.

· Spangler argues “purpose” of §580b does not apply to her.  The goal of §580b is to deter overvaluation (basically deterring vendor from taking back paper), but in this situation (where vendor subordinates to a construction loan) no way for vendor to know the worth of the property he is selling, i.e. value will change since change in use or “substantial change in the nature of property itself” (residential ( commercial).

· If put yourself in shoes of vendor at moment of transaction – the value of the property depends on success of purchaser’s commercial plan.  If deal good ( purchaser is happy.  If deal is bad ( property gets taken and purchaser walks.  Purchaser in no lose situation – gambling at expense of vendor.  Don’t punish vendor, but encourage commercial development ( create exception to 580b.

· Amendment of §580b: Deals with lenders; only allowed deficiency to lenders in commercial context; court reasons this also justifies giving deficiency to certain vendors in commercial context – this doesn’t make sense ( indicates legislative intent to bar vendors in commercial context from getting deficiency.
· True Guaranty Issue: Spangler tried to also argue guaranties by general partners were true guaranties – so individual general partners should not be treated as the partnership (debtor) and protected by 580b also.  Actually, guaranties by general partners were sham guaranties – duplicative of existing liability – so general partners would also be protected by 580b.

· However, debtor was not protected by 580b in this case, so no need to go there about guaranties.

6. NO GUARANTOR’S §580b DEFENSE RULE (SUBORDINATED VPMTD, SOJL, TRUE GUARANTY): If debtor is protected by §580b & vendor is a SOJL who has subordinated the VPMTD and has a TRUE GUARANTY (no sham) then vendor can recover from the guarantor any deficiency judgment.  Guarantors do not have independent §580b defense.
i. Rationale:  NO Impairment of Rights, so NO Estoppel.  Vendor did nothing to impair the rights of the guarantor (someone else foreclosed and sold property), so 580b does not also protect the guarantor from collection by the vendor. (§580b is triggered to protect debtor from anyone ( so guarantor has no subrogation rights from day 1 ( no right to proceed against debtor even after paying off vendor)
ii. Argument by guarantor: “no deficiency judgment shall lie”
iii. Counter-argument by vendor: deficiency means on the primary note and is only held against the debtor, not the guarantor.
iv. Policy argument by guarantor: Circumventing anti-overvaluation policy because allowing vendor to sell for more than worth if can find some idiot guarantor – RP should be enough collateral – does not prevent overvaluation.
v. Policy counter-argument by vendor: §580b exists to protect debtor, not 3rd party guarantor.  Stabilizing the market policy is less important when guarantor is involved.
A. WAIVER OF §580b PROTECTION
1. NO Waiver of §580b by Debtor Allowed: Debtor can NOT waive §580b protection, because provisions are for the protection of the public, as well as for the benefit of the debtor.
a. Post-Default Waiver of §580b by Debtor Also NOT Allowed
i. Spangler argument:  loan restructuring was equivalent to a change in use of the RP because it lead to increased risk on the vendor and vendor’s reliance on the purchaser’s skill with respect to commercial RP.  Counter ( no “change in use” of RP
ii. Policy argument: post-default waivers should be permitted because otherwise senior creditors can NOT obtain subordination from junior creditors (i.e. junior creditors need consideration) when they are negotiating work out agreements with debtors ( senior creditors will be forced to foreclose.  Counter ( Legislature should decide this.
DeBerard v. Lim p. 120 – (Post Default Waiver of 580b NOT Allowed Because Policy Issue that Should Be Decided by Legislature; Spangler Analogy Failed Because Restructuring Loan is NOT a Change in Use of RP; Confirmed Spangler Exception to 580b Only Occurs in Context of Construction Loan; Also Implied NO Waiver of 580d or 726 by Debtor)
· Lims bought shopping center from DeBerard for $3.2M

· Lim gave down payment of $1.12M

· Lim executed note1 for $1.9M secured by senior commercial LPMTD1 in favor of Bank (deficiency allowed – §580b does NOT kick in)

· Lim executed note2 for $170K secured by junior commercial VPMTD2 in favor of Deberard (NO deficiency under §580b – maybe Spangler exception if subordinates to construction loan & change in use)

· Lims are assuming grantees of DeBerard
· tripartite workout agreement: 
· DeBerard executed forbearance agreement – ½ the monthly payments and interest rate

· DeBerard agreed to subordinate its VPMTD2 to any modification of note1by Bank (so Lims can renegotiate with Bank, since Bank as senior creditor can NOT get modification w/o consent of junior creditor – otherwise exoneration)

· In exchange of forbearance & subordination, Lims gave 580b waiver
· Lims defaulted on note1 & note2

· Bank NJFed & extinguished junior security interest – VPMTD2

· Vendor sued on note2 - barred by §580b?
· Vendor argued Spangler exception to 580b – restructuring is a change in financial structure of the entity, leading to increased risk on vendor & relying on skill of purchasers to rehabilitate shopping center – “analogized to change in use” ( Court said NO “change in use”

· Vendor argued post-default waivers of 580 should be permitted, otherwise senior creditor can NOT obtain subordination from junior creditor when trying to do workout agreement & then senior would be forced to foreclose ( Court said this is for Legislature to decide

· Vendor argued CC §2953 does NOT expressly prohibit 580b waivers ( Court said does NOT have to be expressly prohibited
2. Refinancing EXCEPTION: Refinancing of a purchase money obligation constitutes an implied waiver of 580b protection for the debtor.
a. refinancing: brand new lender that advances money to pay off old loan
i. What if lender & debtor agree to entire new transaction ( old note & TD torn up and new papers signed ( refinancing OR paper shuffle?
a. Refinancing lender MAY enjoy relation-back of TD in 2 ways:
i. refinancing lender takes assignment of TD1, then relation-back
ii. equitable subrogation: doctrine that permits a refinancing lender to step into the shoes of the original (senior) TD1, despite an intervening lien; new refinancing lender is subrogated to the rights of the senior lender & bumped in priority (see DMC but didn’t discuss into detail).  This is tricky:
a. if refinancing modifies the terms & creditor has knowledge of intervening lienholder ( material modification to prejudice of junior ( Lennar 
b. if future advances clause that specifies $X limit secured by TD1 ( then relation back
c. if optional future advances clause ( NO relation back
3. Same Creditor Carrying 2 TDs From Same Debtor

a. If same creditor has TD1 and TD2 on same RP & NJFs on TD1 ( creditor can NOT claim to be SOJL with respect to note2 ( creditor is barred by 580d because shot itself in the foot with NJF (Simon v. BofA)
b. If same creditor has TD1 and TD2 on same RP & JFs on TD1 & obtains deficiency on note1 ( creditor must have joined both notes & TDs in JF, otherwise risk §726 violation of tries to obtain deficiency on note2
4. Dragnet Clause

a. 2 potential meanings
i. “future advances” clause – existing collateral (senior TD1) serves to secure a future debt (note2)
a. Ex. future advances (i.e. note3) secured by senior TD, when NO intervening lienholder (Wendland)
b. Ex. future advances NOT secured by senior TD because future advances clause prejudices the junior lienholder (Lennar)
c. If senior TD stipulates securing future advances up to a specified amount, then future advances secured by senior TD, because junior lienholder has notice 
d. If optional future advances & senior lender has notice of junior liens @ time advances granted ( original debt has priority ( then junior lien has priority ( then future advances 
ii. “after acquired property” clause – existing debt is secured by subsequently acquired collateral
b. 2 Intent Tests: used to determine intent of parties as to whether the dragnet clause was accepted & intended the junior note to be protected by original security.
i. “relationships of the loans” test: are the loans similar in nature? 
a. Ex. was loan 3 used to pay off loan 1?
ii. “reliance on the security” test: was the junior loan made in reliance on the original security?
a. Ex. using the same security?
c. Debt Bifurcation Argument:
i. Do NOT allow creditor to bifurcate the debt, foreclose on senior TD, and then claim to be SOJL ( circumvention of 580d ( because debtor ends up being personally liable
d. Scenario:
i. Creditor usually asserts the dragnet clause as a means of arguing that other debt is secured by the debtor’s collateral, thus entitling the secured party to more of the value of the collateral in event of foreclosure.
ii. Debtor may assert the dragnet clause as a means of arguing that other debt is secured by the debtor’s collateral, thus NJF on debtor’s collateral under TD (w/ dragnet clause) means protection from deficiency on other debt under 580d. (Wendland)
Union Bank v. Wendland p. 99 – (Refinancing of a Purchase Money Obligation Constitutes Waiver of §580b Protection ( Refinancing is NOT Purchase Money; Dragnet Clause Enforced to Include Note3 Under TD1 (Note NO Intervening LienHolder i.e. Lennar) ( NJF on TD1 ( Then Under 580d, NO Deficiency Action Allowed on Note1 and Note3 Debt Owed to Creditor)
· Wendland (Buyer) got loan from S&L (Bank1) & purchased RP for $26500 (residential LPMTD)

· Buyer borrowed $28K from Stanford (Bank2) to refinance the purchase money note (i.e. pay off Bank1 note) & deposit $4K in Buyer’s business account
· Buyer & wife executed note1 and TD1
· TD1 contained dragnet clause
· Buyer borrowed $6K from Bank2 for purpose of remodeling RP such that senior creditor forecloses on TD1

· Buyer executed note2 (unsecured)

· Buyer borrowed $11K from Bank2 to pay and discharge note2 & balance was applied to note1 payments
· Buyer & wife executed note3 and non-purchase money TD2 (pay off remodeling loan)

· Bank2 NJFed under TD1 & purchased RP & resold RP for $20K

· Bank2 sued on note3 for $9.5K
· 580b argument: Buyer argued TD1 was residential LPMTD & therefore NOT liable for any deficiency under §580b.
· Court said TD1 was NOT LPMTD – note1 was used to refinance, NOT purchase
· dragnet clause & 580d argument: Buyer claims the dragnet clause ties all the transactions together, i.e. note3 is secured by TD1 (i.e. notes merged because of dragnet clause) & Buyer argues NJF on TD1 ( no deficiency for note1 or note 3 under 580d.
· Buyer argued the existing collateral (RP) served to secure a future debt, i.e. note3 

· Court applied “relationships of the loan” & “”reliance on the security” tests & found the all the notes were secured by TD1 under the dragnet clause.

· Court is also worried about bifurcation of the debt – circumvention of 580d where creditor forecloses on TD1 & then claims to be SOJL vis-à-vis TD3 so can go after personal liability.
5. Choice of Law EXCEPTION: §580b protection does NOT apply if TX law is applied (i.e. via choice of law provision)
a. TX corporation

i. Lender can force debtor to create a new TX corporation to take title to RP (so localize transaction in another state) BUT debtor will say this is a sham.
a. Debtor will argue River Bank (positioned true debtor as guarantor, but court said sham guaranty to avoid §580d liability)
ii. Lender can use a well established TX corporation to take title to RP & then debtor purchases shares of TX corporation
a. Maybe works
Guardian Savings v. MD p. 128 – (Commercial LPMTD is NOT within §580b ( NO Protection for Debtor; Argue Lender Really was Vendor, Because Really Involved; Choice of Law Provision Can Negate CA §580b Protection)
· Parent of Guardian acquired title to RP (100 1st)
· Guardian advanced $30M to cover land acquisition and predevelopment costs
· Doesn’t look like Guardian is getting anything in return – fraudulent transfer?
· Delta owned 1235 Mission (wanted to sell 1235 to finance purchase of RP)
· Delta agreed to purchase RP for $35M, finance construction, & lease RP back to partnership

· Cross-purchase of RP & 1235 Mission

· Delta bought RP for $35 from Parent (no note)
· MD (Barker & Patrinely) executed note1 for $10.4M secured by senior commercial LPMTD1 on 1235 Mission in favor of Guardian
· MD bought 1235 Mission for $9.4M from Delta (so Delta’s expense reduced from $35M ( $25.6M)
· MD defaulted on note1
· MD & Guardian entered into a workout agreement
· MD executed note2 for $1.4M secured by junior TD2 to pay accrued interest on note1

· Argument #1:  this is purchase money transaction because interest came from purchase money – spinning off interest into a new note should NOT change characterization of the debt
· Argument #2: If TD1 contains dragnet clause, then note2 might already be secured by TD1 under Wendland & TD2 was unnecessary
· Guardian is both senior and junior – now if Guardian NJFs on senior, should Guardian be a SOJL or should Guardian be barred under §580d?  Hard for Guardian to claim SOJL because they had options as senior.
· DSS would only agree to lease 1235 on condition MD make $4.5M in improvements.
· MD transferred title of 1235 to Mission
· Lease on 1235 created between Mission & DSS
· 10 yrs + 8 months + (2 X 5 yr options to renew)

· Also SFUSD had option to purchase 1235 @ end of 20 years

· Note for MD( Mission?  Mission issued tax-free municipal bonds (i.e. notes) to MD – 2 series of certificates 

· TD for MD( Mission?  Mission did NOT execute LTDs (leasehold deed of trust – using leasehold as collateral), but rather used stream of income flowing off lease (so lease would still belong to Mission) to secure the bonds – Series A for $12M secured by stream from initial term of lease & Series B secured by stream from renewal options [Article 9 transactions]
· BUT since lease is junior to LPMTD1 & TD2 ( if Guardian JFs on 1235, then lease extinguished & MD has no more collateral 

· So need Guardian to subordinate 
· Guardian said NO subordination, so certificates could NOT be sold – worthless
· Guardian bought Series A from MD for $9.6M (not $12M) – to bail MD out

· MD pledged (i.e. possessory security interest) Series B certificates to Guardian as collateral for note1 & note 2
· MD defaulted on note1 and note2

· Guardian had JF on TD1, TD2, & series B certificates (both real and personal property)
· Guardian suing MD & Barker for deficiency
· Ds raise 580b, but Guardian argues commercial LPMTD – not within 580b – court could have ended analysis!!! 

· But maybe court thinks Guardian way too involved, acting like vendor of 1235, i.e. gave money and directed purchase, so §580b would apply.
· Court enforced choice of law provisions – Texas law, not CA law – so no §580b protection
B. VENDOR RECHARACTERIZATION
1. negative pledge clause: creditor forbids debtor to execute junior liens, because junior lienholders can sometimes get in the way when bank seeks to foreclose.
2. wrap-around mortgage (all-inclusive mortgage): TD2 is all inclusive as it wraps around TD1; borderline fraudulent transfer when the vendor and buyer essentially conspire to conceal the sale from the creditor, so as to preserve the existing low-interest financing.
a. Scenario: Owner executes low interest note1 for $200K secured by TD1 in favor of bank ( RP rises in value to $300K ( owner wants to sell ( 3 choices:

b. sell for all cash & walk away

c. standard purchase money scenario (large 1st, small 2nd) – bank has TD1 ( vendor takes back small note2 ($100K) secured by VPMTD2 ( total encumbrances is $300K ( purchaser assumes note1 & now must make payments on both notes 1 & 2
d. wrap around scenario (small 1st, large 2nd) – bank has TD1 and says note1 is NOT assumable because low interest rate ( vendor takes back large note2 ($300K) secured by VPMTD2 (which wraps around TD1) ( total encumbrances is $500K on $300K RP ( purchaser takes RP “subject to” TD1 ( purchaser’s monthly payments encompass both the (1) payments to bank under note1 & (2) payments to vendor on $100K debt ( purchaser pays vendor total & vendor makes payments under the senior note 
i. Why wrap around device?

a. Note1 is NOT assumable & bank does NOT want buyer to have benefit of low interest rate

b. Purchaser does this because maybe NOT creditworthy OR doesn’t want to obtain higher interest rate financing elsewhere 

c. Fraud – allows the parties to conceal the truth from bank, that buyer is basically assuming the note
ii. Lender never learns new buyer involved & if lender was aware, then lender would have invoked due on sale clause in order to accelerate the loan.
iii. Lender continues to receive payments from Shepherd on old interest rate.
3. “Vendor” Recharacterization ( VPMTD ( §580b: Any time an undersecured junior lien holder “consents” to the transfer of RP and enables the vendor to engage in an overvalued sale, that junior undersecured lien holder becomes a “vendor” by that act (Shepherd), even if the junior undersecured lienholder previously never held title to the RP (LaForgia – even non-purchase money can be transmuted to purchase money).
a. 580b vendor recharacterization is retroative - status as vendor inures to benefit of all debtors on that note, i.e. (including both original debtor and debtor who assumed – Greiner in FMC & Edington in Shepherd)
b. 2 choices when property is being sold:
i. insist on full payment under due on sale clause
a. If no cash then foreclose (problem is might not be enough equity in RP to cover 1st lien, let alone 2nd if this is junior creditor; if junior purchases then still has to pay off 1st debt)

ii. roll over lien
a. once new buyer takes over hope RP value goes up & buyer can make payments

b. if buyer defaults, then creditor is no worse off & might be able to seek deficiency (unless recharacterized as a “vendor”)
c. Must prove lender was 
i. junior – lien becomes junior during the rollover transaction
ii. undersecured – there is NOT enough value in the property to secure the loan (so charge more interest and hope property will go up in value – might take a haircut.)
iii. “rolled over” to enable the sale of an overvalued RP to a new purchaser
a. “consent” – prove consent to transfer by showing knowledge of overvaluation & allowing lien “rollover” ( enables vendor to extend financing to new buyer and transfer RP
b. knowledge of overvaluation/overencumbered
i. look for affirmative evidence
ii. indication of knowledge – new purchaser could NOT have come up with fresh cash (overvalued) so that vendor could have paid off lienholder
c. lien “rollover” – refusing to insist on payment via due on sale clause (i.e. not forcing to pay off with fresh cash), but allowing execution of new note/TD (Shepherd) OR assumption of old note (FMC); actually issuing new paper, but argue essentially same paper, just reshuffled
i. previous lender is basically facilitating vendor purchase money financing (i.e. lender acting on behalf of vendor).
ii. LaForgia – lower interest rate to make sale go & exchanging original non-purchase money TD for new “security interest”
iii. Shepherd – previous lender did NOT loan enough to complete refinancing & debtor must execute additional note, exchanging original purchase money TD for new “security interest” 

iv. Ex. senior lender obtains additional collateral in addition to RP to secure debt

v. surrogate vendor financing: NOT coming up with fresh cash (i.e. like a lender) but taking a note instead of cash (i.e. like a vendor)
Shepherd v. Robinson p. 139 – (Originally “Vendor” ( “Non-Vendor” Status Because of Refinancing Occurred( However Reacquired “Vendor” Status when Consented to RP Transfer; Court is NOT Saying “Once a Vendor Always a Vendor”; Prof Says Why NOT Just Say Continuation of Earlier Purchase Money Situation?)
· Shepherd (Seller) sold RP (35 apartments) to E (Buyer1)
· S received note1 for $336K secured by wrap around commercial VPMTD3 in favor of S
· VPMTD1 was junior to 2 existing senior TDs

· 2 senior TDs paid off, so VPMTD3 ( now VPMTD1
· Buyer1 granted R(Buyer2) 1/3 interest in RP (both R & E had title)
· Buyer2&Buyer1 got loan from Fidelity for $225K

· Buyer2&Buyer1 executed note2 for $225K secured by TD2 in favor of Fidelity
· Refinancing conditioned on paying closing costs and roof repair.
· Seller received $215K cash (instead of $285K)
· Also Buyer2&Buyer1 executed note3 for $43K secured by TD3 in favor of Seller for closing costs & roof repair ( necessary part of purchase price ( purchase money debt
· VPMTD1 now extinguished & Fidelity’s TD senior
· Buyer1 conveyed remaining 2/3 interest in RP to Buyer2
· Seller did NOT enforce due on sale clause in TD3

· Fidelity NJFed & RP sold for amount on note2
· Seller sued Buyer1&Buyer2 on note3
· Seller argues he was NOT a vendor with respect to note3 – so should NOT be barred by §580b
· Seller also argues that transaction w/ Fidelity was equivalent to a refinancing & constitutes Buyer1’s waiver of §580b protection
· Refinancing extinguished VPMTD1 & TD3 is NOT a VPMTD
· Seller argues that when Buyer1 transferred RP to Buyer2 ( Buyer1 was vendor, not Seller
· Seller was junior, undersecured (not enough value in RP to secure note3), & rolled over original lien
· However, Court recharacterized Seller as a “vendor” as to Buyer2, because Seller “consented” to the sale of RP from Buyer1 to Buyer2 above its value (RP overencumbered).  Court said Seller was selling his VPMTD1, but that is NOT literally true.  Implication is that Buyer1 is also protected by 580b.
· Seller argued Buyer1 was guarantor ( court said NO.

· If Seller did NOT consent to rollover of lien (VPMTD1), then either:

· Seller would have had to foreclose, OR

· Buyer1 would have come up with enough cash to pay off Seller & then Buyer1 would have gotten an equivalent note/TD3 from Buyer2.

· Overvaluation ( Fidelity only gave $225K & Seller got additional note3 for $40K ( good indication of overvaluation/overencumbrance
· Seller did NOT stop sale – insisting on payment by enforcing due on sale clause (i.e. “consent”), but instead allowed his lien to roll over with the RP ( did NOT come up w/ fresh cash BUT took note3 instead of cash  
· Seller enabled Buyer1 to go ahead with transaction, as if Buyer1 were providing financing, i.e. vendor providing purchase money financing
· Seller reacquired his “vendor” status because of his role in the transfer between Buyer1&Buyer2
· Now Buyer1 also gets benefit of 580b protection by relation-back.
4. Argue paper shuffling can extinguish 580b (refinancing – Wendland) OR invoke 580b (rollover of non-purchase money transaction – LaForgia).
a. Wendland – refinancing of purchase money obligation extinguishes 580b
b. LaForgia – selling original non-purchase money TD for new “security interest” to allow buyer to purchase property invokes 580b.
LaForgia v. Kolsky p. 144 – (Lender Acquired “Vendor” Status when Consented to RP Transfer, Even Though Previously Never Held Title to RP; Non-Purchase Money Becomes Purchase Money)
· Note1 for $270K and PMTD1 in favor of Bank
· LaForgia loaned W $35K to improve W’s RP
· W executed note2 for $35K secured by non-purchase money TD2 in favor of LaForgia
· Kolsky loaned W $35K
· W executed note3 for $35K secured by non-purchase money TD3 in favor of Kolsky
· Default on PMTD1
· W filed Ch. 11 bankruptcy
· RP removed from bankruptcy and sold to Kolsky
· Kolsky executed $10K note secured by PMTD3 in favor of W

· Kolsky executed $44K note secured by PMTD2 in favor of LaForgia

· Kolsky gave Bank $15K (unpaid interest) & executed note secured by PMTD1 in favor of Bank
· Bank NJFed and purchased RP
· LaForgia is SOJL, so sues Kolsky on note.
· LaForgia argues it was a non-purchase money lender, NOT a purchase money vendor.

· Kolsky argues LaForgia was transmuted into “vendor” because of participation in sales transaction ( receiving $44K note

· LaForgia argues it was a nonparticipating bystander to sales agreement who agreed to accommodate desires of senior lienholder – Bank.
· Court found LaForgia was a “vendor”
· lowering interest rate by 2% to make sale go & participation ( knowledge of overvaluation 
· knowledge of overvaluation & allowed lien to roll over (i.e. did NOT insist on getting paid off) ( enabled vendor to extend financing to new purchaser – surrogate vendor financing
5. “Vendor” Recharacterization: A lienholder (i.e. Costanzo) who participates in a sales transaction and agrees to extend his loan to a new purchaser (i.e. G) in an attempt to protect his security interest may be considered a vendor. 
a. Seems new purchaser could NOT have come up with fresh cash (overvalued) so that vendor could have paid off lienholder, so instead the lienholder decided to “take back paper.”
b. Not about lienholder enabling vendor to engage in an overvalued sale. (see rule above)
i. How is Costanzo recharacterization different from Shepherd?
c. What if passive junior lienholder?

d. What if undersecured senior lienholder?

e. What if NO knowledge of overvaluation?

Costanzo v. Ganguly p. 150 – (Acquired “Vendor” Status Because Participated in Sales Transaction & Agreed to Extend His Loan to a New Purchaser)
· Costanzo (Seller) acquired apartment complex
· Seller executed $400K note1 secured by LPMTD1 in favor of Bank1
· Seller sold RP to Carters (Buyer1) for $1.25M, receiving $350K in cash

· Buyer1 executed wrap around $900K note2 secured by VPMTD2 in favor of Seller
· Since wrap around, should have included $400K & note should have been $1.3M

· Buyer1 partially conveyed RP to CM (Buyer2)
· Buyer2 sold RP to 4Plex (Buyer3) for $2M, part in cash

· Buyer3 executed wrap around $1.8M note3 secured by VPMTD3 in favor of CM
· Buyer3 defaulted, Buyer2 initiated foreclosure, Buyer3 filed for bankruptcy
· Workout agreement between Buyer2, Tom (Buyer4), and Buyer3 approved by bankruptcy court
· Buyer4 bought RP for $2.25M  ( Buyer4 executed 11 senior notes4 for $2M secured by 11 LPMTDs in favor of WS (Bank2) on each of 11 buildings
· $2.25M distributed as follows:

· Buyer3 received $100K 
· Buyer2 received $1.75M cash in exchange for discharging all senior liens!!
· Buyer2 received 11 junior notes5 for $36K each ($400K) secured by 11 PMTDs in favor of Buyer2
· Also, Buyer2 discounted their secured claim by $37.5K & Buyer4 received over $116K at close of escrow
· Buyer2 assigned 11 junior notes5 to Seller (Seller could have been paid BUT wanted to avoid bad tax situation)
· Buyer4 sold RP to G (Buyer5) for $2.6M
· Buyer5 paid $250K cash 

· Buyer5 assumed 11 senior notes4 in secured by 11 LPMTDS in favor of Bank2
· Buyer5 executed 11 NEW junior notes6 secured by 11PMTDs in favor of Seller – which replaced old 11 junior notes5 & TDs
· Buyer5 defaulted on 11 senior notes4 in favor of WS
· Bank2 NJFed & purchased RP, extinguished 11 junior TDs ( Seller is SOJL

· Seller trying to sue Buyer5 to recover balance due on 11 notes6 (~$400K)

· Buyer5 argues Seller is barred from obtaining deficiency under 580b
· Court does NOT care if Buyer1 or Seller were considered vendors in workout when Buyer4 bought RP.
· Court recharacterizes Seller as a “vendor” because he participated in the sales transaction and agreed to extend his loan to a new purchaser in an attempt to protect his security interest – not insisting on getting paid BUT taking back paper – (Buyer5 could have executed notes in favor of Buyer4 and Buyer4 could have paid off Seller)
· Buyer1 permitted a new purchaser to assume liability, i.e. permitted the lien to rollover instead of going through expense & delay of foreclosure.
6. Hidden Security Device
a. Lender holds TD

b. Later, lender is a partner in a new joint venture, but partner has power to compel sale of RP on its own terms & power to obtain repayment from the proceeds of the sale (sounds like TD or hidden security device)

FMC v. Greiner p. 155 – (Circumvention of the Debtor Protection Statutes by Bypassing Foreclosure Process ( New Sham Company Set Up & Functions Like TD but NO Debtor Protection; Analogize to Sham Guaranty in River Bank)
· G(Buyer1) purchased RP for $725K from Trust(Seller)
· ESB(Bank1) loaned Buyer1 money to refinance existing debt & for development costs ($80K)
· Buyer executed note1 for $2.675M secured by non purchase money TD1 on RP in favor of Bank1
· Buyer1 defaulted on note, modification & forbearance agreement

· Buyer1 & FMC (subsidiary of Bank1) enter into limited liability company agreement - LLCA
· Buyer1 conveyed RP to LLC(Buyer2)
· FMC caused Bank1to forgive the loan & forbear from foreclosure
· Professor guesses Buyer2 assumed obligation – takes personal liability on the note1 – and if so, then Bank1 is consenting to sale of RP to another buyer ( possible Shepherd, LaForgia, Costanzo problem!!
· Bank1 may arguably be recharacterized as a “vendor” & Buyer2 is protected under 580b from Bank1 … what about Buyer1?  Is Bank1 a “vendor” with respect to Buyer1?
· But is 580b recharacterization retroactive?  Yes, argue new status inures to the benefit of all debtors on the note, including Buyer1.  
· Compare Buyer1 to Edington in Shepherd case
· Buyer1 still obligated on note1, if no exoneration
· FMC could have foreclosed – but got greedy – allocation of proceeds depends on LLCA

· Forcing Buyer1 to do all the work of selling RP and they get windfall

· Buyer1 failed to sell RP before 12/15/01 (listed for $18-21.5M)
· FMC currently has RP listed for $14.99M

· FMC seeks to enforce LLCA

· Buyer1 argues LLCA is a security device intended to evade CA foreclosure laws
· Sham!  If Buyer1 doesn’t sell, then FMC conducts sale & if sale price too low, then FMC will get proceeds and then try to sue Buyer1 for personal liability ( sale to Buyer2 was not NJF so no 580d deficiency protection for Buyer1
· Going from original debtor holding title ( new debtor holding title ( creditor tries to go after original debtor & avoid 580b (end of deal)
· Analogize to River Bank ( shell corp as debtor & true debtor as guarantor ( sham guaranty ( avoid 580b (beginning of deal)
C. SCOPE OF SANCTION
1. RULE: Exhaustion of additional collateral securing a debt does NOT constitute a deficiency.
a. Argue this rule is a circumvention of 580b:
i. promotes overvaluing & is contrary to “signaling function” of 580b
ii. senior lender knows he is overvaluing the RP when he asks for additional collateral to secure the debt.  
Hodges v. Mark p. 160 – (Circumvention of 580b?; Exhaustion of Additional Collateral Securing a Debt is NOT a Deficiency; Also §726 is NOT Triggered Because Didn’t Go After Unencumbered Assets – Only Went After Encumbered Assets, i.e. Secured Property ( Went After Security First & NO “Action”)
· Buyer bought apartment building from Vendor for $784K

· Assumption of preexisting TD1 in favor of QSL - $500K
· Assumption of preexisting TD2 in favor of GCHL - $40K
· New VPMTD3 in favor of Vendor - $114K

· New PMTD4 in favor of Broker - $19K

· New TD1 in favor of Vendor on Buyer’s personal residence - $50K

· New TD1 in favor of Vendor on Buyer’s duplex - $50K
· Buyer defaulted on VPMTD3 & 2 $50K notes
· Vendor NJFed and purchased RP
· Vendor initiated foreclosure on Buyer’s personal residence & duplex 
· TD on personal residence & duplex is NOT purchase money trust deed & 580b does NOT apply ( because the residence & duplex was NOT purchased by Buyer from the Vendor  - just offered as additional collateral on a separate note.
· Buyer stopped that and argued Vendor trying to foreclose personal residence & duplex  constituted deficiency – barred by 580d (NJF) & 580b (VPMTD)
· Court found this is NOT a deficiency – Vendor was just exhausting the rest of his security – trying to foreclose on collateral securing a separate note.
· Vendor overvalues – RP was not sufficient collateral to secure debt.
· Buyer argues circumvention of 580 - goal is to discourage vendors from selling RP for more than it is worth.  Now allowing vendors to overvalue, get additional collateral to secure the debt, and then allow vendor to foreclose additional collateral after foreclosure of RP.
· This provides windfall to Vendor – now has money, RP, and additional collateral
2. RULE: Buyer1 can NOT seek indemnity from buyer2 for paying off a debt to avoid foreclosure on a VPMTD, otherwise circumvention of 580b protection.
Frangipani v. Boecker p. 164 – (Buyer1 Can NOT Seek Indemnity From Buyer2 For Paying Off a Debt to Avoid Foreclosure on a VPMTD ( Otherwise Circumvention of 580b ( Since Buyer2 is Protected From any Deficiency)
· Vendor (Latimer) sold RP3 to Buyer1 w/ Buyer1 executing note secured by VPMTD

· Buyer1 (Frangipani) owned RP1, RP2, & RP3
· Buyer2 (Boecker) bought RP3 in order to also get RP1 & RP2
· Buyer2 agreed to “assume” Latimer note
· But joint escrow instruction said Buyer2 was buying RP3 “subject to” VPMTD – no personal liability
· Buyer2 defaulted on VPMTD
· Vendor initiated foreclosure on RP3 under VPMTD – no deficiency under 580b on note
· Buyer1 worried about foreclosure negatively affecting their own credit, so Buyer1 executed $10K note in exchange for Vendor canceling foreclosure on RP3
· Buyer1 sued Buyer2 for indemnity/reimbursement to obtain $10K for Buyer2’s breach of agreement to “assume” Vendor’s note
· Did Buyer take subject to VPMTD2 OR assume the note?  Buyer2 argues “subject to” – escrow instructions superseded K under doctrine of merger.  But this may NOT matter.
· Court NOT allow indemnity/reimbursement otherwise circumvention of 580b:
· Argue Buyer1 is acting as a “stalking horse” on behalf of Vendor. 

· Instead of foreclosing, Vendor could have simply threatened Buyer1 who then will collect from Buyer2 if this court says okay – Buyer1 should be protected from deficiency by 580b
· Also Buyer1 acted voluntarily, not according to any suretyship K.
· If  Buyer2 executed note in favor of Buyer1 then Buyer2 would NOT have to pay note – otherwise would constitute a post-default waiver of 580b – which is NOT allowed according to DeBerard.
3. Baumann (VPMTD, NJF) RULE: §580b applies.

a. FACTS: VPMTD, residential/commercial property, no other TD/no subordination, true guaranty, vendor NJFs
b. §580b applies because VPMTD.
c. Vendor can NOT recover deficiency judgment from debtor – protected by both §580b & §580d.  Vendor was already barred by §580b, and then NJFs and triggers §580d.
d. Vendor can recover deficiency judgment from guarantor.

i. Guarantor’s argument: (Gradsky) Vendor NJFed, so §580d kicks in and protects debtor & you by NJF destroyed my subrogation rights against debtor – Gradsky defense.
ii. Counterargument: Vendor’s NJF has not altered guarantor’s subrogation rights against the debtor, because guarantor never had rights against debtor.  §580b protected debtor from day 1 – so Gradsky is not triggered by the NJF and no estoppel arises.  
e. Guarantor can NOT recover deficiency judgment from debtor, protected by §580b – because this is VPMTD.

f. If vendor JFs, then §580d does not apply, but §580b still applies.
4. Baumann Tweak (commercial LPMTD, NJF) RULE: §580b does NOT apply. 

a. FACTS: LPMTD, commercial property, no other TD/no subordination, true guaranty, lender NJFs
b. §580b does NOT apply because commercial LPMTD.
c. Lender can NOT recover deficiency judgment from debtor – protected by §580d.

d. Lender can NOT recover deficiency judgment from guarantor – protected by Gradsky (Estoppel: Lender’s NJF impaired guarantor’s rights of subrogation/reimbursement/indemnity against the debtor). 
e. Guarantor can NOT recover deficiency judgment from debtor, protected by §580d – because this is NJF.

f. If lender JFs, then neither §580b or §580d applies, and lender can go after both debtor and guarantor.  Lender must exhaust all remedies against primary obligor first before seeking remedies against secondary obligor – unless guarantor waived common law right.
5. Baumann + Spangler (TD1, VPMTD2, NJF) RULE: §580b does NOT apply. 

a. FACTS: TD1 on construction loan, VPMTD2 & subordinates & substantial change in use & value of property, true guaranty, vendor NJFs
b. §580b does NOT apply because of Spangler exception.
c. Vendor can NOT recover deficiency judgment from debtor – protected by §580d.

d. Vendor can NOT recover deficiency judgment from guarantor – protected by Gradsky (Estoppel: Vendor’s NJF impaired guarantor’s rights of subrogation/reimbursement/indemnity against the debtor). 
e. Guarantor can NOT recover deficiency judgment from debtor, protected by §580d – because this is NJF.

f. If vendor JFs, then neither §580b or §580d applies, and vendor can go after both debtor and guarantor.  Vendor must exhaust all remedies against primary obligor first before seeking remedies against secondary obligor – unless guarantor waived common law right.
g. Compare Baumann to this HYPO: When Spangler exception applies to debtor (debtor is NOT protected from deficiency judgment) then Gradsky defense applies to guarantor (guarantor is protected from deficiency judgment).
Bauman v. Castle p. 168 – (NJF on VPMTD Does NOT Protect Guarantor via Gradsky Defense ( Because Guarantor Never Had Subrogation Rights, Since Creditor Never Had Deficiency Rights Against Debtor under 580b)
· Buyer purchases MV RP & executes note1 secured by VPMTD on MV RP in favor of Gron
· Buyer protected by 580b

· Gron assigns note1 to NC, who assigns it to DSC
· DSC purchases RC RP 

· DSC assigns note1 to Bauman with recourse (recourse – DSC agrees to be personally liable for Buyer’s note, so DSC will pay Bauman if Buyer defaults)
· DSC also executed guaranties.

· DSC is contractually exposing itself to liability if Buyer defaults.
· Note1 secured by TD2 on MV RP
· Note: DSC is giving purchase money note to Bauman, but DSC is NOT protected by 580b because property (MV) securing note is NOT the property (RC) purchased from Bauman.
· Buyer defaulted on note1
· Bauman NJFed on TD2 subject to senior interest (VPMTD) & tried to collect deficiency from DSC as guarantors.
· DSC argues NJF ( 580d ( Gradsky defense – election of NJF constituted an impairment of guarantor’s subrogation rights.  
· NJF never impaired anything, since no rights to be impaired

· Bauman argues DSC never had subrogation rights because Bauman had no deficiency rights – Buyer was protected from day 1 by 580b.

IV. CCP §726













B. CONDUCT WITHIN “ONE-ACTION” RULE
1. §726 (One Action RULE): Triggered by taking CA RP as security.  If you are going to JF, then can only take one “action” and one action only, i.e. get one bite at the apple, otherwise lien on RP will be extinguished.  If action is a judicial action – apply One Action Rule & if the “action” is any extrajudicial seizure of assets, e.g. offset on bank account – apply Security First Rule.  

CCCP §726 
(a) There can be but one form of action for the recovery of any debt or the enforcement of any right secured by mortgage upon real property or an estate for years therein, which action shall be in accordance with the provisions of this chapter.  In the action the court may, by its judgment, direct the sale of the encumbered real property or estate for years therein (or so much of the real property or estate for years as may be necessary), and the application of the proceeds of the sale to the payment of the costs of court, the expenses of levy and sale, and the amount due plaintiff, including, where the mortgage provides for the payment of attorney’s feed, the sum for attorney’s fees as the court shall find reasonable, not exceeding the amount named in the mortgage. [one form of action rule and how you file an action for deficiency]
Classic §726 HYPO; (Violation of the One Action Rule) Debtor has real property and other assets in CA.  Bank sues the debtor personally in “action” on the K (rather than seeking action for JF) in attempt to collect the debt by reaching those other assets.  This violates the “one action rule”.
a. Security First Corollary (corollary to One Action RULE):  If you are holding RP collateral and you want to sue that debtor, you must go after the RP first, otherwise lien on the RP collateral will be extinguished.

i. This rule is only invoked when the bank’s action is NOT a judicial action.  If judicial action, use One Action Rule.
b. Rationale:
i. Prevent handcuffing the debtor 
a. Do not handcuff debtor from mounting proper legal defense against multiplicity of litigation by denying other assets
b. multiplicity of litigation – when debtor must defend multiple suits in multiple places.  This divides the debtor’s attention and resources – cost more money
ii. Prevent possibility of a bonus recovery in the hands of the secured party.
No §726 HYPO (Bonus Recovery Possibility) Imagine no §726.  Have note for $100K, real property ($70K @ FMV), debtor’s other assets worth $40K.  

1. Secured party files action against debtor & grabs other assets $40K

2. Secured party now files JF & sells property for $50K (to secured party via credit bid)

3. Secured party gets deficiency judgment  for $10K

4. Secured party now turns around and sells property to 3rd party for $70K, for a profit of $20K

5. Result in recovery of $120K on $100K debt
Security Pacific Bank v. Wozab p. 174 (Bank Account HYPO; “Set Off” is NOT an “action” But Still Set Off Violates Security First Corollary & Destroys Bank’s Lien) 

· Wozabs executed guaranties for loans to company & executed TD on RP to collateralize the guaranty

· Company had company bank account

· Guarantors had personal bank account

· Company had debt of $1M and so Bank “sets off” by grabbing $110K from company accounts & $2K from Guarantor’s accounts
· Company filed for bankruptcy

· Bank sued Guarantor for balance of $900K
· Guarantor argued setoff violated §726
· Guaranty was collateralized by RP – should have went after RP first.

· Note: waiver of §726 would NOT matter – because NOT dealing with original debt, but the guaranty (debt).
· Guarantors argued to extinguish underlying debt – Court said no way

· However, guarantor can use §726 as a sanction to terminate the TD.
· This is not an “action” but violates the Security First Corollary, destroying the bank’s lien.  Now Bank is unsecured and has to sue on the note.
· Bank can obtain writ of attachment against RP, but debtor will almost certainly hide the RP OR encumber in favor of a 3rd party purchaser
c. Affirmative Defense of §726:  double barreled shotgun for debtor
i. Affirmative defense in the initial collection action (breach of K), debtor – “Stop collecting and go after the real estate”
ii. Sanction.  If debtor fails to raise affirmative defense, debtor can still raise §726 as a sanction and terminate the lien, i.e. TD, but debt still exists & so does previous money judgment on personal assets (if lien is destroyed the secured party becomes an unsecured party who sues on the note – good luck).  Sanction works in context of JF or NJF.
a. Leads to release/extinction of the lien (TD) with respect to ALL comakers of the note.  Rationale: TD is expunged as to all debtors because when §726 is violated, the violation affects the indemnity and contribution rights of the other debtors – the right to collect those other assets as well to satisfy their indemnity obligation.
b. Any outstanding junior lien becomes senior as a result.  However the underlying note (debt) is not extinguished.
c. When lien existed, anybody buying property takes “subject to” the recorded lien.  Once lien is released the debtor will get rid of the property and creditor will no longer have access to it.
h. §483.010:  Permits bank to get attachment lien in the context of a judicial foreclosure action if security is valueless or declined in value.

i. Bank might be able to obtain a writ for (note amount – decreased FMV of property) encumbering the debtor’s other assets, i.e. personal property including stocks and bonds

ii. writ of attachment: says debtor may NOT sell asset; once recorded, the writ creates a lien on the property so that any buyer takes the asset “subject to” the lien attached 
iii. attachment lien – basically, freezing the assets pending litigation.  Ordinary K action; nonconsensual lien imposed by the court and judicially created.
a. Advantages:

i. When later obtain judgment, the lien relates back in terms of priority.
ii. Prevents the debtor from fraudulently selling the property during the pendency of the lawsuit.
iii. Ties up debtor’s assets, so hard for debtor to mount a defense
b. If creditor loses later judgment, might be liable for wrongful attachment
i. A prejudgment attachment lien against a debtor’s other assets is considered an “action” & constitutes a violation of the Security First Rule, even though the attachment has NOT proceeded to judgment, because handcuffs debtors.
i. Argue debtor’s assets are tied up ( handcuffing
.  
Shin v. Korea First Bank p. 188 – (Prejudgment Attachment Lien on Korean RP Violated Security First Rule Even Though Did NOT Proceed to Judgment ( Because Attachment Handcuffed the Debtor so He Could NOT Raise Money to Defend Himself in Foreclosure Proceedings ( Exposed to Multiplicity of Actions ( Therefore Release of Security Lien on CA RP) 

Debtor executes a note and TD in favor of Bank.  Debtor also owns property in Korea.

Korean Lawsuit – attachment lien is recorded: Bank files suit against debtor in Korea and judicial lien is created on that real property.  Attachment lien is a nonconsensual lien (imposed by the court and judicially created)
US Lawsuit – Bank files JF action in US.
· Issue: Did Bank violate §726?  Is the suit in Korea an “action” that affects the bank’s ability to go after property in this case?

· This is different from the classic §726 situation:

· Korean suit simply intends to impose attachment lien on real estate – freeze the assets – not attempting to collect on the note but making sure debtor would not sell the property during pendency of CA litigation.
· Distinguish between attachment (pre-judgment remedy) and collection.
· Is the filing for attachment in Korea an “action” or commencement of an “action”?

· Bank’s argument: just a preliminary step - did not take this to judgment.
· Debtor’s argument: More than commencement since tied up additional assets & basically “handcuffed” debtor so can NOT mount proper defense to protect the property in future JF action.
· Attachment of debtor’s unsecured property in Korea violates Security First Rule – Bank should have gone after real property first.  Using unsecured property as means to enforce an obligation already secured by debtor’s real property is contrary to the purpose of §726
· Now, the lien (security interest) as to all the comakers of the note is extinguished.

· Bank ends up as unsecured creditor – since lien in CA is terminated – can only sue on note now.
j. No violation of §726, as long as the COA asserted by creditor (prior to assertion of foreclosure) generates “prejudice” to the debtor roughly equivalent to the expense that would have resulted from assertion of foreclosure claim.
i. Argue NO “election of remedies” by creditor (did NOT achieve a result ( no harm, no foul (NO action) – NO handcuffing
ii. Argue NO absence of substantial prejudice because debtor’s assets NOT tied up – NO handcuffing
iii. Argue note was non-recourse ( can’t extinguish lien, otherwise creditor screwed 
iv. Counter still exposed debtor to damages before asserting JF ( doing what §726 was supposed to prevent ( minor violation of §726
Kirkpatrick v. Westamerica Bank p. 195 – (No Violation of §726 When Creditor First Asserted Breach of K Claim Because NO Election of Remedies & NO Substantial Prejudice to Debtor ( NO Handcuffing)
· Trust borrowed $6.5M from Bank to buy portion of apartment complex

· Trust executed note secured by commercial LPMTD (no 580b problem)

· Note provided for incremental increases in interest rate

· Nonrecourse note – Trust has no personal liability

· Parties renegotiated loan and modified K to convert apartments into condos for sale

· Reduction of loan principal from sale of condos

· Trust committed to reduce debt by $2M within 2 years

· Sold 29 units & then Trust suspended conversion

· Bank sued for breach of K - failure to convert (not action on note itself because nonrecourse)

· Trust informed bank no more payments

· Bank amended complaint ( add JF on LPMTD

· Trust argued breach of K claim was a judicial “action” that violated §726 & extinguished LPMTD

· Court said NO election of remedies ( NO §726 sanction allowed ( NO extinguishment of lien

· Court focused on absence of substantial prejudice to the borrower with the filing of the K claim – fees spent defending K claim same as fees would have spent defending foreclosure claim – no handcuffing
· Professor disagrees – fees are cumulative here 

· Professor says if properly plead from beginning ( filed foreclosure action first & then included COA for breach of K ( then borrowers would have incurred same fees ( NO §726 violation

· Professor thinks minor violation of §726 – exposed debtor to damages before asserting JF.
· Professor says NOT impressed by court’s reasoning BUT not offended because NOT a huge violation.
k. No violation of §726, when 2 different assignees of 2 different notes secured by same RP from the same lender & junior assignee sues on K after senior has JFed and collected deficiency already.
National Enterprise v. Woods p. 201 – (Disagreement with Wendland; Court Found SOJL Bringing Suit is NOT a Violation of §726, Because SOJL NOT Required to Join Senior in Single Action to Collect Debt; 2 Different Assignees of 2 Different Notes Secured by Same Property From the Same Lender NOT Liable, Even When Lender with Both Notes Would Have Violated §726 ( Because Don’t Want to Burden Assignees & TDs Should be Freely Alienable/Transferrable ( Concerned About Health of Secondary Market)
· PGA executed $2.7M note1 secured by senior TD1 on RP in favor of Bank (TD1 contained dragnet clause)

· PGA executed $150K note2 secured by junior TD2 on RP in favor of Bank (TD2 contained dragnet clause); purpose of loan was to pay off interest/principal on note1

· Bank & PGA – workout agreement

· PGA+Diaz – new partnership taking on new loans (new note1/TD1 & new note2/TD2)

· Lien rollover issue? – Bank giving consent to make transaction go ( changed to “vendor” status?  Junior lienholder?  Over-encumbered?

· Ds – general partners executed guaranties ( sham guaranty – duplicative liability

· Bank assigned just note1 and TD1 to State

· State JFed on TD1 ( Court found Ds personally liable – they settled for deficiency for $500K

· Bank assigned just note2 and TD2 to Morehouse ( assigned to NEI

· NEI is SOJL and sues Ds (guarantors) on note2 

· Does §726 bar SOJL from bringing own action?  
· Ds argue Wendland – dragnet clause tied all notes together under TD – 2 TDs merged, so note2 is secured by TD1 – Ds already paid deficiency as result of foreclosure on TD1
· Court disagreed with Wendland for 4 reasons:

· Language of dragnet clause

· Dubious precedential value of split opinion

· Merger analysis is wrong – strong argument!
· Refusal of any other court to follow Wendland
· Court says NO violation of §726 - §726 does NOT require 2 independent creditors with 2 separate debts to share a single action to collect those 2 separate debts.  
· NO reason to compel SOJL to go through foreclosure – no security left.

· Also, junior’s right to recover should not be controlled by whim of senior

· Problem: assignees right’s seem greater than the assignor’s (Bank) rights ( Court allowed 2 different lenders who took 2 different notes from same lender to escape effect of §726
· Bank would NOT have been able to collect on note2 because of §726 bar.  Since note2 is under TD1 – considered one debt – so first action on TD1 should have encompassed both note1 & note2.
· If have multiple claims against 1 party need to bring them all at once – claim preclusion, res judicata, compulsory joinder of claims, Rule 19 ( Bank would have been forced to share a single action to collect on both notes.
· Bank can’t foreclose on note1 & say SOJL on note2, especially when note2 represented funds on note1 ( Ds argue notes were NOT separate – bank was splitting off interest into note2/TD2 – subterfuge & 726 should prevent separate actions

· Why isn’t assignee similarly barred as assignor?   

· Policy decision weighs heavily, but skews technical analysis:
· Court wanted to protect secondary mortgage market – believing mortgages should be freely transferrable, allowing for diversification of risk.

· To do otherwise would require assignees to investigate the origin of notes/TDs – too burdensome
d. NO – Debtors can NOT waive §726.  see DeBerard. 
e. YES – Guarantor can waive §726.  Guarantor can waive his ability to tell creditor to first go after RP securing the debtor’s original debt.  This waiver does NOT preclude guarantor from raising defense as to his own debt, i.e. guaranty, if the guaranty is collateralized by RP.
C. STANDING TO INVOKE §726
1. marshaling: equitable doctrine permitting the junior secured party to compel a “doubly funded” senior secured party to look for satisfaction first to a singly-encumbered asset prior to seeking recovery from the doubly encumbered asset to the prejudice of the junior secured creditor.
a. waiver of marshaling - subordination agreement will usually contain a waiver because senior creditor does not want junior creditor to dictate the sequence of foreclosure
2. Other Secured Creditors: Other 3rd party secured creditors have independent standing to raise §726 because of the policy goals of preserving the debtor’s pool of unencumbered assets for the benefit of its other creditors.
i. Dicta: even unsecured creditors might have independent standing to raise §726, even though they hold no security interest in the debtor’s RP
O’Neil v. General Security p. 214 – (Other Secured Party (Bank2) Has Independent Standing to Raise §726 Because of the Policy of Preserving the Debtor’s Pool of Unencumbered Assets for the Benefit of its Other Creditors)
· RV executed note1 secured by TD1 in favor of (JC) Bank1
· RV defaulted on note1
· RV executed note2 secured by TD2 in favor of (R) Bank2

· Bank1 subordinated TD1 to TD2 in favor of Bank2
· RV defaulted on both notes

· Bank1 sought JF
· But, settlement was reached regarding note1
· stipulated personal judgment (“action”) be entered against RV for $280K

· permitted Bank1 to retain TD as security for judgment ( but can’t get personal judgment & still get to keep TD ( essentially debtor is waiving §726, but can’t do that
· Bank2 sought foreclosure on TD2 (would extinguish all junior interests)
· Bank1 argued subordination was invalid because no consideration
· Bank2 argued that settlement/judgment constituted an election of remedies ( violation of §726 ( extinguished Bank1’s right to pursue recovery under TD ( Bank1 lacked standing to assert priority of their TD 
· Bank1 argued RV waived §726 & anyways Bank2 can’t assert that defense for them since they weren’t debtors
· Note: Not clear whether RV formed new entity before getting note2 – if they did & Bank1 consented ( could be recharacterization as vendor & Bank1 could both be barred under §580b for deficiency & lose their lien under §726
· Court found personal judgment violated §726 (can’t get personal judgment & then foreclose on RP) & therefore extinguished TD.

· Also, Court found other secured parties (Bank2) have independent standing to raise §726, because of the desire to preserve the debtor’s pool of unencumbered assets for the benefit  of its other creditors.  Even unsecured creditors may have independent standing to raise §726 – even though no security interest in debtor’s RP.
· Also, Court found note1 merged with personal judgment & judgment was a new obligation & the TD security that obligation related back to a time junior to Bank2’s TD.
3. Guarantors: When guarantor is already primarily liable (e.g. general partner) then an “action” against the guarantor, constitutes an action against the primary debtor (e.g. partnership) & violation of §726.
a. dragnet clause: if dragnet clause in TD securing primary obligation indicates that it “secures ALL obligations connected with the deal”, then guarantor can argue that the “guaranty” is an “obligation” and the creditor must first exhaust the RP/leasehold security before suing guarantor personally – otherwise violation of §726 with respect to guaranty obligation.
In re Prestige p. 224 – (Bank’s Seizure of Guarantor’s Bank Account was “Action” Against Primary Debtor Partnership, Because Guarantor was Already Primarily Liable as General Partner; Vendor Held Purchase Money LTD)
· Prestige (Buyer) bought car wash business & was assigned a ground lease from EB (Seller) for $2.85M
· Mesa was general partner of Buyer & Brassfield general partner of Mesa
· Buyer gave $500K cash

· Buyer executed $780K note in favor of Bank
· Mesa executed purchase money note1 secured by LTD (ground lease - lease of raw land) in favor of Seller – right to foreclose on leasehold in case of default
· Note1 guarantied by Brassfield ( sham guaranty
· Seller sued Brassfield on guaranty
· Seller obtained writs of attachment & attached funds in Brassfield’s unpledged bank accounts
· Seller argues Brassfield is not a co-borrower, but only secondarily liable – guarantor
· Buyer argues Brassfield is primary debtor because he is already liable for Prestige’s debts, i.e. sham guaranty
· Buyer argues Seller’s writ of attachment against Brassfield is an “action” under Shin ( since Brassfield is primary debtor, also is an election of remedies against Prestige ( should have went after LTD first ( LTD is extinguished ( Seller is unsecured creditor
· Seller also has 580b problem – vendor holding purchase money LTD – no deficiency allowed
V. CCP §580a











A. FAIR VALUE RULE
1. §580(a) Fair Value Rule for NJF: Deficiency after an NJF is limited to the lesser of 
a. The excess of the debt over FMV (deficiency = debt – FMV), or
i. Note: Almost always true in the real world that (FMV > actual sales price), so use this formula to calculate deficiency
b. The excess of debt over sales price (deficiency = debt – actual sales price)
2. Ex. debt of $300K, RP FMV $200K, actual sales price is $150K
a. debt – FMV = $100K

b. debt – actual sales price= $150K
c. creditor only allowed $100K deficiency
3. Rationale: prevent excess recoveries by secured creditors
a. If NO fair value rule, then creditor could foreclose, buy RP for cheap, recover huge deficiency, and then sell RP for a profit (at FMV) so that recovery is in excess of total debt.
b. However, this rule makes it more likely that the sale price is going to be below fair market value, because it discourages competitive bidding.

c. Court says this is justified because any loss to the junior as a creditor by his own underbidding is gained by him as a purchaser for a bargain price.
4. Fair Value Rule also applies in JF.
a. §726(b) Fair Value Rule for JF: In judicial foreclosure (JF) no one is going to bid FMV because property is impaired with debtor’s right of redemption.  (so FMV > actual sales price)
i. So deficiency should be calculated according to (debt – FMV) not (debt – actual sales price)
ii. Rationale: Otherwise artificially inflate deficiency recovery owed by debtor by bidding low.   
iii. Note: 
a. Debtor has right to redeem & right to contest amount of deficiency
b. Creditor must file an action seeking a deficiency within 3 months of the date the court orders the sale, otherwise no deficiency.
5. §580(a) applies to limit (NOT eliminate) deficiency for a SOJL who purchased RP security at the senior’s NJF sale.
a. Only applies to 

i. SOJL

ii. who bought RP @ NJF

b. Doesn’t apply to senior lienholder
c. 580(a) is almost useless since 580(d) has pretty much swallowed it up

Heller v. Bloxham p. 234 – (580a Applies to Limit Deficiency Judgment For a SOJL who Purchased Security at Senior’s NJF Sale)
· Heller made series of loans to Bloxham
· Bloxham executed note for $288K secured by TDs on RP lots
· Heller subordinated TDs to $75K TD1 in favor of Newport
· Bloxham defaulted
· Newport NJFed – 580d – no deficiency for Newport
· Heller’s agent bought RP for way below FMV

· Heller’s agent conveyed RP to Heller
· Heller sued Bloxham for deficiency (remaining balance of what is owed) - $288K plus interest
· Heller argues was SOJL who didn’t elect NJF – no 580d bar – so entitled to deficiency
· Bloxham argues against intent of 580a – Heller has potential to get excess recovery.
· Court holds 580a limits deficiency for SOJL who purchased at senior’s sale
· SOJL purchased at bargain price at NJF, so okay to use fair value rule to limit deficiency
6. §580(a) does NOT apply to limit the balance of obligor’s debt when the creditor makes serial credit bids below the FMV & does NOT seek a deficiency afterwards.
a. Hodges – creditor is entitled to exhaustion of additional security – no 580d violation
b. Also, 580a does NOT require creditor to obtain an judicial determination of FMV of RP sold at NJF, before that creditor is allowed to exhaust additional security
c. By express terms, 580a only applies to deficiency actions AFTER security is exhausted
7. Creditor should be careful of merger issue if creditor elects JF on RP1, and then NJF on RP2.
Dreyfuss v. Union Bank p. 238 – (Creditor Making Serial Credit Bids Buying Below FMV Does NOT Violate 580a if NO Deficiency is Sought by Creditor Afterwards)
· Buyers bought PeppertreeRP

· Buyers executed $8.7M note1 secured by TD on PeppertreeRP in favor of Bank (predecessor in interest to Union)

· Dreyfuss and wife executed personal guaranties.
· Dreyfuss was general partner of Buyer ( sham guaranty
· workout agreement – TD stated additional collateral (Clinton & Lot66) provided to secure entire loan
· Bank NJFed Peppertree (CA) & made $2.15M credit bid – left balance of $1.6M
· Bank JFed on Clinton RP (Maryland) & made $1.4M credit bid – left balance of $200K
· Bank NJFed on Lot66 (CA) & made $200K credit bid – done
· Buyers should argue must proceed against all assets simultaneously OR Maryland foreclosure triggered 726
· Buyers argue since already NJFed on Peppertree, the NJF on Clinton & Lot66 is seeking deficiency – violates 580d
· Court said just exhaustion of additional collateral – (Hodges)
· Buyers next argue creditor is violating 580a – getting windfall – balance after sale of Peppertree should have been (debt-FMV) not (debt-actual sales price).
· Creditor made serial credit bids – buying for below FMV – violating spirit of 580a
· Court applies 580a literally – no deficiency sought so okay.
VI. RECORDING AND PRIORITY









B. SUBORDINATION
1. “assignment of a note & TD”

a. Assignor is the named beneficiary of the TD and the named payee on the note – this debt is an asset.  
b. Assignor is taking the bundle of paper and using it as collateral for assignor’s obligation to the assignee – using as personal property security governed by Article 9 UCC
c. Assignor is still the only party with a lien on the RP.  Assignee has a lien on the paper, not the RP.

d. If assignor defaults & remote debtor is NOT in default ( then sell note & TD to highest bidder (not selling the RP)
e. Analogy:
i. Just like using business debts, e.g. accounts receivable, as collateral for a business owner’s own debt to a bank.
f. Payments on the note would probably go from remote debtor to assignor, but the parties could contract so that assignee receives payments. (see Bauman)
2. Assignee of an Article 9 assignment of note+TD has NO authority to subordinate the TD, unless expressly given power to do so. 

Triple A v. Frisone p. 248 – (Assignee of an Article 9 Collateral Assignment of note+TD Has NO Authority to Subordinate the TD; Lender was on Inquiry Notice To Discover Nature of Assignee’s Security Interest Because of Recorded Collateral Assignment)
· TripleA (Buyer1) bought 140 acres of RP from Western (Seller)
· Buyer1 executed a $540K note1 secured by TD1 in favor of Western (Bank1) on RP
· Buyer1 sold 20.4 acres of RP to Greenwood (Buyer2) for $525K

· Greenwood executed a $425K note2 secured by VPMTD1 on 20.4RP in favor of Buyer1
· Western agreed to carve out and release of 20.4 acres from lien, but Buyer1 had to give Bank1 note2 & VPMTD1 as additional personal property collateral for note1
· Buyer1 agreed to subordinate this VPMTD1 in favor of any future development loan not to exceed $1.6M (3rd party beneficiary)
· escrow1: 
· Buyer2 sold 20.4 acres of RP to Sullivan (Buyer3) for $990K (flipped the property)
· Buyer3 paid $350K – $350K note4 secured by LPMTD in favor of Frisone (Bank2) – this was purchase money loan – NOT development loan – loan received from Bank2 on condition that his lien would be senior
· Bank2 would provide financing in return for a senior TD ( need subordination of Buyer1 VPMTD1
· escrow2: Buyer2 instruction – title vests in Buyer3 when Buyer1 VPMTD1 was subordinated to Bank2 LPMTD 
· Buyer1 refused to subordinate VPMTD1 to Bank2 LPMTD.

· However, Bank1 signed subordination agreement
· Is Buyer1’s VPMTD1 junior OR senior?  Court said Buyer1’s VPMTD1 is senior.
· Bank2 argues entitled to rely on subordination agreement.
· Court found since the collateral assignment of the Buyer2 paper was an Article 9 transaction, Bank1 had no authority to subordinate the TD on behalf of Buyer1 & Bank2 should have known Bank1 did NOT have authority
· inquiry notice – Bank2 had a duty to investigate Bank1’s authority  because reasonable lender would have inquired about exact nature of the security interest Bank1 held – recorded Article 9 “collateral assignment” & escrow2 instructions
· Court said Bank1 was not liable to Bank2 for breach of warranty for having executed subordination agreement without authority – in this case – Bank2 should have known Bank1 had no power

· Bank2 should have asked for more stringent warranties.
3. Doctrine of After Acquired Title
a. SOJL Lien Reattachment: SOJL’s lien reattaches if debtor repurchases RP as a function of equity, otherwise the debtor could collusively engineer artificial defaults on senior liens, thus extinguishing junior liens, enabling the debtor to reacquire the RP w/o those junior liens.
i. estoppel by deed: If a grantor conveys an interest in property that he does not own, and later acquires the unowned interest, this doctrine operates to send that after acquired title directly and immediately to the grantee or his successors in interest.  The grantor is estopped from denying the scope of the original deed.  
b. Priority of SOJL’s Reattached Lien: SOJL’s TD reattaches AFTER (i.e. becomes junior to) the repurchase money TD arose, because the repurchase made possible the revival of the SOJL’s TD, i.e. SOJL is no worse off than before the repurchase.
i. Argue the new bank would never make a purchase money loan if it thought that the prior lien would take priority over its TD.
DMC v. Downey p. 262 – (SOJL’s Lien Reattaches if Debtor Repurchases RP; SOJL’s Lien is Junior to Repurchase Money TD)
· Henry (Debtor) owned RP
· Debtor executed note1 secured by non purchase money TD1 in favor of Accredited
· Accredited assigned its TD1 to Aames
· Debtor executed note2 secured by TD2 in favor of Beneficiaries (TD2 said junior to TD1)
· Beneficiaries assigned its TD2 to DMC
· Debtor conveyed title of RP to Parents – assumed note OR took subject to?
· Aames assigned TD1 to Aspen
· Aspen NJFed and acquired title – extinguished DMC’s lien

· Debtor executed note3 secured by PMTD in favor of Downey (new bank post-NJF)
· Debtor repurchased RP – not a redemption because NJF

· SOJL (DMC) claimed TD2 reattached after repurchase & took priority over Downey PMTD
· Court finds the SOJL’s lien reattached, otherwise borrowers could collusively engineer artificial defaults on senior liens, extinguish junior liens, and enable debtors to reacquire RP without junior liens – “estoppel by deed” OR “after acquired title doctrine”
· Downey argues its TD should take priority because its money enabled debtor to buy property (without that purchase junior lien would NOT exist)
· DMC argues its TD should take priority because it was created and recorded first
· Downey argues DMC’s TD was extinguished and did NOT exist at time of repurchase – therefore DMC’s TD reattached after purchase.

VII. SUBORDINATION & INTERCREDITOR RELATIONSHIPS





A. SUBORDINATION ( SURETYSHIP RECHARACTERIZATION
1. Subordination of a reversionary interest by executing a TD on the RP & stipulating no personal liability is recharacterized as a suretyship (such that creditors must first exercise all remedies against primary obligors before going after the surety).  
a. surety – anyone who assumes liability OR puts up RP to support someone else’s obligation; secondary obligor.
b. Argue subordination agreement should be recharacterized as a suretyship agreement
c. Problem for creditor: If a subordination is recharacterized as a suretyship, then every subordinated creditor has the rights and defenses that would pertain to a surety, i.e. creditor must first exhaust all remedies against primary obligor.
i. In non-recourse situation (i.e. NRH), the alleged surety is NOT personally liable on any of the obligations. 
ii. In the event of impairment of the surety’s rights (e.g. Gradsky defense) – remedy can NOT be exoneration because that is nonsensical.  
iii. Remedy must be to invalidate the subordination – so subordinated creditor is NO longer subordinate – harsh remedy if now allowed to be senior.
d. Creditors must ask for “fallback waivers” of 2856:  Subordination agreements should contain “fallback” waivers pursuant to §2856, in event that the agreement is later viewed as a suretyship.
Mead v. Sanwa Bank p. 269 – (LL who Subordinates Reversionary Interest To Construction Lender’s TD by Executing TD on RP & Stipulates NO Personal Liability is Recharacterized as a Surety – NOT Primary Obligors – so That Bank Must Exhaust All Remedies Against Primary Obligor First)
· LL bought undeveloped RP from Zwicker
· LL executed 30-year ground lease to Cooley (Zwicker was general partner of Cooley)

· LL holds reversionary/fee interest

· Lease required LL to subordinate their fee interest in RP to construction lender’s TD

· Cooley executed $1.02M note1
· Cooley and LL executed TD1 (leasehold interest & fee interest in RP) that secured note1 in favor of Bank – senior to Cooley’s leasehold interest & LL’s fee interest
· So LL is subordinating reversionary interest by executing TD on RP, but LL assumes NO personal liability for note1 ( looks like NRH – nonrecourse hypothecation 
· Note LL can not transfer interest to 3rd party Zwicker (i.e. lent collateral arrangement) – because extinguish the lease under merger

· Cooley defaulted on ground lease & note1
· Bank NJFed on fee & leaseholder interest
· LL argues they are sureties – not principal obligors – so Bank must exhaust all remedies against Cooley (i.e. leasehold interest) prior to exercising any right under TD1 against LL – (arguing his subordination was actually a suretyship).

· Can the LL be viewed as a surety, such that they can force creditor to exhaust all remedies against primary obligor first?
· This was an NRH – LL w/ no personal liability puts a junior interest at risk as additional credit support for the borrower.  
· Bank knew LL was hypothecating the RP to secure Cooley’s debt as indicated by loan documents, which include (1) loan and note signed by Cooley alone, (2) TD identifying the obligation was Cooley’s alone, and (3) TD identifying that Meads shall have no personal liability.
B. INTERCREDITOR RELATIONSHIPS

1. Amendments to Senior Note ( Prejudice to Junior Secured Creditors ( Alter Priority
a. interest rate
i. if non-payment, then keeps adding to principal
ii. if paid on time, increase in interest rate reduces the debtor’s cash flow for satisfying junior debt ( prejudices the junior creditor
b. principal balance – as the principal amount in the senior note increases the equity available to the junior creditor decreases (i.e. less money to satisfy claims of junior creditors)
i. argue “optional future advances” & NOT a material change  – advances contemplated by the original note (compared to a “term loan with one advance” or “committed future advances” as with a construction loan)
ii. counter argue – future advances do NOT relate back in priority to the original TD if senior creditor was aware of intervening junior lien – awareness deprives them of priority
iii. NOTE: “unsecured” junior creditors do NOT have standing to complain of an increase in principal balance of the senior note, even though injured by the decrease in equity, because unsecured creditors have NOT bargained for a lien in RP, but chose to compensate their risk of nonpayment by charging higher interest rates.
c. term extension – 
i. argue prejudices junior creditor & material change – accruing interest might be continually added back into the principal amount due & eat up the equity (i.e. negative amortization scenario) 

ii. argue benefits junior creditor & NOT a material change – allows time for debtor to pay and senior won’t foreclose
d. equitable subordination – rule that pushes a senior lender into a junior position, if the senior has engage in misconduct injurious to the junior creditor.
2. GLUSKIN/LENNAR/FRIERY RULE: Senior secured creditors can NOT make material modifications to the senior note to destroy a junior creditor’ security interest w/o the “contractually subordinated” junior secured creditor’s consent, because junior creditor bargained for the security interest (“secured” v. “unsecured” who charged higher interest) and relied on subordinating to a specific sum of money (“contractual subordination” v. “second in time” who assumed the risk) when making its agreement with the debtor ( compare to “contractually subordinated” junior who becomes surety in Mead.
a. Argue Lennar ( only modifications to the senior loan lose priority
b. Argue Gluskin ( entire senior interest loses priority
c. Senior creditors should seek the junior creditor’s consent when contemplating modifications in the context of a workout.

d. Junior creditor might consent if he believes the workout is in everyone’s interest, such that the RP is not foreclosed & the debtor is given a chance to rehabilitate the RP.
e. Gluskin Extension: not just applies to subordinating (take back paper) vendors in construction loan scenario, but to all junior (hard cash) lenders.
i. argue should not extend Gluskin – should only apply to subordinating vendors because usually vendors have to subordinate in order to make the sell & subordinating vendors don’t know what the RP will be worth at the end – deserve more protection
ii. counter – if senior forecloses subordinating vendor is out the RP & junior lender is out fresh cash ( both can get deficiency!!
f. Friery: Although a contractually subordinated junior might be able to invoke Gluskin, the same is not true of a junior lienholder who simply acquires a junior lien with NO contractual subordination & has “assumed” the risk that the senior lien will be modified, i.e.  gambling that the equity in the RP will be sufficient to cover junior’s investment.
i. What distinguishes a contractually subordinated lender form an ordinary “second in time” junior?

a. Subordination agreement – the K.  Subordinated creditor has expectations/reliance at time of K – subordinated to a specific sum of money & would be surprised to find senior had the right to increase principal balance at will.  

i. Modifications to the senior lien to the prejudice of the junior creditor is a breach of the implied covenant of good faith and fair dealing.

b. Junior creditor who is second in time has no such K-based expectations about senior creditor’s conduct.  Distinction in Friery makes sense as a corollary of K law.
Gluskin – (K Subordination; Subordinating Vendor’s Lien Becomes Senior, When Lender & Debtor Make Material Modifications to Destroy the Subordinating Vendor’s Security Interest, w/o Vendor’s Consent)
· Vendor agreed to subordinate its VPMTD to construction Lender’s TDs

· Buyer and Lender restructured loans w/o consent of Vendor – lowered principal, decreased term, increased interest rate

· Court found subordinating Vendor’s VPMTD was senior because Vendor subordinated in reliance on fact construction loan will be used to enhance value of RP & modification materially affected Vendor’s rights
Lennar v. Buice p. 276 – (K Subordination; Senior Creditors Have NO Right to Increase the Principal Balance of Their Senior Note At-Will w/o Consent of Junior Secured Creditor Because Constitutes a Material Modification that Prejudices the Junior Creditor)
· TVIM (Debtor) executed $600K note1 secured by TD1 in favor of BofA (Bank1)
· Debtor executed $700K note2 secured by TD2 in favor of Chase (Bank2)
· Both TD1 and TD2 were recorded @ same time – TD2 said it was subordinate to TD1
· Workout agreements
· New interest $126K note3 in favor of Bank1
· New interest $157K note4 in favor of Bank2
· Bank2 executed subordination agreement in favor of TD1
· note1, note3, and TD1 assigned to Trust w/ amendment to note (changed interest rate, extended term, and increased principal amount)
· Lennar purchased note2 from Bank2
· Lennar argues that its TD2 is senior because senior creditor (Trust) altered terms of senior note w/o consent of junior creditor (Bank2)
· Court says material modification with respect to change in interest rate & principal balance
· Court only allowed subordination of modification

Friery v. Sutter Buttes Bank p. 283 – (Senior Creditor Modified Note & Non-Subordinating Junior (i.e. NO Contractual Subordination) Creditor NOT Allowed to Become Senior Because Junior “Assumed” the Risk)
· Friery argues broad extension of Gluskin ( senior lienholder can NOT make ANY modification with borrower that would materially affect the junior’s security interest, w/o the junior’s consent.
· Court rejects – found both Gluskin & Lennar involved subordination agreements
· Friery did NOT subordinate to anyone – just became junior
· Friery was NOT placed in an especially vulnerable position.
· Junior who did NOT subordinate – accepts all risk – gambling that equity in RP is sufficient to cover junior’s investment 

· Also Friery was bad because transferred RP in violation of due on sale clause

· Senior allowed to renegotiate loan to protect its lien

· Note: If Friery was viewed as a surety OR co-obligor on the note, then modification w/o her consent would result in possible exoneration.  So even without contractual subordination, the result would be “partial invalidation of the modification.”
· Policy: notice also that junior creditor was victim of a self-inflicted wound

· Compare to RRanch:
· Friery: Modification to senior TD that prejudices junior TD ( senior note modified ( junior lender “assumed” risk
· RRanch: Modification to a senior lease that prejudices a junior TD ( senior lease modified ( changes extinguished ( didn’t say junior lender “assumed” risk
· Argue in RRanch, lender taking junior TD dependent on lease as source of income & any modification to lease jeopardizes lender’s collateral.
VIII. SECURED TRANSACTIONS IN RENTS







A. PRIORITY
1. Leaseholds
a. above market – paying above market; disadvantageous to the current tenant
b. below market – paying below market; advantageous to the current tenant

2. First in Time, First in Right RULE: Senior interests are NOT affected by NJF/JF of junior interests.
Debtor Grants 2 TDs HYPO – (If Senior TD holder NJFs, Junior TD is Extinguished) Property is $100K.  Note 1 is $60K.  Note 2 is $50K.  Debtor goes into default and can’t sell – property is over-encumbered with outstanding debt of $110K.  Bank 2 does not want to get wiped out completely (by NJF of senior TD holder) so urges Bank 1 not to foreclose & Bank 2 agrees to make payments to Bank 1 (Bank 1 will probably not want to foreclose – hurts their portfolio).  Bank 2 will probably NJF and sell to itself or someone else – buyer must continue making payments on the senior note.

CROSS-DEFAULT HYPO: If Bank 1 is being paid off and Bank isn’t, then Bank 2 might want to foreclose.  But if Bank 1had a cross-default clause in TD1, then Bank 2 would have to pay off Bank 1.  Bank 1’s cross-default clause would say that if debtor goes into default on any debt, then TD1 will go into default.
a. Automatic Termination RULE: Foreclosure of senior TD automatically extinguishes ALL junior interests in property, i.e. liens, lease, TD, easement, grant.  This is why creditors get a senior TD.  
b. Doctrine of After-Acquired Title (reattachment of extinguished junior lien)
i. Analogous to estoppel by deed
ii. Scenario: B is a debtor who owns real property.  There is a TD1 (to Bank1) and a TD2 (to Bank 2) on the property.  Bank 1 NJFs and sells property to C.  C sells it back to B.  B now holds the property again.  Bank 2 is a SOJL.  Does Bank 2’s lien reattach?  Yes
i. The TD usually contains a warranty of title, which gives rise to after-acquired title on behalf Bank 2.  Will not allow a collusive foreclosure from B ( C ( B that sheds Bank 2’s interest.

3. TD Relation Back RULE:  Priority of buyer’s title conveyed at the NJF/JF relates back to the execution/recording date of the TD (upon which the foreclosure sale is predicated).  
a. So liens attached after execution date of TD are junior and are extinguished by NJF.
b. like nemo dat – can’t give what don’t have – only as far as execution date of TD
Dover v. Fiber Form; p. 291 – (Automatic Subordination Clause Made Lease Junior ( Optional Subordination NOT Exercised by Lender (Big Mistake Because Above Market Lease) ( NJF Automatically Extinguished Junior Lease ( T1 had Month-to-Month Tenancy) 
· T1 (Fiber) enters into 5 year lease with LL1 (Old Town).  
· subordination clause subordinates lease to future TDs, i.e. make lease junior to TD
· future lender can choose to undo subordination, i.e. make TD junior to lease
· LL1 executes TD2 in favor of B2 (Saratoga) using RP as collateral, so lease is senior to TD2.  
· TD2 executed junior in time to lease – TD appears to be junior to lease
· LL1 defaults and B2 NJFs on (junior) TD2. 
· LL2 (Dover) purchases RP at trustee’s sale.  
· T1 vacates the premises before end of 5 year lease and stops paying rent.  
· Was the “senior” lease extinguished by the NJF of the “junior” TD2?

· Yes, Court finds NJF terminated “senior” lease because automatic subordination clause actually made lease “junior” to TD2
· LL2 is probably taking this property “subject to” TD1, i.e. buying with a big 1st lien attached (hoping to use the stream of income from leasehold to service his note).  But, maybe LL2 has even agreed to be personally liable on the senior note1 (assumption), and is an assuming grantee.
· If just take “subject to”, but not assuming, then you are buying a piece of property that might possibly be foreclosed.  But this can be good, because that person can walk away and not be personally liable on the senior note1 – when B1 attempts to bring deficiency action.

· LL2’s argument: Lease was NOT extinguished by NJF of TD2, since lease was not junior to TD2.  LL2’s title should be determined at the date of NJF, so then title is junior and lease is senior; purchaser takes “subject to” the senior lease.
· Counterargument: However, by Relation Back Rule, LL2’s title relates back to execution date of TD2 (not date of NJF).  But even here execution date of TD was after lease, so lease would be senior still.  Anyways, T1’s lease was junior to TD2 by subordination clause, not junior in time.
· LL2’s argument: Pick and Choose Rule – Foreclosing creditor should be able to pick and choose the leases it wishes to terminate.  If LL2 is assuming grantee, then may have been counting on T1’s lease to pay off B1 – senior note 1.

· Counterargument: Court rejected pick and choose rule because then purchaser could do whatever was most profitable – evict tenant if paying below market rent and force tenant to stay if paying above market rent.  Optional subordination clause here, but wasn’t exercised.  RULE – NJF automatically extinguishes junior liens.
· Note: If B1 NJFed, then LL2’s junior interest is wiped out.  B1 can’t go after anyone for deficiency because §580d.  Maybe can go after guarantor if there is §2856 waiver?
· Note: If B1 JFed & joins everyone as Ds, then LL2’s junior interest is wiped out.  §726 kicks in – should not have been any other “actions”.  B1 can’t go after LL2’s personal assets to satisfy deficiency if LL2 is a non-assuming grantee.  LL2 can walk.
· Being Senior is NOT Always Good. 

· GOOD: holder of TD needs to be senior in order to get title insurance 
· BAD: might extinguish junior lease paying above market rent – above market lease.
· Lender’s Clause: Pick and Choose Rule.  I want the option of being senior, the option to extinguish or not extinguish junior interests.  (pick and choose – keep the above market lease and extinguish below market lease)
· Tenant’s Clause:  Non-Disturbance Clause.  No matter if lease is senior or junior – my tenancy will NOT be disturbed as long as I am not in default.  Protected from being evicted if below market lease.  But still have to pay if above market lease.
· Advice to Dover before NJF & before Saratoga sells: TD is recorded junior in time.  Dover requests that B2 talk to the tenants and give Dover proper notice in writing that T1’s lease is  senior to the trust deed pursuant to the clause.  B2 would do this to enhance the value of the RP, i.e. if leases are senior, stream of income is assured.  The value of commercial property is measure by the value of income coming in.    Saratoga could have changed the outcome of this case by exercising the option and providing notice, but tenants have to agree.  Dover was depending on the lease to make sure senior lender got paid.  
7. Leases

a. Priority of Unrecorded Lease RULE: If lender holding TD is on notice of senior lease (i.e. lease existing prior to TD), then the lease takes priority.  Therefore, even if lease is unrecorded, lender should be on inquiry notice of the rights of the lessee & lease is senior to TD, since possession constitutes notice of lease. 
b. Sublease/Assignment Derivation RULE: rights of a sublease/assignment are derived from the master tenant
i. Assignment is NOT a new tenancy & assignee NOT a new master tenant, just a transfer of an existing tenancy (i.e. taking on the rights of a leaseholder)
c. Lease Amendment: (amendment viewed differently from original lease) Amendment to a senior lease is INVALID w/o notice & consent by junior TD holder because it substantially burdens the interest of the junior TD holder.
i. If lender consented to amendments, then amendment shares priority of original lease, e.g. amendment becomes senior to TD also.
a. Rationale: lender also consented to seniority of amendments because what good is it to consent & then extinguish in foreclosure
ii. Explain why amendment substantially burdens (like in Lennar)

iii. One who takes an interest in RP does so in reliance that existing priorities will not be substantially changed to the prejudice of the junior interest holder.
a. RRanch – substantial modification of senior lease to detriment of junior creditor

b. Lennar – substantial modification of senior lien to detriment of junior creditor

c. Also, modification of underlying obligation to detriment of guarantor will exonerate guarantor.

iv. LL jeopardizing interest of lender.  
a. If foreclosure is imminent, LL might agree to amend lease in favor of T in exchange for immediate cash.  L protected by 580d.

v. Ex. lease amendment to allow assignment/sublease w/o LL consent
a. Distinguish between lender’s notice of assignments (i.e. could think assignment w/ consent of LL) & notice of lease amendment
b. Although lease may be invalid, actual assignment may still be valid if LL consents to assignment, as required under original (pre-amendment) lease
i. Can also be interpreted as waiver of express consent provision OR estoppel (e.g. executed amendment, accepted rent, knowledge w/o objecting)

c. Lender must enter into agreement with LL & T to prohibit lease assignments w/o consent of Lender.
vi. Lease Rescission: (argue view foreclosure as lease rescission) is this just a drastic amendment, such that rescission can be considered separate from lease & possibly junior to a senior TD
a. agreement between LL and T to change lease to the detriment of lender
R-Ranch v. Old Stone Bank p. 295 – (Senior Lease Amendment Invalid Because NO Consent by Junior TD Holder;  Junior did NOT “Assume” Risk; However Assignments are Still Valid Because of LL’s Consent by Conduct, as Required Under Original Lease)
· Alpha (T1) entered into lease with LL

· Alpha can NOT assign or sublet lease or Alpha’s interest – otherwise default

· Alpha could assign with LL’s consent
· VCV executed $7.4M note1 secured by LPMTD1 in favor of Bank for purchase & remodeling of the shopping center

· Bank recorded subordination agreements from all Ts, except Alpha (Alpha’s lease senior to Bank’s LPMTD1)
· VCV & Alpha execute amendment to the lease
· Alphas right to assign or sublet w/o consent to any other grocery store
· Bank did NOT know, i.e. gave no consent to amendment
· Alpha assigned to RRanch (T2) who assigned to Tham’s (T3)
· No consent from VCV

· VCV & Bank both had knowledge of assignment & did NOT object
· VCV accepted rent

· Bank said assignment NOT enforceable & NJFed under LPMTD1 & acquired shopping center

· Bank demanded Tham’s surrender possession of the premises

· Lease was senior to TD (execution/recording date of TD)
· TD was senior to lease amendment
· Amendment: Court found amendment to senior lease, without notice & consent by junior TD holder, was invalid because substantially burdens the interest of the junior TD holder.
· Assignment: But assignments are still valid because of LL’s consent by conduct, as required under original lease
· How does lender prohibit future lease assignments that are w/o consent of lender?
· Bank could have entered into agreement with LL to forbid assignments w/o Bank’s consent
· However, T would not be party to agreement & T would not be bound

· Bank could have entered into agreement with T to amend lease to forbid assignments w/o Bank’s consent
· However, bank needs to offer some additional consideration (e.g. SNDA clause or rent concession) in exchange for concessions
4. subordination: contractual alteration of priorities (provided in lease or TD), e.g. making a lease junior to any future TDs (see Spangler)
a. Clause makes the RP more attractive to a potential lender.
b. “absolute” subordination: lease is made junior to any future TD, with no option to make it senior
i. NO Pick and Choose RULE:  Foreclosing creditor should NOT be able to pick and choose the leases it wishes to terminate, otherwise could do what is most profitable.
c. “optional” subordination: electing to “preserve the lease”; allows lender to choose to make lease senior to TD & (TD junior)
i. Lender must exercise BEFORE foreclosure sale
d. unilateral subordination NOT allowed
i. lender trying to make “senior TD” junior to lease
ii. junior interest can NOT simply declare itself to be senior ( also senior interest can NOT simply declare itself to junior, without contractual agreement (e.g. optional subordination)
iii. Why can’t senior place himself in junior posture?
a. T has automatic subordination & no non-disturbance (e.g. Principal) ( relies on fact in junior position & possibility of lease extinguishment ( lender can NOT reorder priorities

b. Ex. T purposely put itself in junior position ( if LL defaults on note & foreclosure occurs, probably because rents are falling ( T doesn’t want to be caught paying above-market rent ( get new cheaper lease, because also building is probably in distress
e. Why would lender subordinate its TD to a lease?

i. Enhance the value of the RP, because assured stream of income.
ii. Future buyer seller might depend on incoming cash flow.
f. Why would T subordinate its lease to a TD (i.e. agree to being wiped out)?

i. LL is in strong bargaining position & T should ask for rent concessions in exchange.
ii. T should negotiate a non-disturbance clause to mitigate risk from a foreclosure.
g. 3rd Party Beneficiary Agreement – Lender is able to invoke a LL’s subordination clause between L & T, because the lender is the 3rd party beneficiary of that subordination clause.
5. non-disturbance: even if lease is junior, tenancy (i.e. lease) will not be disturbed as long as tenancy is NOT in default
a. Lender must exercise BEFORE foreclosure sale (i.e. in connection with subordination clause)
b. T has comfort of knowing will stay in possession & defeats LL’s option to evict if below-market lease when lease is junior (by time or subordination agreement)
c. if T is in default ( non-disturbance clause is NO longer operative
d. Rationale:  
i. LL will do this to encourage T improvements 
ii. T built up business in a given location, already made improvements, customers know you – don’t want to be disturbed.  
6. attornment: tenant will agree to attorn (obey) any new landlord (i.e. agree to become tenant of RP’s new owner)  
a. Lender can exercise AFTER foreclosure sale
b. LL1 ( NJF ( Bank ( LL2: LL2 can be assured that the tenant will agree to accept LL2 as his new landlord
c. Miscione –  attornment independent from subordination/non-disturbance clause, so that condition precedent of “acceptance of lease” can be satisfied by providing notice to T that it was new LL & requesting rent
i. problems:

a. evidentiary problems – how do you prove new LL’s decision to “accept” T
b. recording problems – subsequent buyer would NOT know if existing leasehold has been “accepted” post-foreclosure

c. resurrection – NJF destroyed junior leasehold, so how can attornment clause (which is part of lease) survive NJF
d. Miscione Dissent – attornment is dependent on subordination/non-disturbance clause, so that condition precedent of “acceptance of lease” is satisfied by electing to make lease senior to TD (i.e. subordination of TD)
i. argue: attornment clause is NOT a substitute for subordination
ii. counter: not automatic subordination, still need to satisfy condition precedent ( “acquisition of RP” & “acceptance of lease”
e. Principal – under precise language, attornment clause operates independently to create a “new” lease (i.e. lease revived) with new LL
i. NOT like Miscione resurrection problem, i.e. reviving an extinguished lease ( had intent to continue existence of “old” lease after foreclosure, even though lease terminated already
ii. Even though lease terminated already, lender has power to invoke attornment clause, because lender is 3rd party beneficiary of attornment clause.
a. Even if foreclosure is viewed as lease rescission, lender’s rights as 3rd party beneficiary still NOT terminated.
iii. Timeline & details of invoking attornment clause after foreclosure should be clearly defined.

a. Ex. Following foreclosure, creation of new agreement is at the option of the lender.
Miscione v. Barton Develop p. 300 – (Subordination & Non-Disturbance Clause Never Invoked (same as Dover), BUT Independent Attornment Clause Invoked so Basically Subordination ( T under Junior Lease Must Accept Buyer as New LL, After Buyer Purchased at NJF Under Senior TD)
· Equities (LL) executed $7.6M note1 secured by TD1 in favor of Coast (construction loan)
· TD1 recorded
· TD1 said no entering into lease w/o Coast’s consent
· Equities (LL) & BD (T1) entered into 5 yr lease of space in office building
· Barton (general partner) signed for Equities & VP of BD signed for BD

· Barton was also president of BD
· subordination & non-disturbance clause
· attornment clause
· TD2 in favor of Westinghouse recorded
· Westinghouse NJFed under TD2 & acquired RP
· “subject to” or “assume”?

· Westinghouse thought maybe enough equity OR maybe can turn it around
· Coast NJFed under TD1 & acquired RP

· Extinguish Westinghouse’s ownership interest (i.e. different from extinguishing junior TD)
· Coast notified BD it was new LL
· Coast sold RP to Miscione, so Westinghouse ( Coast ( Miscione
· BD vacated & has not paid rent

· BD argues lease was junior to TD1 in time & extinguished by NJF on TD1 (recording date was senior in time).
· Coast had election option could have elected to make lease senior to TD1, but didn’t 
· Court says subordination & non-disturbance clause never invoked.
· right to non-disturbance does not exist w/o subordination
· But, separate attornment clause invoked (requires condition precedent)
· condition precedent ( acquisition of RP and acceptance of lease
· BD argues “accept” means Bank must elect to make lease senior to TD1
· Court found condition precedent satisfied through Bank’s post-foreclosure conduct, i.e. notice to T that it was new LL & requesting rent
· BD must accept Miscione as new LL under attornment clause
Dissent – finding subordination agreement when there is NONE – Professor agrees
· attornment clause is NOT separate from subordination & non-disturbance clause & NOT a substitute for subordination
· asymmetry: if Coast invoked subordination clause, then T would at least have comfort of non-disturbance clause; BUT now since attornment clause invoked, forced to continue tenancy w/o comfort of non-disturbance
· Also, if the foreclosure extinguishes the lease, doesn’t it also extinguish the subordination/attornment clause?  NO subordination/attornment should be allowed post-foreclosure ( See Principal Mutual
· CA Civ Code §1111: attornment clause can be interpreted as superfluous. ( what is the implication of this?  
Principal Mutual Life Ins. v. Vars p. 311 – (Attornment Clause Independently Validated the Lender’s Ability to Revive the Lease ( Based on Specific Language of Attornment Clause, T Agrees to Enter into “New” Lease with New LL, Rather than Continue Existence of “Old” Lease After Foreclosure, i.e. Reviving a Lease that was Terminated Already, like in Miscione)
· law firm entered into lease with LL
· each general partner personally guaranteed lease (sham guaranty?)

· option to renew

· attornment clause

· no non-disturbance clause

· subordination clause w/o election option ( lease is automatically junior to TD (i.e. automatic subordination)
· LL executed note secured by TD in favor of insurance company Lender
· T renewed lease
· Lender filed unilateral subordination agreement
· Lender NJFed & informed T it would be new LL
· T paid rent for few months & then bounced
· Lender sued T and individual partners on guaranty
· Extinguish lease containing attornment clause ( how does attornment clause survive?
· Attornment clause independently validated the lender’s ability to revive the lease
· attornment clause did NOT alter priorities between lease & TD
· Miscione – original lease was intended to continue existence after foreclosure (i.e. “acquire and accept RP subject to this lease”, even though lease terminated
· But here no intent that the current lease continue existence, therefore lease extinguished at foreclosure ( rather interpret precise language ( T agrees with LL to enter into a “new” lease ( no conceptual problem of reviving lease.
· New LL was 3rd party beneficiary of attornment clause
· LL & T enter into K  & consideration flowing between them
· 3rd party beneficiary lender does NOT need to provide consideration
· mutuality of consideration not needed, only mutuality of obligation needed (i.e. both obligated but does NOT need to be equal value of obligations)
· So basically, court invokes 3rd party beneficiary doctrine, so that extinguishment of lease did NOT terminate the rights of the 3rd party beneficiary.

B. ASSIGNMENTS & SUBLEASES
· Leasehold is a possessory estate (interest) in land.  Possession of the estate would mean possession of the entire term of the original lease.

· Lease is a contract (for the right to use and occupy property)

1. Sublease and Assignment Rule:
a. An assignment is the transfer of an entire leasehold estate, and a sublease is the transfer of less than the entire estate.
2. Covenants

a. Real covenants – covenants that “run with the land”, e.g. pay rent, keep leased premises in good repair, improvements, use of land
b. Personal covenants – nothing to do with land use
3. Privity 

a. privity of estate (Pe) – mutual (possessory?) interest in the land; results in an obligation to perform all the lease covenants that “run with the land”, i.e. real covenants
b. privity of contract (Pk) – contractual relationship; includes rent + liability for all covenants (real & personal) in the lease that do not “run with the land”
4. Sublease – Transfer of less than the party’s entire interest/estate/term under the lease, thereby party retains a reversionary interest.
a. Sublessor remains in privity of estate (Pe) & privity of contract (Pk) with the landlord.
b. Sublessee is in privity of estate (Pe) and privity of contract (Pk) with the sublessor.
c. Sublessor is in legal possession of the estate, even though his sublessee is in actual possession of the land.

d. Sublessee is in possession of land, not in possession of estate (does not have entire interest).
e. Reversion – right to possession goes back (reverts) to him at the end of the period designated in the transfer.
f. Right to Reenter – right to retake possession if the transferee defaults or breaches any obligation of the lease.  
i. Minority of JDXs say if lessee transfers entire term but instrument of transfer provides for the right to re-enter, that constitutes sufficient reversionary interest to make it a sublease.

g. Rent – privity of estate (Pe) between sublessee and sublessor -> must pay rent to sublessor.

h. Pe may be created between sublessee and landlord if sublessor “surrenders” – gives up the primary lease voluntarily.  (surrender might also destroy Pk between sublessor and landlord)

5. Assignment – Transfer of the party’s entire interest/estate/term under the lease (even interest is encumbered already).  NO reduction in quantum of estate.
a. Assignor remains in privity of contract (Pk) with the landlord.

b. Assignee is in privity of estate (Pe) with the landlord and squiggly privity of contract (Pk~) with the assignor.

c. Assignee is in both legal possession of the estate and actual possession of the land.

d. Assignee is in possession of both land and estate.

e. Residual Liability - Assignor retains liability (secondarily liable) because he received the benefit of assigning to assignee (primarily liable), e.g. sold business.  If assignor did not retain liability this would allow for fraud.  Assignor would be able to lateral the estate to someone with no money and the landlord would be screwed.

f. Contingent Right of Indemnity (Pk~) - assignee and assignor have an agreement to convey property.  Assignor can seek indemnity/reimbursement against assignee.  If you have multiple assignments, original assignor can go directly after subsequent assignees – equitable doctrine of indemnity.  

g. Master tenant generally has rights of indemnity against the breaching tenant.  (secondary liability)

h. Rent – privity of estate (Pe) between assignee and landlord -> must pay rent to landlord.

6. Assumption (+Pk) – A promise from the transferee that he will perform the promises in the lease which were made by the original lessee.
a. Assumption does not release liability from previous assignees or sublessees, otherwise can create dummy corporation and create assumption between landlord and dummy. 
7. Destroy Pk between Lessor and Lessee
a. Release and Novation – Agreement between LL and T1 to release each other from their contractual promises and destroy the privity of contract (Pk) between them.  
i. Express Release – clear evidence of a landlord’s intent to release.
ii. Novation = substituting old Pk with new Pk between assignee and lessor -> (express release + promise by assignee to assume performance of the lease obligations)
b. Exoneration (Implied Novation) – When the original lease is changed without consent of T1, then T1 may be exonerated.  Alterations of the original K by promises between obligor (LL) and obligee (T2) impairs the Pk between LL and T1.
i. Look for contract extension or revisions!

c. Surrender – Lessee walks away and lessor accepts and writes up a new lease.
8. Assignment or Sublease?

a. Common Law Rule (Formalistic) – Majority:  If the instrument purports to transfer the lessee’s entire interest under the lease it is an assignment, anything less that the entire interest results in a sublease – regardless of instrument form or the parties’ intention.  Transfer is an assignment unless lessee retained a reversion.
b. Modern Rule (Intention of the Parties) – Minority:  (subjective test) Look at the parties’ intention to determine whether the instrument is an assignment or sublease.  Actual words used are not conclusive.  Intend to transfer entire interest or less than entire interest? e.g. Any negotiation of amending the lease?
9. Bankruptcy court’s rejection of lease does NOT terminate lease.  Bankruptcy filer is just no longer liable on lease.
10. deed in lieu of foreclosure – fast, cheap, easy
a. if senior lender takes deed in lieu ( conveyance of RP from debtor to lender, NOT a foreclosure ( intervening liens are NOT extinguished, because deed in lieu does NOT relate back to execution date of TD ( under doctrine of merger senior lien is extinguished & intervening liens remain
11. LL should provide in master lease – in the event of an assignment:
a. assignor should be viewed as a surety for the assignee.
b. appropriate suretyship waivers under §2856
Vallely Investments v. BCC p. 324 – (Master Lease Says Any Assignee Must Assume & T2 Assignee “Assumed” T1 Assignor’s Obligations (e.g. payments on lease) & LL Had NO Knowledge of T2, so T2 Can NOT Claim Exoneration (Even if T1 Viewed as Surety  & Modification) ( T2 Liable for Rent on Balance of Lease Term)
· Vallely (LL) & Balboa (T1) amended lease

· Any assignment must be in writing & give notice to lessor
· Any assignee must “assume” all terms and covenants of lease
· T1 executed $7M note secured by LTD in favor of Bank to develop RP
· T1 defaulted & offered deed in lieu of foreclosure (to preclude personal liability of partners)
· Bank rejected because worried merger of title in Bank would make junior mechanic’s lien senior to LTD
· T1 assigned lease to BACC (T2) w/ assumption (i.e. K liability)
· T2 “assumed” all T1’s obligations under the lease
· T2 took “subject to” LTD 
· Just because T2 assumed the lease obligations, doesn’t mean T2 assumed $7M note too

·  T2 is liable for payments on the lease, but not payments on the note.
· LL had NO notice

· Bank NJFed, acquired lease at NJF, & assigned lease to T3
· T3 defaulted & filed for bankruptcy
· Bankruptcy court rejected lease, i.e. lease NOT terminated, T3 just no longer liable on lease.

· LL took possession of RP & LL sued T2 for liability as assignee for balance of lease term
· LL did NOT know there was an intervening assuming assignee, i.e. T2

· T1 is in both privity of K & privity of estate w/ LL
· T1 assigns to T2 (i.e. transfer entire estate of T1) ( T2 is in privity of estate w/ LL
· T1 is no longer in privity of estate w/ LL
· T1 is still in privity of K w/ LL (if no express novation and release, OR no exoneration due to alteration of underlying obligation)
· T2 assumes lease ( T2 is in privity of K w/ LL (i.e. LL is 3rd party beneficiary of assumption agreement)
· T2 is NOT in privity of estate w/ LL because lost estate, lost leasehold, but still in privity of K
· Was this assignment or sublease?

· T1 transferred an encumbered interest.
· T1 still transferred entire interest (i.e. NO reduction in quantum of estate), even though interest was encumbered by LTD ( assignment
· Even if sublease, still assumption (i.e. privity of K established between LL & T2)
· Any assignee may have been deemed to “assume” since lease said every assignee must assume
· Note: If assuming assignee (T2) assigned to a non-assuming assignee (T3) & LL modified obligation of T3, then maybe exoneration of T1 & T2 due to modification
· Can’t LL go after T1 too even if T2 assumed, i.e. T1 still in privity of K w/ LL?
· T1 still has contractual obligations to LL.  Question is whether T1 can assert suretyship defenses … - what are those defenses?
· Vallely court would say ( T1 is NOT a surety and is probably jointly & severally liable
· Professor ( T1 is a surety and is only secondarily liable
12. estoppel certificates
a. lenders – important that lenders know the terms of the leases when preparing to extend credit to LL (i.e. based on current rent roll)
Miner v. Tustin p. 334 – (Estoppel Certificate Representing NO Option was Ambiguous & did NOT Expressly Negate Existence of Options in Leasehold; Estoppel Certificate as Subsequent Modification?)
· Miner (T) signed lease with LL for use as medical office
· addendum to lease had renewal option for add. 5 yrs
· Can NOT be in default and must give written notice to LL by 90 days before expiration
· Was this lease+addendum recorded?

· Lease expired in 08/2002

· T executed estoppel certificate (dated 11/21/2001) – “lease is in full force … no other promises”
· Also said “tenant has no options, rights of first refusal, termination, or exclusive business rights except as follows: _________.”
· T did NOT indicate the renewal options

· T notified LL of interest in extending lease & exercising option rights
· Parties unable to agree on rental amount
· By expiration date, LL sent T new lease amendment increasing rent 
· T did NOT sign or return amendment & sued
· LL claimed T had NO option rights in connection w/ RP under estoppel certificate
· Court found estoppel certificate representation was ambiguous – did NOT expressly negate the existence of any options in the leasehold
· Also questionable whether estoppel certificate could operate as subsequent modification to lease, w/o providing additional consideration to T
C. ASSIGNMENT OF RENTSe
1. Assignment of Rents – security interest in the rents in favor of the lender
a. Debtor had license to use rents until default
b. Since debtor had unfettered dominion over the rents, bankruptcy courts occasionally held these assignment were NOT properly perfected
c. Therefore, lenders were deprived of cash flow from RP & debtors used rental stream to fund their Ch. 11 reorganizations at the lenders’ expense
i. Issue ( post-petition income subject to pre-petition security?
2. Bankruptcy Code §552

a. §552(a) – post-petition income of the debtor is NOT subject to a pre-petition security interest, except as provided under (b)
b. §552(b)(2) – if debtor and lender have executed a valid pre-petition assignment of rents, then the debtor’s post-petition rents are subject to that interest.
i. Possible that even an unperfected assignment of rents is sufficient, since statute language does not even address issue of perfection.

ii. CA does NOT have to worry about this issue
11 USC §552.  Postpetition effect of security interest 
(a) Except as provided in subsection (b) of this section, property acquired by the estate or by the debtor AFTER the commencement of the case is not subject to any lien resulting from any security agreement entered into by the debtor BEFORE the commencement of the case.
(b) (1) Except as provided in sections 363, 506(c), 522, 544, 545, 547, and 548 of this title [11 USCS § 363, 506(c), 522, 544, 545, 547, and 548], if the debtor and an entity entered into a security agreement before the commencement of the case and if the security interest created by such security agreement extends to property of the debtor acquired before the commencement of the case and to proceeds, product, offspring, or profits of such property, then such security interest extends to such proceeds, product, offspring, or profits acquired by the estate after the commencement of the case to the extent provided by such security agreement and by applicable nonbankruptcy law, except to any extent that the court, after notice and a hearing and based on the equities of the case, orders otherwise.
   (2) Except as provided in sections 363, 506(c), 522, 544, 545, 547, and 548 of this title [11 USCS § 363, 506(c), 522, 544, 545, 547, and 548], and notwithstanding section 546(b) of this title [11 USCS § 546(b)], if the debtor and an entity entered into a security agreement before the commencement of the case and if the security interest created by such security agreement extends to property of the debtor acquired before the commencement of the case and to amounts paid as rents of such property or the fees, charges, accounts, or other payments for the use or occupancy of rooms and other public facilities in hotels, motels, or other lodging properties, then such security interest extends to such rents and such fees, charges, accounts, or other payments acquired by the estate AFTER the commencement of the case to the extent provided in such security agreement, except to any extent that the court, after notice and a hearing and based on the equities of the case, orders otherwise.
3. CCC §2938

a. §2938(a) – assignment of rents is immediately effective, even if debtor is granted a conditional license to use rents

b. §2938(b) – means of recording, and hence perfection, of assignments of rent

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

Cal Civ Code §2938.  Written assignment of interest to create security interest; Demand to pay rent to party other than landlord
   (a) A written assignment of an interest in leases, rents, issues, or profits of real property made in connection with an obligation secured by real property, irrespective of whether the assignment is denoted as absolute, absolute conditioned upon default, additional security for an obligation, or otherwise, shall, upon execution and delivery by the assignor, be effective to create a present security interest in existing and future leases, rents, issues, or profits of that real property. As used in this section, "leases, rents, issues, and profits of real property" include the cash proceeds thereof. The term "cash proceeds" means cash, checks, deposit accounts, and the like.
   (b) An assignment of an interest in leases, rents, issues, or profits of real property may be recorded in the records of the county recorder in which the underlying real property is located in the same manner as any other conveyance of an interest in real property, whether the assignment is in a separate document or part of a mortgage or deed of trust, and when so duly recorded in accordance with the methods, procedures, and requirements for recordation of conveyances of other interests in real property, (1) the assignment shall be deemed to give constructive notice of the content of the assignment with the same force and effect as any other duly recorded conveyance of an interest in real property and (2) the interest granted by the assignment shall be deemed fully perfected as of the time of recordation with the same force and effect as any other duly recorded conveyance of an interest in real property, notwithstanding any provision of the assignment or any provision of law that would otherwise preclude or defer enforcement of the rights granted the assignee under the assignment until the occurrence of a subsequent event, including, but not limited to, a subsequent default of the assignor, or the assignee's obtaining possession of the real property or the appointment of a receiver.
   (c) Upon default of the assignor under the obligation secured by the assignment of leases, rents, issues, and profits, the assignee shall be entitled to enforce the assignment in accordance with this section. On and after the date the assignee takes one or more of the enforcement steps described in this subdivision, the assignee shall be entitled to collect and receive all rents, issues, and profits that have accrued but remain unpaid and uncollected by the assignor or its agent or for the assignor's benefit on that date, and all rents, issues, and profits that accrue on or after the date. The assignment shall be enforced by one or more of the following:
   (1) The appointment of a receiver.
   (2) Obtaining possession of the rents, issues, or profits.
   (3) Delivery to any one or more of the tenants of a written demand for turnover of rents, issues, and profits in the form specified in subdivision (j), a copy of which demand shall also be delivered to the assignor; and a copy of which shall be mailed to all other assignees of record of the leases, rents, issues, and profits of the real property at the address for notices provided in the assignment or, if none, to the address to which the recorded assignment was to be mailed after recording.
   (4) Delivery to the assignor of a written demand for the rents, issues, or profits, a copy of which shall be mailed to all other assignees of record of the leases, rents, issues, and profits of the real property at the address for notices provided in the assignment or, if none, to the address to which the recorded assignment was to be mailed after recording.
   Moneys received by the assignee pursuant to this subdivision, net of amounts paid pursuant to subdivision (g), if any, shall be applied by the assignee to the debt or otherwise in accordance with the assignment or the promissory note, deed of trust, or other instrument evidencing the obligation; provided, however, that neither the application nor the failure to so apply the rents, issues, or profits shall result in a loss of any lien or security interest which the assignee may have in the underlying real property or any other collateral, render the obligation unenforceable, constitute a violation of Section 726 of the Code of Civil Procedure, or otherwise limit any right available to the assignee with respect to its security.
 

IX. FORECLOSURE











A. EFFECT OF FORECLOSURE
1. Nonjudicial Foreclosure (NJF)
a. All junior interests are automatically extinguished: whether the junior interest holder is joined or not.
b. Senior interests still remain.
2. §726(c) – Judicial Foreclosure (JF)
a. Must join to extinguish junior interest: If you want to wipe out a junior interest with a recorded interest you have to join the junior interest holder of record as a party D, otherwise whoever buys property in the foreclosure sale takes “subject to” junior interest.  
b. Strategy: if senior TD holder does NOT want to extinguish a junior leasehold, then don’t join holder of junior leasehold ( may work OR court may use equitable powers to bail out tenant
c. If there is an unrecorded prior conveyance (even senior unrecorded interest) you don’t have to join that unrecorded prior conveyance, and the judgment is as conclusive against the person holding the unrecorded conveyance as if the person had been a party to the action.  
Diamond Benefits v. Troll p. 347 – (Lender JFed Without Joining Junior Interest Holder ( Lender Allow to Bring Another Foreclosure Action & Junior Interest Holder had Right to Redeem the Whole TD)
· Debtor owned golf course
· Debtor executed TD 
· TD recorded
· Debtor granted easement to a neighboring landowner
· Easement recorded
· Lender JFed, but failed to join easement holder
· Court found that easement holder’s interest was NOT extinguished because of language of 726(c)
· Failure to join a junior recorded interest means that junior interest is NOT extinguished by JF
· Senior lender permitted to bring another foreclosure action against junior easement holder
· Junior easement holder had right to redeem – must redeem as a bidder of the entire parcel for the price of the entire encumbrance, i.e. the whole TD 
· Court said NO partial redemption
· Note: In NJF, extinguishment of junior is automatic
B. DEFECTIVE SALES
1. Most foreclosure sales are final when hammer falls (even despite inadequate price)
a. Collusion Exception: Fraudulent bid-chilling (i.e. fixing or restraining bidding at foreclosure sale) can invalidate the sale ( both inadequate price & unfairness 
i. Ex. evidence of collusion between bidders

Lo v. Jensen p. 356 – (Fraudulent Bid-Chilling Invalidates Foreclosure Sale)
· Honeowner’s association foreclosed on condo because of unpaid dues

· NJF on $100K condo

· Sold for $5K

· Former owners brought action against buyers to set aside sale

· Evidence of collusion between 2 of the bidders ( invalidate sale
· Buyers were NOT co-owners of business to repair and resell RP 

· Buyers joined together to eliminate competition – didn’t want to bid against each other
· If were genuine partnership, then would have been valid sale

C. TRUSTEES’ DEEDS
1. Lenders Defeating Post-Foreclosure Bankruptcy Filings

a. CCC §2924h(c) – permits relation-back of trustee’s deed to the date of the foreclosure sale, to avoid post-foreclosure bankruptcy filing and resulting automatic stay
i. Bankruptcy courts also allow this – under code section that permits relation-back for purposes of perfecting already-final transfers after the petition has been filed.
ii. Legislature is saying can NOT file just to stall creditors
In re Bebensee-Wong p. 361 – (Debtor Made Post-Foreclosure Bankruptcy Filing  ( Buyer Who Purchased RP at Pre-Petition NJF was Granted Relief from Stay ( Allowed Realtion-Back)
· Foreclosure sale occurs, but NOT done until trustee’s deed issued & recorded
· Trustee’s deed of sale can only be prepared after the foreclosure sale ( need to know who purchaser is & takes time because trustees are busy

· Debtor files bankruptcy (i.e. resulting in automatic stay) BEFORE the foreclosure trustee can issue a trustee’s deed, i.e. transferring RP to purchaser
· Can not try to collect against debtor, otherwise in contempt of court
· Before CCC §2924h(c), trustee could NOT issue a trustee’s deed because of automatic stay
· After CCC §2924h(c), allowed relation-back
· CA statute not preempted by Bankruptcy Code
2. Lenders Defeating Pre-Foreclosure Bankruptcy Filings

a. Scenario
i. Debtor is seeking to thwart foreclosure sale
ii. Lender will seek relief from automatic stay and again commence foreclosure process
a. But before lender’s 2nd foreclosure, the debtor will try to transfer RP to a new entity
b. New entity will then file its own bankruptcy petition, thus stopping the foreclosure
b. Bankruptcy Reform Act
i. Permits entry of “in rem” orders that bind NOT only the immediate debtor BUT all subsequent transferees of RP
ii. Allows lender to proceed with foreclosure process w/o interference
3. Lenders Foreclosing on BOTH Real & Personal Property

a. UCC §9604 – permits creditors holding both real & personal property collateral (i.e. item must already be encumbered) to foreclose on those items of collateral in any sequence (i.e. can go after personal property first) w/o violating §726 “one action” rule.
i. mixed collateral situation – secured party has TD on RP & Art. 9 security interest on personal property (e.g. accounts receivable, inventory, equipment)
ii. as secured party, want to go after personal property fast (because it is more liquid, i.e. easy to get rid of) ( 726 problem if file action to go after these assets
a. Ex. if personal property collateral is equipment, then must file for writ of possession to get equipment ( “action” under §726?

iii. §9604(a)(1) – can grab anything that is collateral
iv. §9604(a)(2) – safe harbor language; exemptions from §726

v. §9604(a)(3)(E) – safe harbor language does NOT apply to consumer transactions 
a. consumer transaction – one involving a loan for personal, family, or household use.
vi. §9604(a)(5)
a. Exception: Can obtain writ of possession, but can NOT ask for money judgment ( otherwise considered an “action” in violation of §726
vii. Therefore, in mixed collateral scenario, §726 only applies if secured creditor proceeds against unencumbered property first.

b. Kearns RULE: §9604 permits foreclosure in mixed collateral situations in residential transactions.
In re Kearns p. 367 – (Mixed Collateral Situation ( Secured Party Grabbing Personal Property Collateral Before Foreclosure on RP Collateral ( NO Violation of §726 First Action Rule OR Security First Corollary ( As Long as Personal Property is Already Encumbered)
· Lender first non-judicially foreclosed on consumer’s personal property (i.e. repossesses car)

· Lender then continued to claim a lien on the RP

· Debtor argued that repossession violated §726
· Court found NJF against a car is NOT an “action”
· But doesn’t repossession violate security first rule, i.e. Wozab?
· Distinction between grabbing unencumbered assets v. resorting to additional collateral (i.e. already encumbered assets)
· Under §9604(a)(1), Court found “one action” rule did NOT affect creditor’s right to engage in serial foreclosure, as long as all of the property affected by foreclosure was already encumbered in favor of the creditor
· Court invoked §9604, even though “safe harbor” provisions of §9604 did NOT apply to consumer transactions - §9604(a)(3)(e).
Cal UCC §9604.  Procedure if obligation secured by security interest in personal property or fixtures is also secured by interest in real property
(a) If an obligation secured by a security interest in personal property or fixtures is also secured by an interest in real property or an estate therein: 
   (1) The secured party may do any of the following:

(A) Proceed, in any sequence, (i) in accordance with the secured party's rights and remedies in respect of real property as to the real property security, and (ii) in accordance with this chapter as to the personal property or fixtures. [independent sale]
(B) Proceed in any sequence, as to both, some, or all of the real property and some or all of the personal property or fixtures in accordance with the secured party's rights and remedies in respect of the real property, by including the portion of the personal property or fixtures selected by the secured party in the judicial or nonjudicial foreclosure of the real property in accordance with the procedures applicable to real property. In proceeding under this subparagraph, (i) no provision of this chapter other than this subparagraph, subparagraph (C) of paragraph (4), and paragraphs (7) and (8) shall apply to any aspect of the foreclosure; (ii) a power of sale under the deed of trust or mortgage shall be exercisable with respect to both the real property and the personal property or fixtures being sold; and (iii) the sale may be conducted by the mortgagee under the mortgage or by the trustee under the deed of trust. The secured party shall not be deemed to have elected irrevocably to proceed as to both real property and personal property or fixtures as provided in this subparagraph with respect to any particular property, unless and until that particular property actually has been disposed of pursuant to a unified sale (judicial or nonjudicial) conducted in accordance with the procedures applicable to real property, and then only as to the property so sold.  [unified sale – hold sale of everything all at once]
(C) Proceed, in any sequence, as to part of the personal property or fixtures as provided in subparagraph (A), and as to other of the personal property or fixtures as provided in subparagraph (B).  [mixed sale – give lender as much leeway as possible]
(2) [exemptions from §726]
(A) Except as otherwise provided in paragraph (3), provisions and limitations of any law respecting real property and obligations secured by an interest in real property or an estate therein, including, but not limited to, Section 726 of the Code of Civil Procedure, provisions regarding acceleration or reinstatement of obligations secured by an interest in real property or an estate therein, prohibitions against deficiency judgments, limitations on deficiency judgments based on the value of the collateral, limitations on the right to proceed as to collateral, and requirements that a creditor resort either first or at all to its security, do not in any way apply to either (i) any personal property or fixtures other than personal property or fixtures as to which the secured party has proceeded or is proceeding under subparagraph (B) of paragraph (1), or (ii) the obligation. [carve out personal property from impact of §726]
(B) Pursuant to, but without limiting subparagraph (A), in the event that an obligation secured by personal property or fixtures would otherwise become unenforceable by reason of Section 726 of the Code of Civil Procedure or any requirement that a creditor resort first to its security, then, notwithstanding that section or any similar requirement, the obligation shall nevertheless remain enforceable to the full extent necessary to permit a secured party to proceed against personal property or fixtures securing the obligation in accordance with the secured party's rights and remedies as permitted under this chapter. 

(3)
(A) Paragraph (2) does not limit the application of Section 580b of the Code of Civil Procedure.
(B) If the secured party commences an action, as defined in Section 22 of the Code of Civil Procedure, and the action seeks a monetary judgment on the debt, paragraph (2) does not prevent the assertion by the debtor or an obligor of any right to require the inclusion in the action of any interest in real property or an estate therein securing the debt. If a monetary judgment on the debt is entered in the action, paragraph (2) does not prevent the assertion by the debtor or an obligor of the subsequent unenforceability of the encumbrance on any interest in real property or an estate therein securing the debt and not included in the action. [if there is an action then debtor might have ability to assert affirmative defense to include RP in action]
(C) Nothing in paragraph (2) shall be construed to excuse compliance with Section 2924c of the Civil Code as a prerequisite to the sale of real property, but that section has no application to the right of a secured party to proceed as to personal property or fixtures except, and then only to the extent that, the secured party is proceeding as to personal property or fixtures in a unified sale as provided in subparagraph (B) of paragraph (1).
(D) Paragraph (2) does not deprive the debtor of the protection of Section 580d of the Code of Civil Procedure against a deficiency judgment following a sale of the real property collateral pursuant to a power of sale in a deed of trust or mortgage.
(E) Paragraph (2) shall not affect, nor shall it determine the applicability or inapplicability of, any law respecting real property or obligations secured in whole or in part by real property with respect to a loan or a credit sale made to any individual primarily for personal, family, or household purposes.  [paragraph 2 dealing with §726 does NOT apply to a consumer transaction – relevant to Kearns – is legislature saying §726 matters in consumer transactions?]
(F) Paragraph (2) does not deprive the debtor or an obligor of the protection of Section 580a of the Code of Civil Procedure following a sale of real property collateral.
(G) If the secured party violates any statute or rule of law that requires a creditor who holds an obligation secured by an interest in real property or an estate therein to resort first to its security before resorting to any property of the debtor that does not secure the obligation, paragraph (2) does not prevent the assertion by the debtor or an obligor of any right to require correction of the violation, any right of the secured party to correct the violation, or the assertion by the debtor or an obligor of the subsequent unenforceability of the encumbrance on any interest in real property or an estate therein securing the obligation, or the assertion by the debtor or an obligor of the subsequent unenforceability of the obligation except to the extent that the obligation is preserved by subparagraph (B) of paragraph (2).

(4) If the secured party realizes proceeds from the disposition of collateral that is personal property or fixtures, the following provisions shall apply: 
(A) The disposition of the collateral, the realization of the proceeds, the application of the proceeds, or any one or more of the foregoing shall not operate to cure any nonmonetary default.
(B) The disposition of the collateral, the realization of the proceeds, the application of the proceeds, or any one or more of the foregoing shall not operate to cure any monetary default (although the application of the proceeds shall, to the extent of those proceeds, satisfy the secured obligation) so as to affect in any way the secured party's rights and remedies under this chapter with respect to any remaining personal property or fixtures collateral.
(C) All proceeds so realized shall be applied by the secured party to the secured obligation in accordance with the agreement of the parties and applicable law.

(5) An action by the secured party utilizing any available judicial procedure shall in no way be affected by omission of a prayer for a monetary judgment on the debt. Notwithstanding Section 726 of the Code of Civil Procedure, any prohibition against splitting causes of action or any other statute or rule of law, a judicial action which neither seeks nor results in a monetary judgment on the debt shall not preclude a subsequent action seeking a monetary judgment on the debt or any other relief.
Cal Civ Code §1671.  Liquidated damages provision for breach of contract 
(a) This section does not apply in any case where another statute expressly applicable to the contract prescribes the rules or standard for determining the validity of a provision in the contract liquidating the damages for the breach of the contract.

(b) Except as provided in subdivision (c), a provision in a contract liquidating the damages for the breach of the contract is valid UNLESS the party seeking to invalidate the provision establishes that the provision was unreasonable under the circumstances existing at the time the contract was made.

(c) The validity of a liquidated damages provision shall be determined under subdivision (d) and not under subdivision (b) where the liquidated damages are sought to be recovered from either:
(1) A party to a contract for the retail purchase, or rental, by such party of personal property or services, primarily for the party's personal, family, or household purposes; or 
(2) A party to a lease of real property for use as a dwelling by the party or those dependent upon the party for support.

(d) In the cases described in subdivision (c), a provision in a contract liquidating damages for the breach of the contract is void EXCEPT that the parties to such a contract may agree therein upon an amount which shall be presumed to be the amount of damage sustained by a breach thereof, when, from the nature of the case, it would be impracticable or extremely difficult to fix the actual damage.
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