SECURED TRANSACTIONS IN REAL PROPERTY

DEFINITIONS

· Credit

· 2 kinds of credit

· 1) unsecured

· credit cards

· higher interest rate due to greater risk

· 2) secured

· lendor takes collateral securing the lending of money

· lower interest rates b/c less risk

· Less risk

· 1) collectibility

· having collateral allows lendor to seize source of some payment in case of default

· 2) existence of collateral is hostage

· threat of foreclosure is incentive for borrower to pay

· Obligations/Debts

· 2 types

· 1) Promissory Note

· note says IOU + int %

· 2) Credit/building/loan agreements; obligations under covenants 

· ex. a covenant for a subdivision that uses a lien on the house as collateral for the covenant

· Debtor

· Maker, borrower, principal obligor, trustor

· Secured Party

· The party that has a security interest in the collateral

· Lien

· Any interest in a property that gives the c’or the right to seize or sell property in the event of default

· 2 types of liens

· 1) Non- consensual

· 3 Types of Non-consensual liens

· a) statutory liens

· imposed by statutes

· many are secret

· Ex. Mechanics Lien

· If you’re dealing with supplier/labor during construction then there might be a lien put out on the property for payment of supplies/labor

· B) Judicial Liens

· 2 of the most common Judicial Lien

· 1) attachment lien

· imposed before judgment

· 2) Judgment lien

· imposed after judgment is entered

· for RP – must file abstract at county’s office

· C) common law liens

· rare in CA

· 2) Consensual Liens

· 1) personal

· article 9 UCC

· security interests, equipment, inventory, K rights

· brings in issue of mixed collateral

· 2) real property

· 2 classes of consensual RP liens

· a) mortgages

· encumbering of RP

· Mortgagee holds lien on property, title is in hands of d’or

· Only allowed JFs

· b) trust deeds

· Trustor owns RP, Trustee is usually a escrow agent or trustee company, creditor is the beneficiary.  

· Trust Deed: is evidence of a creation of a lien

· Trustor is the d’or

· Puts their assets in a “corpus” or “res”

· C’or has equitable title in the property AND holds a lien on property

· Trustee is an agent/EE of the c’or

· Holds the “power of sale” 

· As stated in TD language 

· Does the trustee hold actual title of the property, or is it a trust and not a title that the trustee holds w/specific instructions of what to do in event of a default.  
· Allows for JF OR NJF

· Since Trustee was supposed to mediate b/w c’or and d’or – or so the legislature thought.

· Does not happen this way in real life b/c trustee is usually an agent/at the whim of c’or.  

· Granting a lien: d’or must execute a TD

· Preferably – the TD is rec’d

· Subrogation

· “claim under the right of another”

· inheriting the rights OR being an assignee 

· ex. g’or subrogates the rights of the c’or against the d’or. 

· C’or can only pass on the rights she has against the d’or, and if they have impaired their rights, then the g’or’s rights against the d’or are also impaired. 

· Deficiency 

· Whatever is left over on the balance of the debt after a NJF/JF

· C’or’s Options in Foreclosure

· 1) Judicial Foreclosure

· deficiency is allowed against D’or

· 2) Proceed directly against g’or

· only if the g’or has waived their rights for the security/d’or to be exhausted first through a g’y of payment

· 3)NJF

· deficiency is not allowed against d’or, and no right to go after g’or unless valid Gradsky waiver.  

· Letter of Credit

· A Bank issues a letter of credit on behalf of the d’or to another Bank

· Almost like a g’y from one bank to another

· Reciprocity

· Under 1717 – a unilateral fee clause is transmuted into a bilateral fee clause where either side that wins can impose the fee clause on the other side

· Basic Transaction

· Bank makes loan to d’or

· D’or executes a promissory note to the bank

· D’or then grants an interest in the property in case of default called a lien

· D’or executes a TD to evidence the lien

· G’y of Payment v. G’y of Collection

· G’y of collection

· The normal g’y

· After you have exhausted remedies against security and d’or, then come after me jack ass

· G’y of Payment

· As soon as you don’t get paid, then come after me

· Recourse v. Non-recourse loans

· Recourse

· Proceed against all other assets

· Non-recourse

· Cannot proceed against anything but the asset used as security.  

· Pari Materi

· Look towards other similar situations to find out what the ct will do in this situation

· This is how the ct figure out that in Pearl §2815 could be waived.  

· Assignee

· Takes all the rights that the assignor has

· No more than that

· Nemo dot

· Equity

· The excess in value over the amount of encumbrances

· §998 – written offers

· if any party makes a written offer under §998 (no limit on number of written offers) then if the actual settlement is less than that amount, the party that made the written settlement is entitled to court/atty fees

· Strategy

· If this is in the beginning of a lawsuit then ct and atty fees could amt to a lot and be greater than actual recovery possible.

· If this is close to trial, then all ct/atty fees have already accumulated so don’t lose much by going to trial.  

· 3 reasons under Bankruptcy court to allow relief from stay

· §362(d)(1) – relief for cause

· d’ors are doing something that would cause the property to decrease in value (i.e. releasing toxic waste)

· §362(d)(2) – 

· 1) No equity in property 

· AND 2) property not needed for reorganization

· ex. business that goes through chapter 11 is considered a property that is in need of reorganization and the c’or would not get relief from stay

· Fraudulent Transfer

· Def: transfer is intended to delay and fraud a c’or

· Classic Example

· SH and corporation.  Corporation has cash but owes money to c’ors.  C’ors are pursuing a judgment.  Right b/f judgment comes down the corporation transfers their assets to the SH and the SH makes it disappear, or they themselves disappear. 

· Effect: C’or has the right to go after the SH

· Deed in Lieu 

· This is when a d’or make an agreement with the c’or - Instead of having the c’or foreclose on the property the d’or transfers/gives the property to the secured party to call it even.  

· Effect: 

· 1) through the doctrine of merger, the deed in lieu is a greater interest that swallows the trust deed in favor of that c’or

· 2) the transfer is easier on the d’or’s credit rating than a foreclosure

· 3) transfer is less expensive than a foreclosure

· 4) transfer carries no right of redemption and absolving debt, so similar to an NJF

· 5) no other junior c’ors are extinguished; therefore the by transferring the deed in lieu, the former 1st TD holders would now take subject to the junior TD holder.  

· Rationale: the title does not relate back, it is a new title, since the doctrine of merger makes the old lien extinguish.  

· 6) Deed in lieu has same net effect as FCB – 

· it is because a deed in lieu is considered to be the full value of the property

· And in the event of a claim of waste, the c’or would be precluded from bringing an action against the d’or (just like in an FCB situation) because they agreed to absolve all the debt by the transfer of property.  

· Special Case – G’or and deeds in lieu

· Deed in lieu is deemed to be a full satisfaction of the debt, therefore the g’or is not liable.  

· Even if it is not considered a full satisfaction in debt, if the g’or did not consent to a deed in lieu then the c’or and the d’or are making material changes to the terms of the g’or’s contract with them, and the g’or is released from liability.   

· Subordination

· Def: A subordination agreement is executed by a senior trust deed holder in order to re-prioritize the trust deeds in favor of another.

· 3rd party beneficiary doctrine: A subordination agreement can be made for the benefit of a party that is not yet a party to any transaction (i.e. a general subordination agreement in favor of a construction loan to occur in the future).  This party can assert the 3rd beneficiary doctrine to compel the subordinating party to carry out their previous agreement.  

· Difference b/w taking subject to and assuming a liability.

· Subject to: you are taking the property subject to existing liens on the property

· You are NOT assuming any debt or personal liability for those debts 
· But if the original d’or doesn’t pay up then could lose property

· Assuming liability

· The d’or assuming liability assumes personal liability for that debt

· The original d’or is not absolved of the debt, in the event the assuming d’or defaults, then the original d’or is back on the hook for the debt.

· UNLESS – there is a release of liability signed by the one the debt is owed to.   

· Note – just b/c the assignee or bidder at the foreclosure sale is making payments on the first note is not sufficient to show there was an assumption – Rationale: b/c they could have a clause that states, making payments but not assuming, and  b/c the purchaser is going to want to stave off the first from foreclosing and destroying the interest.  

· Rationale: privity of K still exists b/w original d’or and the c’or  

· Wrap around trust deeds

· (look on p. 11 for diagram)

· Scenario:  D’or 1 executes a TD in favor of Bank for x amt of money.  Then the property goes up in value, however, d’or still paying low rate.  So d’or 1 then finds a d’or 2 that wants the property and so wants to assume the liability from d’or 1 to the bank.  However, the bank won’t let d’or 2 assume the TD since the interest is so low.  So on the sly, d’or 1 transfers the property to d’or 2.  Then d’or 2 gives d’or 1 a note for the entire sale price and a TD on the property.  So now it looks like the property is overencumbered b/c there are two TDs on the property over the amt of the value.  Then D’or 2 pays d’or 1 the money every month, and every month d’or 1 takes that money, pays their debt to the bank and then pockets the rest.   The sale is rec’d.  

· Rationale for why it occurs: If the d’or 1 got the loan at a very low interest rate and the bank would not allow anyone to assume the loan since interest rates have increased.  
· Consequences: If the bank ever found out, they would trigger the due on sale clause that makes the entire amt for the loan due whenever there has been an unconsented transfer.  
· Defenses: Even though the sale has been rec’d, this is not deemed to be constructive notice to the bank, so the bank will win.  
· Why is overvaluation such a bid deal?

· 1) don't want to burden the purchaser with a huge liability connected with a piece of property that the purchaser has already lost.  

· 2) although everyone likes real estate appreciation, no one likes hyperinflation of real estate.  If we permit or encourage systemic overvaluation, we end up with a speculative bubble in the real estate market, which leads to economic instability.  

· Opting In to Antideficiency statute

· At the time of the transaction

· National Enterprise – said at the time suit is filed, however, Schechter disagrees

· Difference b/w reprioritizing the obligation and the lien
· Reprioritizing the lien – this means that one lien is reprioritized to be senior to the other lien

· Reprioritizing the obligation – means that one gets paid out before the other.  

· Equitable doctrine of marshalling

· Scenario: the senior lien holder has security on two properties.  The junior lien holder has security only on the second senior lien holder’s secured properties.  If the senior gets read to foreclose, the junior can ask for this doctrine to ask the senior to proceed FIRST against the singly encumbered asset instead of the second one

· Ratioanle – this is b/c the junior’s security interest is tied up in the second security and it is at risk if the senior forecloses first on the one it shares with the junior.  

· Waiver on Automatic Stays

· Don’t count on waivers of automatic stays to be enforceable

· Even when it is made in a forbearance agreement

· Exception

· 1) Chapter 11 – the ct order says stay is deemed waived in any subsequent bankruptcy proceedings

· 2) serial foreclosures – the scheme of continually finding a person who has an interest in the property and making them go through bankruptcy and staying the foreclosure on this property.

· Legislation – permits c’or who is faced w/serial foreclosures the ability to go to the cts for in rem relief

· And then the ct puts out notice that this property is going through foreclosure and no one can sweep this property into any subsequent filings of bankruptcy by those who might have an interest in the property.  

· Deferred and contingent interests 

· When there’s a renewal on a lease option and that is used as security

· Shaky security

History/Policy of Anti-deficiency Statutes

· Prior 1933 – 

· Deficiency judgments allowed

· Calculated – difference from indebtedness and amt it was sold for

· Effect – lenders getting large deficiency by bidding lower for property

· During Depression

· Double recovery obtained – 1) property values declining, people had no money, 2) lenders foreclosed on their property, 3) they were able to get the property at an already depressed price for even lower b/c no one was able to buy and could bid very low on the property, 4) then go after deficiency against d’or and get more recovery from d’or.  

· During 1933 – 

· In order to counter the effect of the depression, CA enacted fair market value limitations, which limited c’or’s deficiency judgment.  

· applying to judicial and private foreclosure sale

· Limitation calculation – difference between fair market value of property at time of sale (irrespective of amt realized at sale) and outstanding debt

· Certain special situations –

· 580b – bars deficiency judgment on purchase money 

· risk of inadequate secret is placed on purchase money mortgagee (whom the TD is made in benefit of).

· Rationale: even partial deficiency is too oppressive

· A) vendor discouraged from overvaluing the property

· B) precarious land promotion schemes are discouraged since security value of land gives purchasers a clue to true market value

· C) prevents aggravation of downturn of economy – that would result if defaulting purchasers were saddled with personal liability 

· Gaps still left – d’ors under NJF lost their right of redemption under 725a, therefore mortgagee had no incentive to not enter lower bid price.  
· 1940 – enacted 580d
· to deal with above gap
· Rationale – by barring a deficiency the legislature is not “denying” the c’or election of remedies by allowing a right of redemption after an NJF – instead, the legislature bars a deficiency after an NJF to equalize the negative effects on the d’or and equalize the playing field b/w 580d and 580b.  
580d

RULE:

· Protects debtors from a deficiency judgment when the c’or elects a NJF on a trust deed

· RP or estate for years

· NOTE – 
· 1) ONLY precludes c’ors who elected NJF – Heller
· 2) 580d precludes personal liability, however, if more than one piece of security was bid, then the c’or can NJF on all those pieces of security. – Dreyfuss 

· Rationale: wouldn’t serve purposes of antideficiency statute to preclude banks from going after already pledge security.  

RATIONALE:

· 1) prevention of economic downturn b/c d’or already lost house, now losing additional money which would put him in a greater hole than before and increase the economic downturn by not allowing the d’or to ever get back on his feet

· 2) NJF does allow for right of redemption, therefore, d’or loses this right but then also gains protection from anti-deficiency statute

· 3) prevent c’or from making unreasonably low bid at foreclosure sale

· 4) prevention of overvaluation of security (at the time of the d’or buying the security).  

· 5) protection of unencumbered assets

Guarantors and Waivers

GUARANTORS:

RULE:
· 1) a d’or is protected from a deficiency judgment from the c’or and the g’or after an NJF on their TD

· 1) this is a destruction of right to proceed against principal obligor for reimbursement 

· otherwise to allow a g’or to go after the d’or for a deficiency judgment would circumvent the purpose of the statute

· 2) This is a destruction of g’or’s subrogation rights

· g’or has the same rights against the d’or as the c’or she is subrogating has against the d’or –therefore, if impairment of rights then g’or is assigned the impaired rights against the d’or.  

· RATIONALE: c’or’s have choices in how to proceed against the d’or

· by choosing an NJF, they are effectively cutting off the g’or’s rights against the d’or.

· Therefore, they cannot then go after the g’or 

· 2) a g’or is not a d’or and is not protected under statute unless the c’or elects an NJF – 580d ONLY protects against the primary obligor

· EXCEPTION: Sham Guaranty

· Where the g’or was liable as a d’or for any debts

· Under the statute they are treated as the original d’or

· RATIONALE: if they’re a d’or then they’re protected

· Ex. the general Pner of a Pship is liable for the debts of the Pship

· 3) Gradksy Waiver: public policy allows a waiver of g’or’s estoppel rights against the c’or

· (see below for development of the waiver)

· CAVEAT:

· G’or is not protected against additional debts from sold out junior lien holders

· RATIONALE: the junior lien holders did not elect the form of foreclosure and therefore did not impair the rights of the g’or – therefore, they are not estopped from going after the g’or for their debts.  

Surety Rights

· 1) Surety has the right to expect the c’or to exhaust all remedies against d’or and security before going after them

· EXCEPTION: 

· Guaranty of payment

· Surety can waive the common law right, and allow c’or to go after them for payment of the debt as soon as they do not receive their payment

· This allows the c’or to go after the g’or before exhausting security/d’or.  

· 2) Surety must give consent before there is an extension given by the C’or to the d’or

3 Ways this RULE is enforced

· 1) §2819 –

· exonerates the g’or as soon as the c’or impairs c’or’s rights against the principle

· 2) Defense against c’or when c’or files action for deficiency against g’or

· Gradsky

· 3) If impairment of rights under subrogation, the surety ends up w/a defense

Gradsky:  G’or was found to be protected by 580d b/c of impairment to subrogation rights since  g’or is estopped from going against d’or because that would be seen as a circumvention of anti-deficiency statutes.  

G’OR WAIVERS:
RULE:
· 1) Mention of the specific statute being implicated

· “580d”

· 2) Specificity

· “destruction of subrogation rights creates a defense to a deficiency judgment” 

· 3) legal consequences

· “you are waiving the specific defense that is yours when c’or destroys your subrogation rights” 

· 4) plain english

· NOTE – any ambiguity will be read against the maker, and not the g’or. “the ct will not stretch the waiver” (Gradsky). 

· Examples

· Valid Gradksy Waiver:

· There is an anti-deficiency statute, 580d, that protects the d’or in case of a non-judicial foreclosure.  If the c’or elects to non-judicially foreclose, then as a g’or, there arises a defense based on the extinguishment of g’or’s rights of subrogation against the d’or.  It is this defense that g’or is consenting to waive against the c’or

· NOT a valid Gradsky Waiver

· G’or authorizes c’or at sole discretion to exercise any right or remedy to credit or collateral securing a debt, including election of exercise in power of sale.  G’or is liable for any deficiency resulting from exercise of such remedy, evne though in choosing the power of sale the g’ors rights might be destroyed”

· Rationale: g’or can waive b/c these anti-deficiency statutes are known as d’or statutes.  They protect the d’or when the d’or is the owner of the property due to public policy reasons of protecting the real estate market.  However, g’or is not the same since they’re not the ones that own the property.  

Determining the Validity of a Waiver of Statutory right:

· 1) What is the policy behind the statute?

· If it is SO founded in public policy, then it is not waiveable 

· 2) Is there a specific statute prohibiting the waiver of such a statute?

Cathay Bank v. Lee:  

· Lee g’eed loan from Cathay Bank to d’or (hotel).  Bank gave him a waiver to sign, then NJFed.  Bank successful went against g’or for the amt of the deficiency against the d’or b/c of the waiver of rights.  But CA Ct of App said it had to be more explicit, in plain English, and any faults in the waiver were to be viewed at expense of Bank.

TYPES OF G’YS

· 1) Straight G’y by agreeing to be liable for debts of defaulted d’or

· 2) Collateralized G’y

· Securing the g’y

· TD executed to the bank

· Situation

· The bank NJF’s on the g’or’s property and then is allowed to go after the rest of the debt by foreclosing on the d’or’s property

· NOT a 726 issue since 726 does not prevent serial foreclosures.  

· The bank NJF’s on the d’or’s property, then b/c of Gradsky is not allowed to go after the deficiency amt by foreclosing on the g’or’s property.  

· 3) Pledge/Hypothecation (however, hypothecation is general term)

· Def.: Third Party is offering possessory interest in specific property as security directly to the c’or (as opposed as going through the d’or) as additional security for d’or’s debt 

· B/c of the situation, the pledgor stands in the position of a surety

· Considered a limited g’y

· §2787 – G’or - promises to answer for another’s debt OR hypothecates 

· Description

· Title does not transfer, however, it is held like a bailment (not theirs until foreclosure)

· Non-recourse hypothecation:

· The hypothecator makes an agreement w/the bank that they will hypothecate their asset, however, there is no recourse against that person if the asset is not sufficient to cover the defaulted debt.  

· 580d effects

· 1) if the c’or NJFs on the d’or’s property then it is the same situation as Gradsky, however, note that the g’or is not protected under 580d but only b/c of the effects of 580d on the d’or.

· 2) if the c’or NJFs on the g’or’s pledged property, then 580d is invoked to protect the g’or since they are the actual “d’or” according to the statute.  

· 4) Lent Collateral 

· Third Party lends or transfers d’or asset for use as security for the d’or’s note

· 580d – protects the d’or regardless if they are lent or transferred the property

· RATIONALE:  g’or protected from any personal liability or any negative effect on credit rating.

· 5) Continuing G’y

· Where the g’or agrees to be the g’y to all future loans – such as a line of credit.  

· §2815– revocation of continuing g’y at any time by g’or for future transactions UNLESS there is a continuing consideration to transactions which g’or does not renounce. 

· Waiveability of §2815:

· 1) Purpose of the statute – protect g’or’s from unending liability by allowing them to freeze their liability at the time of the g’y’s termination.  

· No so rooted in public policy – parties should be free to K w/each other on terms which they agree

· Otherwise – hindering d’or’s access to credit by limiting g’or’s choice

· not like 580d that protects economic downturn

· 2) no statutory prohibition from waiving 2815

· 3) must satisfy the normal waiver standards – Cathay, Pearl, or 2856

· Special Case

· When a hypothecation of stock is the security for a continuing g’y on a revolving line of credit

· Cts HOLD: hypothecation can be revoked under 2815 since the 3rd party pledging is considered a g’or under §2787.  

· Policy/Rationale
Pearl v. GM: Pearl was S/H of Palomar.  Palomar wanted to borrow 3.8 mil in revolving credit from GMAC.  GMAC would only do it if there was a letter of credit and a g’y.  Instead, Pearl gave a continuing g’y and pledge stock in another corp he owned to Palomar worth 1 mil.  Held: §2815 allowed a g’or to revoke at any time a continuing g’y at any time for future debts.  Pearl sent notice of termination to GMAC.  They allowed Pearl to terminate the continuing g’y but would not allow termination of the pledge.  The ct said that the pledged assets were a form of a g’y b/c Pearl was a g’or under 2787 for his pledge.  §2815 can be waived, however, a) the waiver contained on the continuing g’y form would not constitute a waiver of 2815 as to the Pledge since they were separate transactions, and b) the waiver was not specific enough. Moral: If it looks like a g’y situation (pledging asset for debts of another) then the ct will construe it to be such.    

§2856: WAIVER OF SURETYSHIP RIGHTS AND DEFENSES

· (a) enabling portion of statute

· g’or or other surety

· including g’or of a note or other obligation secured by RP or estate for years

· MAY waive any or all of following:

· (a)(1): subrogation, reimbursement, indemnification, and contribution

· Waiver in advance of rights of defense and rights against the d’or and their own rights as a surety.

· Rationale for why the bank would make g’or waive these rights:

· If g’or waives their rights against the d’or then there is no Gradsky problem of going after the g’or for a deficiency after 580d b/c nothing the bank did impaired the g’or’s rights b/c they waived it all way.

· RISK: if the g’or is g’ing a loan when there are no rights in exchange for the g’y, then it might look like a fraudulent transfer

· Ex. like parent and Sub1 get into a K and parent is supposed to g’y the loan for sub1.  But then the bank makes Parent sign away any rights of subrogation/reimbursement/indemnification against the d’or and surety rights for themselves then looks like fraudulent transfer b/c there are no rights going back to the surety (no reason to give a g’y).  

· OFFSHOOT – if the c’or and g’or sign this waiver, then in an adjudication b/w the g’or and the d’or the d’or could assert these waivers.  

· RATIONALE: Even though d’or wasn’t a party to the agreement b/w d’or and g’or, they are considered a 3rd party bennie of the agreement and therefore the agreement is enforceable to them.  Consideration for agreement is sufficient that c’or gave d’or the money, no need for consideration to the g’or.  

· (a)(2):  any rights or defenses of g’or or other surety by reason of c’or’s election of remedies.

· Goes directly to Gradsky

· (a)(3): any rights or defenses g’or or other surety has just b/c the note is secured by RP – including 580(a), 580(b), 726 (basically all antideficiency legislation)

· (b):

· a Waiver under (a) is effective regardless of inclusion of any particularized language or phrases

· Rationale: legislature wanted to carve around Cathay and Pearl’s requirement of explicitness in language when waiving a statutory right. 

· However: Cathay and Pearl still stand as good law, therefore, a waiver not explicit could be found invalid under the common law under Cathay and Pearl.  (see below)

· (c) and (d): Safe Harbor Language

· if the following provisions are included in the K, then they effectively waive all rights and defenses as described under (a)(2 and 3).  

· IF these are not included then this would most likely equate to malpractice –since this is safe harbor language that is clearly stated in the statute

· Does ask for statement of all provisions of statute intended to be waived (580a, 580b, 580d or 726)

· (e) Consumer Transaction
· Waivers are available, however, there is no safe harbor language under (b)(c) or (d)

· So then Cathay and Pearl still control regarding what is a valid Gradsky waiver.  

· Cathay – 580d and subrogation waivers
· Pearl – 2815 waiver, and doubt is to be resolved against drafter.  
· Rationale: For residential loans (such as consumer transactions) the g’or is not as sophisticated and the safe harbor language might not be enough.  
· Strategy

· After this statute came down, c’ors wanted to make the g’or’s waiver agreement change to be valid under this statute, however can’t unilaterally modify.  

· If d’or asks for more time to pay off the loan, then the c’ors will ask the g’ors to change their agreement to include this new language

· This solves the problem of consideration b/c the c’or is giving up their right to foreclose on the asset at this moment by allowing the forebearance agreement.  

Sham Guaranties 
RULE: If a g’or is originally liable for the debts of the d’or, then the g’or’s g’y is invalid

· If it is a sham g’or situation then Gradksy waivers cannot be applied as to the sham g’y

· RATIONALE: circumvention of the purpose of 580d

· Specific Examples of Sham G’ies: 
· Trust

· Before inaction of 18000 – before 1987

· The old rule used to be that the trustee was always liable on the debts of a Trust UNLESS it was so stated in the trust

· After inaction of 18000 – post 1987

· The statute states that a trustee is NOT personally liable for the debts of the Trust

· There is no contracting around this.

· After Cadle
· Cadle had wrong analysis b/c said trustee is still liable even after enactment of 18000

· Result – banks won’t lend if only g’y comes from trustee.  

· Timing: at the time the loan was executed.  

· Doctrine of Merger – an unsuccessful argument

· In Torrey Pines – the P argued that the trustees were liable on the Trust since in making the trust they created a separate legal entity, and under 15209 there is NO merger of trust ownership when individual beneficiaries are named.  However, the ct held – this rule was made in order to determine who could terminate a trust, and not who is held responsible under the trust.  

· Shell Corps

· General Rule: If the bank has pushed some sort of scheme onto the d’or, where they, or their general partner, is a empty corp with no other asset than that limited Pship – then the cts are going to send this case to trial for factual determination regarding whether it is a sham g’y situation.  

· Factors

· 1) substantial identity b/w d’or and c’or

· 2) whose financial info are they looking into

· 3) Bank’s awareness of what’s going on, or their hand in what’s going on.  

· Ex.

· LP is the borrower of funds from the bank.  LP has a General Pner that is a corp.  This GP cannot g’y a loan b/c it would be considered a sham.  However, a Limited Pner of LP can g’y the loan b/c limited pners are not personally liable for the debts of the pship.  

·   The trouble comes when the General Pner is just a shell of a corp, and the limited pner offering the g’y is the one with actual assets and is one and the same with the general pner.  

· See Diller – what was consideration? Was financial health of corporation checked into? Is it a parent making consideration for the subsidiary?

· §1717 – unilateral fee clause agreement becomes reciprocal fee clause agreement

· G’or is allowed to invoke 1717 to get atty fees if there is a unilateral fee clause in the d’or’s K with the c’or since the g’y and note are seen as happening in the same transaction and executed at the same time.  

STRATEGIES:

· 1) use a real company w/actual assets as opposed to a newly formed shell company w/no other assets

· 2) Have an arbitration clause

· as soon as the ct finds that the issue of whether a corp is a front for a sham g’y then almost anything gets sent to the jury which is expensive for the bank

· and you can’t waive this analysis on whether it is a sham g’y due to the public policy reasons behind anti-deficiency statutes

· 3) written record from the d’or and their lawyer on why they are splitting up the ownership in so many corp forms

· 4) opinion of counsel – this is the best way

· document prepared by d’or’s counsel that explains the situation and guarantees there is no sham g’y situation.  

· 5) merger/integration agreement

· NOTE – in order to show actual reliance on the entities that were set up, show research into the different entities financial health.  

Torrey Pines: Hoffmans and another buyer bought property.  They wanted to get a construction loan so Hoffman created a Trust.  The Trust trustees/beneficiaries/and trustors were all the Hoffmans.  The bank giving the construction loan would only allow it if the Hoffmans signed personal g’y on the loan.  The loan went into default and the Bank executed a forebearance agreement that stated it was no to modify the note/TD and there was no reference to any waiver.  Held: the Hoffmans were personally liable under the debts of the Trust b/c of existing law at the time the loan was executed the trustees are personally liable for the debts of the Trust.  Therefore, since it was a sham g’y, they were not liable for the balance of the debt from the NJF.  Discussion: Some discussion about the post-default waiver of antideficiency protections.  Although in this case there was no such waiver, the ct stated that 580d could be waived by a separate forebearance agreement by the d’ors as long as it is a) proper and b) has its own consideration.  Schecky does not think under today’s law there can be a postdefault waiver.  

Cadle Co. v. Harvey: Intervivos revocable trust bought property and the bank made Harvey, the trustee and the sign a g’y.  Held: b/c of Torrey Pines the ct said that it was a sham g’y. WRONG HOLDING: After 18000, a trustee is not liable on the debts of a trust unless it states so in the K, therefore the g’y was not a sham and the trustee could have been held liable for the deficiency, however, it was a PMTD w/an NJF, therefore no deficiency allowed from the g’or.

Diller: Prom XX was the GP of Hacienda Limited Pship which is the principal d’or of loan from Bank.  The Bank made DNS Trust, the Dillers, and Prometheus Development give g’ys on the loan. DNS trust owns Prom XX.  Held: The ct said there was a triable issue of material fact as to whether the g’y were sham g’ys since Prom XX is a shell of a corp w/no other assets and the bank did not do any financial check into the economic viability of Prom XX and only checked the Dillers.  A large part of their decision to do further investigation was b/c the Dillers claimed that the Bank made them set up such an elaborate system b/c they wanted to do an end run around the anti-deficiency statutes.  NOTE - §2809- g’y cannot be more burdensome or be larger than d’or liability at time g’or executes agreement.  Ct says it was non-recourse and seems more burdensome.  This can be waived.  

§580d and Full Credit Bids
RULE: 

· Def of Full Credit Bid: A bid on the RP security that is equal to the amt of debt owed by the debtor plus foreclosure costs.

· Effects: The bid at the foreclosure sale is considered the full value of the property.

· FCB – extinguishes the note, releasing the borrower from any further obligation under the defaulted note.  

· FCB and Waste: good faith waste can not be collected if the bidder at the foreclosure sale bids up to amt of debt since that the full price is considered the full value of the property and therefore, by definition, there is no impairment, so no waste.  Corn. (bad faith waste deserves an action in tort).  

· FCB and Tort Claims:  Since the damages in a tort claim are calculated by the difference between property value, as evidenced by the bidding price at a foreclosure sale, and the value of the property as a result of the tort, there is no damage under a FCB since the FCB is considered an accurate value of worth.  Michelson
· Rationale: lenders bear the risk of FCB

· 1) lender’s have more information than third parties

· 2) FCB might discourage other cash bidders – so chills bidding process

· 3) Timing of sale – lenders might postpone and reschedule which discourages bidders

· Exception: Alliance exception – fraudulent misrepresentation 

· 1) If lender made a FCB because of a fraudulent misrepresentation (i.e. fraudulent appraisal) (causation)

· AND 2) the bidder is under the fraudulent misrepresentation at the time of making the FCB

· Extension:  As soon as one is induced to take an irrevocable course of conduct due to the fraudulent appraisal, then reliance should be counted at this moment. First Commercial
· Ex. the moment the original lender assigns the note/trust deed w/a recourse provision, then it is the OL’s reliance on the fraudulent representation that matters when later the assignee makes a FCB.    
· AND 3) the reliance, was appropriate considering context of either the relationship or not otherwise unreasonable 

· Reliance – If the real appraisal was done in another proceeding b/f FCB was made, then this is not a valid reliance.  

· THEN FCB cannot be deemed the stated value of the property

· NOTE – there have been no cases that go against the d’or

· Calculating Damages: either benefit of bargain or out of pocket expenses.

· 2 CA statutes - §3333 and §3343 – of which only one applies in fraud connected w/purchase of RP. 

· Bleeding from breach of K to a tort: when does a breach turn into a tort

· Arguments

· 1) Failure to pay taxes

· a) what if it is a recourse obligation.  

· Then the d’or would have incentive to pay taxes since they could be held personally liable anyway, therefore the payment of taxes would not be a tortious act as bad faith waste.  

· HOWEVER – just b/c the d’or would be personally liable is not sufficient to preclude a tortious action from being taken against him b/c it could still be done in bad faith.

· B) what if the d’or is marginally solvent and d’or fails to pay taxes

· If the d’or is trying to pay then this is not seen as tortious conduct

· However – it is a factor in determining bad faith waste.

· C) Milking the security/upstreaming the money

· It is common that money is paid upstream while d’or starves for cash.  If it’s a normal process then it shouldn’t be seen as a tort, but only a breach.

· However – in Nippon it was seen as a tort b/c it was coupled with other deceptive techniques along with testimony that Diller wanted the bank to “share in the pain”.  

· D) Failure to conform to covenants

· This is a breach of the covenant and not tortious since is common behavior.  

· E) Funneling assignment of rents

· This is considered a tortious act since in Nippon it was done for the intention of defrauding the c’or.

· What if this money was used for improvements on the building and something related to the property.  Then it is a harder case to prove.  

· F) what if the d’or intentionally funnels the money and doesn’t pay the first c’or, then does the 2nd c’or have a tort claim if they become unsecured as a result?

· If d’or had simply failed to pay the first c’or then it would only be a breach of K claim, therefore it should not be allowed that c’or 2 has an action against d’or for tort.

· However – d’or intentionally did an act that caused c’or 2 harm by under-securing the trust deed, therefore this should be an action in tort.   

WASTE: 
· Def.: any act by person in possession of property used as security that substantially impairs the value of such security.

· §2929: “Waste is conduct (including commission or omission) on part of person in possession of land which is actionable a the behest of and for protection of the reasonable expectations of another owner of an interest in the same land.”

· Actions against – persons in possession 

· Subject to: interest in property is subject to the lien, therefore can’t waste

· Application – to mortgages and trust deeds

· Good and Bad Faith Waste

· Good 

· Considered a deficiency and not collectable 

· Due to economic downturn there is normal depreciation (wear and tear)

· Rationale: If waste occurs in a down-turning market, then the waste that has occurred is subsumed by the depreciating value in the property and therefore, a deficiency to allow for waste is not allowed

· Wrong analysis: Schechter believes this analysis is wrong in Cornelison.  Example – if the property was worth 400K, and there was a downturn in housing prices and now it is only worth 300K, and the person in possession committed 150K worth of waste, then the market subsumes the waste and there should not be a deficiency judgment on the waste.  However, in actuality the waste adds on to the decline in value.   
· Bad

· Intentional waste is not precluded by any anti-deficiency statute 

· This would be a claim for tortious behavior

· Includes – Ameliorative Waste

· That’s waste that increases the property value but since tenants are not allowed to make improvements it is still considered waste.  

· Scenarios

· 1) Down-turning economy 

· a deficiency reflecting good faith waste will exceed the declining prices until the decline is so great it subsumes the waste 

· 2) in a rising economy

· there will be no deficiency judgment unless the property was overvalued in the first place – so no impairment for waste

· Arguments – look on p. 15 of PO

Cornelison v. Kornbluth: P sold and took a VPMTD back from Chanon, then Chanon conveyed property to D and then D conveyed to Larkins.  In the trust deed from Chanon to P there were covenants listed to pay property taxes.  When Chanon conveyed the property D did not assume, but took subject to the first lien on property.  Chanon defaulted, P NJFed and made a FCB.  Now going after D for the amt of money D did not pay to gov’t for property taxes.  D’s argument is that he did not assume therefore was not responsible for covenants on TD.  Held: A) ct said D only took subject to the lien, therefore must only perform on covenants in the TD that touch and concern the land b/c not assuming.  B) Difference b/w good faith waste and bad faith waste.  Not liable for good faith waste, however, intentional waste (such as not paying property taxes) the D would be liable for and it is not considered merely a covenant in a TD.  C) D is not liable b/c FCB set the value of property and therefore no evidence of any waste. 

Michelson v. Camp: M is a lender has a private appraiser to appraise the property that he might take as security.  The appraiser says property is worth a million.  The security secured a debt that was 475K.  Soon after one payment goes by the d’or defaults.  D’or then files for bankruptcy.  In order to get automatic relief from security the P had to claim there was no equity in property which their lawyer did by getting another appraiser and appraising the land at 410K.  (Ps claim they never saw this latter appraisal).  Then P had an NJF and bid 625K.  However, they later sold the property for only 400K.  P is now going against the first appraiser for intentional fraud and negligent misrepresentation.  Held: 1) FCB and anti-deficiency statutes are different.  Under anti-deficiency the ct is protecting the d’or from unfair lending practices.  In FCB, the price stated is considered the true value of the property, therefore, no damages in a tort action.  3) Alliance Exception only applies where there was fraudulent representation that the bidder reasonably relied upon when making a FCB.  Rationale: FCB rule is not meant to immunize wrongdoers.  However, in this case, the Ps knew how much the property was worth b/c they appraised it to get relief from stay.   

First Commercial: First is a lender and got a fraudulent appraisal from Reece, which induced them to loan Lima 207 for purchase of property.  Then First assigned the property to Nationwide.  The assignment included an indemnity provision in case something went wrong, such as the d’or defaulted or credit problem.  Then the d’or defaulted (looks like a scheme that the broker, borrower, and appraiser was in on).  Nationwide NJFed with a FCB for 224K.  Nationwide exercised the indemnity provision and First was made to “repurchase” the note.  First is now suing the appraiser.  Appraiser is claiming Michelson, that FCB precludes any judgment b/c no damage. First is claiming that they had no control over the FCB of Nationwide, and therefore should not be precluded by FCB from going for the tort.  Held: First falls under the exception created in Alliance since at the time they entered into a recourse assignment w/Nationwide, the damage was done.  And at that time First reasonably relied on the fraudulent appraisal.  Hypo: What would happen if a third party made a FCB bid.  Then Nationwide would have been paid in full, therefore indemnity provision not imputed, and purchaser at foreclosure has on one to blame but himself.  

Nippon:  Diller owned a commercial building through his trust.  Stopped paying taxes on property and took money from rents to pay the trust.  There was an assignment of rents clause in the TD.  Also the note was nonrecourse.  He said he wanted bank to share the pain.  Bank is suing for waste.   Held: B/c Diller wanted the bank to “share the pain” this proves it was a bad faith waste by not paying property taxes, and therefore Diller is liable for that waste.  Can you make the argument that if it is a non-recourse note, then there is no action for waste into personal liabilities since the only way to satisfy the debt it through the property.  But a counter argument would be that this is an action in tort and that person can be held personally liable for an intentional tort.  

580b

580b Statute

· No deficiency judgment

· 1) after sale of RP or failure of the purchaser to complete an installment K

· Installment contracts for land sale

· Vendor holds title to the property, purchaser pays off title over the years.  Once the title is paid off then vender conveys property to purchaser

· Disadvantage – the vender is holding title the entire time, therefore, holding all control over the property.  Once a payment is missed, that’s it, the vender doesn’t convey the property. However, in a normal sale of property the purchaser holds the title and exercises some control over the lender and can try to persuade them into forebearance agreements and such.  They have legal title.  

· OR 2) mortgage or leasehold deed of trust given to Vender
· Commercial or non commercial – no deficiency allowed if TD given to a vender

· 2 different situations of a Leasehold Deed of Trust

· 1) Lender held TD

· LL of RP gives a long term lease to T1 (master tenant)

· Then T1 wants to borrow money

· T1 will give a trust deed on their interest in the long term lease to the bank as security for a note.

· 2) Below market leasehold TD

· Rationale: if a lease is below market and the tenant wants to get out then not just going to give away the lease, but take money for the below market lease.

· LL gave long term lease to master tenant

· Tenant 2 wants the lease

· T1 will assign the lease to T2, and T2 will execute a note in favor of T1 for the agreed upon price of the lease.

· As security for the note T2 will also give a leasehold deed of trust to T1 (VleaseholdPMTD)

· However – need LL consent if not stated that consent to assign is not needed in the lease.  

· Effects

· The existence of a TD to T1 does NOT make this transaction a sublease

· Not considered a reversionary interest

· T1 has now become a vender of the leasehold b/c she is selling the lease.  

· Cure: these types of agreement usually comes with a cure, in case the T1 defaults on obligation.  Cure agreement states that lender will pick up on the rents if T1 defaults. Otherwise, if T1 defaults and no cure agreement then LL will foreclose on property and lender’s security interest has vanished.  

·  OR 3) under a D on a mortgage on a dwelling where not more than 4 families live, which was given to a lender to secure payment for all or some of the purchase price of dwelling.  

· Makes a point of only precluding deficiency judgments under residential TDs.  

· NOTE – the security for the purchase money trust deed must be what is being bought – the exact piece of land that the d’or is taking the loan for.  

· Ex. vender is selling house on geologically unstable ground, then the vender says they’ll finance the sell, however the security has to be another house the d’or owns.  This is not considered a purchase money trust deed since it didn’t go to purchasing that particular house.  

· SOJL – A vender that takes back paper and subordinates (unless we’re talking about Spangler exception) cannot get a deficiency.

· Rationale: 1) they know the value of land at the time they sell the property and are willing to take a note back b/c they know no lender is going to finance the d’or since the property is overvalued; and 2) burden is put on vender not to overvalue.

· Different than 580d since SOJL in 580d who did not elect foreclosure is not barred by 580d.  

	
	Residential
	Commercial

	Vender
	No deficiency 
	No Deficiency

Exception: Spangler  

	Lender
	No deficiency
	Deficiency (not covered by 580b)


Waiver by Implication
RE-FINANCE

· General Rule: If d’or refinances a property (meaning – new note and new TD) then this is not considered a purchase money transaction and the Trust Deed is not given the characteristic of a purchase money trust deed, therefore 580b does NOT preclude d’or’s personal liability on deficiency. Dicta in Union Bank
· Rationale: None of the money is used for the actual purchase of a property, but merely paying off a loan that was used to purchase property.  580b protection does not extend into subsequent loan arrangements after the original loan for purchase the property, therefore not barred by 580b.  Union Bank
· Counter Argument: 

· 1) Re-financing is using money to pay off a loan which was used to buy property.  This is the same as if the lender took it upon themselves to assign the note then the second lender would be barred from a deficiency judgment b/c a) the TD keeps its character of being a purchase money TD, and b) nemo dot (the lender can’t give more rights than they have) (is this a correct use of nemo dot?)
· 2) it conforms to the rationale of why we have 580b in the first place.  When the economy is doing well, everyone refinances their place.  However, when there is then a downturn in the economy, people are defaulting and the re-fi lender is not barred from holding the d’or personally liable for a deficiency judgment – which in turn, aggravates the down turning economy.  

· NOTE – Schechter does not believe Union Bank is controlling on the re-fi situation

· 1) he believes it might be dicta b/c not necessary to holding b/c this is actually a 580d NJF situation

· 2) it was a 1-1-1 decision

DRAGNET CLAUSES

· Def: AKA “Future Advances Clause” – Documentation in original loan documents that states any future advances by the same lender will be secured by the same collateral.  

· Rationale: Gives protection to the lender by automatically securing every singe loan made out to the same d’or.  

· General Rule: 

· 2 Tests to decide what falls under the Dragnet Clause 

· 1) relationship of the loans test

· Factors:

· Look for interrelated funds

· Ex. did one loan go to pay off the first loan?

· If there is no interrelationship, then argument can be made that the parties did not intend the 2nd loan be secured by the 1st loan’s security

· 2) reliance on the security test

· If both notes are secured by the same collateral, then this shows intent that the notes were supposed to be combined under the dragnet clause, and actually be two parts to the same note.  

· Ex. if the bank made out a loan and didn’t ask for security for that loan, then the cts are going to see this as relying on the dragnet clause to make the security work for both notes.  

· Rationale for the tests: the bank knows or should know how much the security is worth and they should make an informed decision about the loans.  

· Ex. d’or is going to argue that the security did not secure the loan AND the credit card debt b/c a) there was no relationship b/w the loans, one loan was not created to pay off the other loan; and b) there was no intention of reliance on the security since the bank charged exorbitant interest rates.  

· Effects: 

· Whatever debts the d’or owes to the bank, when the d’or defaults on one of those obligations, then the bank is going to foreclose on the property and claim the property should be used to secure all of the other debts – the bank argues that they own more value in the property than merely the value of one of those debts (look on p. 10 of pictures).  

· As it relates to 580b/580d:
· 580b argument – in the case of security not being worth more than 2 notes

· lender for residential/vender will argue that the dragnet clause does not apply when the first loan was secured by a purchase money trust deed.  

· Rationale – Foreclosure on purchase money trust deed would preclude any deficiency judgment, therefore the lender/vender would not be able to hold d’or personally liable for what he owes for the second loan if the dragnet clause applies.  

· 580d argument – in the case of security not being worth more than 2 notes

· if the security was RP and it was non-judicially foreclosed, then the c’or will argue that the dragnet clause does not apply.

· Rationale – b/c if it did then both loans would be secured by the same property and no deficiency would result.  

· IF the security had more equity than both notes combined, then c’or will argue that dragnet clause is effective – Rationale: so they could use same security to satisfy both notes and not have one unsecured.  

· Different than the “After Acquired Property Clause”: After acquired property clause is a clause contained in the original loan documentation stating that any property acquired by the d’or after the execution of the loan will be used as collateral for the existing note.  This is to offer lender protection by adding security.  

· Merger Argument
· Union – the ct used the doctrine of merger to merge the two liens as being the same, since one was a greater lien and one was lesser.

· Schechter disagrees – this is not a case of greater/lesser estates, instead they are equal estate since they are both loans (regardless if one is worth more than the other). This would be like saying a single landowner could not have multiple different easements across the same land.  

· Artificial Fractionalization:

· Scenario: Sometimes in order to avoid 580d deficiency preclusion, the c’or will artificially fractionalize their debt by splitting it off into two notes secured by two different trust deeds.  Then when the bank NJFs on the first TD, the bank will claim they are a sold out junior lien holder and be able to hold the d’or personally liable for the amt of the second note.

· Cts got wise: they saw this as an end run around the 580d deficiency protections and the cts are forced to look at the underlying intention/transactions.   

SPANGLER EXCEPTION:

· Scenario:  The owners of the property realize their property would be worth more if they sold it to a developer who would completely change the use of the property from residential to commercial.  However, the owners don’t want to take on such project themselves b/c not enough know how.  So they make a deal with a developer for the developer to buy the property at a higher price than it would have sold for, so long as they subordinate their TD in favor of a construction loan.  

· Exception to 580b preclusion from deficiency judgment of vender held purchase monies: If there is a change in use to the property, and the vender subordinates to a construction loan TD, then in the event the d’or defaults, the lender is allowed to hold the d’or personally liable for the deficiency of the note.

· Elements: (as articulated in DeBerard
· Spangler’s rule is limited to situations where:

· A) property’s anticipated post sale use requires and results in construction financing that dwarf’s property’s value at time of sale

· B) Purchaser has to be in a better position than vender to assess property’s possible value and risks 

· C) The risk of failure of commercial development is unfairly thrust upon the vender – including its development and financing

· Rationale: 580b protects venders from overvaluing their property.  Usually it is the value of the security that shows the true worth of the property.  However:

· 1)in a construction/change of use scenario, the vender does not know the value of their property.  

· 2) the vender is not in a position to control the outcome, they have to rely on the d’or to turn a profit.  So the policy of 580b does not make sense in this instance.

· 3) usually for a vender, it should be a red flag on overvaluation of the property that the d’or is unable to get sufficient financing to cover the cost. However, this does not apply in change of use b/c the property is definitely not worth the amt it has a potential to be worth.    

· 4) when the legislature made an exception to commercial property in the situation of vender held purchase money trust deeds, this means the legislature was intended different rules for commercial property.  Therefore, Spangler should be an exception to the usual rule precluding deficiency in vender held purchase money for commercial property transactions.  

Union Bank v. Wendland:  The bank made out three loans to d’or, and secured the first and third loans with a first and second trust deed on the same property.  The first note contained a dragnet clause which made the property security for all additional loans.  Then the bank foreclosed on the first trust deed and tried to go after d’or for the second TD since it was unsecured.  Held: 1) Re-fi does not hold same characteristic as purchase money; 2) the dragnet clause made the real property security for the third note, therefore, when bank foreclosed they 580d precluded themselves from obtaining personal liability on the d’or b/c the second note was seen as a deficiency judgment; 3) there was a merging of the greater and lesser “estates” meaning loans.

Spangler v. Memel: The owners of the property wanted to turn it into a commercial property so they sold it to a developer, taking back a note and agreeing to subordinate it to a construction loan.  Held: Although the general rule is that there is no deficiency allowed on a vender held purchase money transaction, this is an exception since it is a construction loan and the rationales of precluding deficiency under 580b do not apply.  

Expressed Waiver
WORKOUT AGREEMENT:

· Effect: a waiver in a workout agreement of 580b is not valid

· Rationale: A waiver, even in a workout agreement, would circumvent public policy of 580b.  

· This is NOT like the Spangler exception. 

· 1) the property stays exactly the same

· even though there is a change in the terms, the property stays the same

· 2) 580b does not distinguish b/w sophisticated purchasers and borrowers

· 3) this is for the legislature to take up, if they want to abrogate Spangler.  

· Spangler does NOT extend construction scenario exception to waivers/modifications of a note.  

CHOICE OF LAW PROVISIONS:

· General Rule: 580b (and other anti-deficiency statutes) are considered fundamental policy statutes which have strong legislative and public policies backing them up, therefore usually a choice of law provision would not be held valid.

· Exception: Guardian Savings and Loan –

· 1) this transaction didn’t involve sale of a home, it was commercial property

· 2) equitable risk allocation – the purpose of 580b is to equalize the risk, however, this does not apply when there are sophisticated negotiations and their rights and duties were established by a choice of law agreement.  

· Although CA has a great interest in the transactions taking place w/in the state, the 580b/anti-deficiency statutes are meant to equalize and if the parties have already negotiated another state’s laws – then this is allowed

· 3) primary objective of 580b to not aggravate down turning economy is lessend in importance when both entities are from outside the state.  

· B/c of these 3 reasons, CA’s interest would not be materially greater than the interest of another state in governing the K b/w their citizens.  

DeBerard: There was a forebearance workout agreement and in that agreement the lenders made d’ors sign a 580b waiver.  Held: circumvention of public policy, therefore waiver not valid.  

Recharacterization

TRANSMUTATION OF STATUS: Becoming a Vender

· General Rule: Cts tend to read vender status very broadly. 

· Factors in becoming a vender: look for Indicia of Knowledge of Overvaluation
· 1) Being an active participant and necessary party to the transfer of property - even if not owner of the property (therefore not really a vender) at the time the d’or transferred the property to someone else.  

· Factors

· In Shepherd – the ct said since the note and trust deed given to Shepherd was necessary for the transfer to go through (b/c it was necessary for the purchase price of the property)

· In Shepherd – he did not enforce a due on sale clause when he found out the property was being transferred to someone new.  

· however, not sufficient by itself – Shepherd
· 2) choosing to assist d’or in purchasing property by doing anything instead of foreclosing

· even if foreclosing means loss of security and no money back.  

· By lowering amt of cash out and increasing amt of debt to yourself to facilitate transfer of property 

· OR lowering interest rate

· 3) goes along with policy

· In Shepherd – the Shepherds had knowledge that the bank wasn’t giving them enough to cover the property, therefore knew it was overvalued.  AND they consented to giving more in order to make the loan go through.  

· 4) consent
· In Shepherd – he consented to the transferring of the property
· The ct seems very focused on this factor b/c they might have been being results driven
· In general – when a SOJL is making deals making it possible for the d’or to enter into a new agreement that could resuscitate the SOJL’s investment, then it is more like a vender than a 3rd party.  
· Surety Argument

· Shepherd in Shepherd made argument that since Edington signed on the note and then transferred his property, that he stands as a surety and therefore not barred by 580b.

· This is a bad argument since Edington was already liable.  

· However, ct said in order for there to be a suretyship, the agreement had to evidence an intent to create such a K.  

· AND it would be a sham g’y since Edington was already liable on the K since he is the original d’or.

· Re-finance Argument

· A vender could argue that when they re-finance a note that this would get rid of the vender status on a PMTD

· Rationale – If Wendland is read broadly, that a re-fi makes a PM lose its characteristic, then a VPM would suffer the same fate.  

· Effect: 

· Work out agreements are discouraged

· Since anyone and their mom can be found as a vender when there’s a workout agreement.  – Costanzo.  

TRANSMUTATION OF CHARACTER: Becoming a Purchase Money Trust Deed

· General Rule: 
· 1) If a non-purchase money loan later becomes part of purchase price of property, then the character of the loan is transmuted into a purchase money trust deed. – LaForgia
· 2) Venders who participate and receive trust deeds in return for their participation transmute those TDs into purchase money trust deeds - Costanzo
· 3) A purchase money loan does not lose its character simply b/c there are few changes in terms and a new maker substituted - Costanzo 

· Note – it doesn’t matter if the note was taken subject to or assuming, this does not change the character of the note.  

· However – LaForgia stands on shaky ground only b/c there is no real authority to stand for such transmutation.  AND it kind of goes against the reasoning of Wendland (re-fi means losing purchase money status).  

BECOMING A PROTECTED PARTY
· General Rule: If a party becomes a vender with a purchase money trust deed, then if you owe any personal liability on that debt, you are protected from deficiency under 580b (so long as it doesn’t fall into the Spangler exception)  

· NOTE – even if there has not yet been a foreclosure, as a protected party, you’re protected from anyone else trying to get money off of you. - Frangipani
Shepherd v. Robinson: Shepherd sold their property to Edington and Edington executed a VPMTD for Shepherd.  Then the property began losing money and Edington was looking for someone else to buy the property otherwise he would let Shepherd foreclose.  So then Robinson said he could possibly get financing for the loan.  So then Edington and Robinson struck a deal where Edington would give Robinson 1/3 of the property, and then Robinson would go get the property re-financed and pay off debt to Shepherd, and then Edintgon would transfer the rest of the property to Robinson.  So then R & E got financing from Fidelity bank.  They were able to secure 225K, however, there were other costs that were associated with the transaction.  So Shepherd agreed to charge more for the property but also agreed to take less cash and take a promissory note on the property in order to facilitate the sale since the bank asked that there be improvements to the property and R/E wouldn’t have had enough money for those improvements by paying Shepherd the cash he originally demanded.  But then Robinson defaulted on the note and Fidelity foreclosed, thereby extinguishing the security used for the most recent note of re-fi made for the benefit of Shepherd.  Shepherd is now suing Robinson for the balance on that note.  Held: The definition of a vender is read very broadly.  These are the characteristics for a vendor: 1) he was a necessary participant for the d’or’s to acquire the property from another (however, this is not sufficient by itself); 2) Shepherd had the choice to insulate himself by foreclosing on the property, but instead, he wanted to assist another in purchasing the property by lowering his cash out amount, and therefore chose to “sell” the property instead of foreclose.   

LaForgia v. Kolsky: The d’or defaults after securing property with three different lenders.  So LaForgia and Kolsky (two of the venders) enter into an agreement to get the property out of bankruptcy.  In the agreement Kolsky would be giving the bank money, a note and TD in favor of LaForgia, and a note and TD in favor of the original d’or.  Then Kolsky defaulted, and the bank foreclosed.  LaForgia tries to go after Kolsky for the balance on their note.  Held: LaForgia was an active participant in transferring the property out of bankruptcy and into Kolsky’s hands by being willing to take a new TD instead of asking for payment and because he consented.  Therefore he is considered a vender.  And LaForgia lowered the interest rate.  And he knew of the overvaluation since he had to take money back in order to get it out of bankruptcy.  AND it is considered a purchase money note since it helped Kolsky purchase the property from bankruptcy proceeding.   

Costanzo: Costanzo transferred property to Carter/Miller who transferred it to 4-plex who then transferred it to Tomanek.  And Tomanek bought it by getting a loan from World.  Then he took that money and tried to pay off Carter/Miller and 4-plex.  However, it was insufficient to pay them off, therefore Carter/Miller took back 11 junior TDs. Then Tomanek transferred property to Ganguly who assumed the obligations.  Then World foreclosed on them and Carter/Miller going after their deficiencies.  Held: Carter/Miller actively participated and facilitated the transferring of property to Tomanek b/c didn’t ask for full amt and made concessions when Tomanek got funds from World.  And they could have foreclosed but chose not to, therefore they are considered venders.  And this is a purchase money trust deed b/c of the vender’s participation in buying the property.  AND most importantly – the purposes of 580b are advanced by precluding a deficiency from Carter/Miller since they knew of the overvaluation of the property.  2 arguments – Costanzo as a vender himself b/c of his participation and the fact that Costanzo was assigned the VPMTDs and they did not lose their characteristic.  

Family Mortgage: ESB re-financed G’s note.  G kept defaulting and ESB kept making arrangements/forbearance agreements.  Finally one of ESB’s subsidiaries entered into a LLC with G.  G’s capital contribution was to transfer property to the LLC for purposes of fixing it up and selling it.  The subsid’s contribution was to forgive the debt.  Held: ESB becomes a vender in this agreement b/c they consented to the property being transferred to the LLC.  NOTE – this type of agreement could be seen as an attempt at circumvention of the anti-deficiency statutes.  By transferring the property to an LLC, where the secured party controls sale, it might open up the d’or to a “deficiency” b/c if sale is not enough to cover, then secured party can go after d’or for the balance since there has been no foreclosure to trigger the anti-deficiency statutes.  

Scope of Sanction:
· General Rule: 
· IF separate part of purchase price is a) represented by separate promissory note, and b) secured by separate real property – anti-deficiency statutes are not invoked until all security is exhausted and lender going after personal liability.  

· FLIP: if there is 1 note that is secured by 3 different TDs then once a vender forecloses on a VPMTD, then they are barred from deficiency, which means that they cannot then go after the other secured property b/c that would be seen as a deficiency.

· Rationale: 1) the note was made for the purchase of property, therefore this contaminates the TDs that are securing the property; and 2) vender is overvaluating the property therefore should be barred.  

· There is a big discrepancy in notes regarding this and 726 b/c 726 says you can serially foreclose on anything that has already been bid as security, however, in this example 580b is barring that rule.  

· Counter Argument: Anti-deficiency statutes protect against overvaluation.  However, this is exactly what the lender is doing when they ask for more security for the note instead of the just the property.  Seems like a circumvention of the statute.  

· Original D’or – cannot go after d’or 2 for money that the original d’or paid to the VPMTD holder who was about to foreclose b/c d’or 2 was defaulting.  

· Rationale: this would be seen as a circumvention of the antideficiency statutes since neither the original d’or, nor d’or 2, would be liable for deficiency.  And if vender can’t go after them, then original d’or and d’or 2 are precluded from going after one another 

· G’ors are precluded from going against d’ors if they have executed a VPMTD.  

· The Gradsky defense does NOT protect if g’or didn’t have any rights to a deficiency anyway b/c precluded under 580b.  

Hodges: Hodges and Mark enter into purchase/sale agreement for an apartment building.  The purchase price was divided into severable pieces and then secured with TDs to different bits of property.  Then Mark NJFed on one security not the apartment building that the loan was for.  Then tried to foreclose on other security.  Held: Anti-deficiency provisions are not triggered when there are separate promissory notes that are secured by separate real property that are foreclosed upon.  

Frangipani: Frangipani executed a VPMTD in favor of Latimer.  Then transferred property to Boecker.  Boecker defaulted and Latimer threatened to foreclose.  Frangipani then executed a 10K note so wouldn’t foreclose so it wouldn’t go on their credit since they’re the original d’ors. Frangipani then tried to go after Boecker for amt.  Held: The note was taken subject to since if there is a discrepancy b/w the Ks then the latter is seen as holding.  Frangipani, nor Boecker, were liable in event of foreclosure for any deficiency, and allowing Frangipani to go after Boecker would be a circumvention of the statute since Latimer only has to exert pressure on Frangipani to get the “deficiency” against Boecker and Frangipani.  Alternatives: Frangipani could have sued on breach of K (if they had an indemnity K), however, this would be seen as a disguised endrun around 580b.  What about a tortious breach claim, that Boecker had an agreement and intentionally violated agreement to pay Boecker, but they would have to prove fraud.  Frangipani could have made Boecker give him a note for the amt.  (Effects: Frangipani would become a vender, this could be construed as a post default waiver prohibited by DeBerard, if it merged with existing note then 580b would bar).  

Bauman v. Castle: D/S/C bought Redwood from vender Bauman.  They gave cash for purchase price, but then D/S/C (the g’ors) also assigned a note and TD that they had on Mountain view as security.  Gillipsie’s still own Mountain View, but they executed a note and VPMTD in favor of Gron.  Gron then assigned the n/TD to New Castle, who assigned it to D/S/C, who then assigned it to Bauman, w/recourse, as security.  Then D/S/C signed a g’y to Bauman w/some weak ass Gradsky waiver (“waiver of rights against security provided by principal d’or, and agreement that P may proceed against then directly/independently of the d’ors).  Gillipsie defaulted and Bauman foreclosed on Mountain View, then tried to go after D/S/C for deficiency.  Discussion: 1) the TD that was assigned originally started as a VPMTD, and did not lose its status when it was assigned to Bauman, 2) D/S/C are the holders of the note and VPMTD, and they assigned it with recourse, therefore, this is a sham g’y since they would already be liable on the note, 3) D/S/C are holders of the note and VPMTD through assignment therefore foreclosure on Mountain View would bar deficiency against them; and 4) Gillipsie owned Mountain View, therefore they are also protected under 580b from a foreclosure on Mountain View.  Are these things right? Held: D/S/C claims that since Bauman elected NJF, this destroyed their subrogation rights and therefore Bauman is precluded from going against them, a la Gradsky.  Bauman claims that 580b barred D/S/C from going after Gillipsie anyway b/c of the VPMTD, therefore, NJF did not destroy any rights, and Bauman can go after D/S/C for their g’y of the note.  VPMTD stays a VPMTD, however, this does not count when it is assigned as security of property that was not the property that was being bought at that time.  The g’or was g’ying a note that was assigned, and therefore the g’or is barred against the principal obligor who is the person giving the note.  

726

Statute:

· “There can only be one for of action for the recovery of debt or enforcement of any right secured by mortgage upon real property or estate for years”

· developed mostly by case law

·  Security first Rule: the c’or must proceed against the security first before proceeding against any other assets of the d’or. 

· How security first came about from the statute:  

· 726 part of statutory scheme that requires secured c’or to proceed against security before enforcing underlying debt.  

· (b) FMV hearing – in the event deficiency is not waived or prohibited then c’or admits the value at the time of sale

· (c) duly recorded

· Application:

· Dual Action

· 1) Affirmative Defense

· D’or can claim as an affirmative defense, in their answer, to the bank’s attempt at claiming other assets

· Then bank would be forced to go after security

· Important Note: not invoking 

· 2) Sanction

· If bank proceeds against d’or’s other assets, and gets if far enough along the specturm on those assets or an involuntary lien, then d’or can claim a violation of 726 rule and consequentially an extinguishment of the TD.  

· ONLY applies to RP debts

· Rules:

· 1) if the lender brings a JF, and there are additional security for the collateral, then they can only bring one action to get their debt, and therefore must include all security into that one JF

· 2) if the bank NJFs, then serial NJFs can take place since this is not considered an action and there is no violation of the security first rule since all security for note.

· 3) if there are two separate c’ors with TDs on the same property, then even though it used to be under the same lender but has subsequently been assigned, 726 does not bar actions taken against those in separate actions, so long as no other evidence to show scheme to circumvent statute.    

· Rationale: 

· 1) Protection of d’or from having to defend against multiplicity of actions 

· this would drain the d’or from being able to fight since tie up funds

· 2) require exhaustion of the security b/f other assets are grabbed so c’ors see security as primary fund for payment of debt

· 3) compel a competitive bidding to test value of security

· Consequences: 
· Extinguishment of lien

· NO extinguishment of debt

· Rationale – too Draconian.  

· Unless – it was an improper intentional set off (maybe the property is contaminated and they would rather have the money), then 726 can be used as a shield and they would lose the underlying debt.  

· If other d’ors were liable on the same security, then if bank proceeds against one d’or, the lien on that security is extinguished as to all the d’ors.  

· Rationale for other d’ors – they are beneficiaries of bank’s error (also there are practical issues when lien only extinguished to one pner)  

Conduct w/in One Action Rule

· Def. Action: §22 Civil Code – action is an ordinary proceeding in court of justice by which one prosecutes another.

· Spectrum: The ct is forced to decide what is considered a serious enough “action” to invoke the sanction aspect of 726

· No Sanction imposed

· 1) set-off – not even considered an action

· 2) filing a suit – not sufficient 

· 3) no remedy achieved

· not sufficient to invoke sanction

· Counter-argument – still making d’or defend multiple law suits not involving the security

· 4) Non-judicial foreclosure

· not considered an action

· Sanctions

· 1) writ of attachment obtained on other assets when suit filed

· 2) judgment on the asset for the lender 

· 3) personal judgment against d’or

· these are both considered remedies achieved, and under doctrine of election of remedies – the c’or is precluded either by estoppel or res judicata from going after the security.  

· IFFY

· What about an action in another state’s cts, does this count as an action? (Q came up in Dreyfuss).  

· Example

· 1) proceeding in court whereby the ct either a) renders a judgment regarding d’or’s other assets or b) the c’or gets a judicial lien (i.e. writ of attachment) on the other assets.

· Election of Remedies Doctrine: 
· If conduct of c’or amts to an election of remedies other than foreclosure, then this could invoke the sanction of loss of security.

· Election of remedies occurs in 2 ways

· 1) Doctrine of estoppel

· This is invoked when , if the ct permits the P from seeking an alternative remedy then it will prejudice or have a substantial injurious effect on the D

· Ex. writ of attachment

· Attachment of property other than what is security is seen as the c’or’s election of the remedy they want, and therefore their lien on security extinguishes

· 2) res judicata

· when there is a final judgment on a claim involving the security, and this is seen as barring the c’or from then going after the security.

· ~ the no harm no foul rule

· Ex. when there is an action in tort and K for the same thing, then if the tort goes to judgment, the K claim is waived.  

· Rationale: by taking action against the other assets, the d’or is forced to defend in ct regarding all assets, and this handcuffs the d’or.  

· Special Case: Does NOT bar a SOJL from going after the d’or after senior lender judicially foreclosed on property – even if those two TDs originated from the same source, if there is no other evidence of a scheme of circumvention of statute.  

· NOTE –bad argument – merger doctrine b/w two deeds

· National Enterprises: disagreed strongly with Wendland, for four reasons, i.e., (1) the language of the dragnet clause, (2) the dubious precedential value of the split opinion, (3) the substantive error of the merger discussion and Wendland (not greater and lesser estates), and (4) the refusal of any other court to follow Wendland on this point.

· Counter Argument: If it starts from the same lender

· 1) nemo dot

· if the note was assigned then the assignees can’t have more rights than the assignor has b/c the assignor would never be able to foreclose separately on the 2 TDs that are made out to her.

· 2) barred under res judicata, bar/merger rule, compulsory joinder.  

· Counter to Counter argument:
· If not allowed then too much burden on assignee of notes to research – so protection of secondary mortgage market.

Conduct w/in Security First Rule

· Setting off using bank accounts: This is a violation of 726 rule b/c the bank needs to proceed against the security before setting off the debt by freezing a bank account.  
· Rationale: a bank account is a d’or’s most liquid assets, freezing bank account deprives d’or of ability to use funds to pay atty to get money back.  
Standing to Invoke Rule
· 1) If you own real property and the bank is going after another asset (even if it’s a secured g’y)

· 2) 3rd party has right to invoke §726, when 3rd party has an interest in the security

· Rationale: 
· 1) another secured party’s actions have an impact on other secured party’s ability to recover

· c’or violating 726 and not being precluded from grabbing other assets is severely limiting the recover the other secured c’ors could have.  

· 2) Election of remedies

· if another c’or takes another action to judgment on the d’or’s other assets, then they have elected their choice of remedies and are barred.  

· ex. O’Neil – senior lien holders assert 726 as affirmative defense to foreclosure proceeding by junior lien holders.  

· Maybe even unsecured parties since the reasoning for secured parties is similar – O’Neil.  

· 3) Guarantor can invoke 726 when secured party goes after the g’or’s personal assets instead of the security and the g’or and the d’or are one in the same.  – In re Prestige
· Look at hypo below – 2 arguments g’or can make

· 1) If dragnet clause, then argument that property is also securing g’y

· 2) sham hypothecation argument – g’or still has interest in property.  

Security Pacific v. Wozab: Wozabs have a corporation that loaned out money from the bank.  They executed g’ys that were secured by their RP.  They also had a checking account with the bank. The bank thought they were going to declare bankruptcy so they froze their bank account and used money as set off for part of debt.  Then proceeded against them for rest of it, Wozab’s claimed 726 as a sanction saying that since they proceeded against bank account, then they lose security and underlying debt.  Held: Set off not considered an action, however, did violate security first rule.  However, does not mean extinguishment of underlying debt since that would be Draconian.  

Shin v. Korea First Bank: the bank proceeded an action in Korea against one of the d’ors and got a writ of attachment, but no judgment, against another asset in Korea.  The d’ors are now using 726 as a sanction in the proceeding against their security.  Held: 1) even if no judgment, the attachment liens are a violation of 726 since they achieve the same purpose as a judgment, which is handcuffing the d’or and making it difficult to defend the lawsuit, 2) the lien is extinguished as to the other d’ors using the same security.  

Kirkpatrick v. West America Bank: The d’or executes a LPMTD in favor of bank.  Then there are negotiations and term changes to facilitate developing and selling condos, and the d’or enters into a K with bank on performance. The d’or did not perform so lender is suing them for breach of K damages.  The d’or files for SJ and it is granted in their favor.  Then d’or filed new action of declaration saying lender waives security interest since violation of 726 one action rule.  Held: 1) since the first claims did not go to judgment AND there was not substantial prejudice b/c it was a SJ claim and the ct said D would have expended the same amt going through a foreclosure proceeding, this is not considered an action that would invoke the sanction of loss of lien.  Fairness in sanction: It would have been a Draconian outcome since it was a nonrecourse loan and therefore, even though they never got anything from the breaches, by taking away the lien then there would be pay back for the loan for the bank.  Moral: If you’re going after anything, even breach of K, then you better do a foreclosure proceeding also.  

National Enterprise: CSB were the original lenders and they had two TDs made at separate times for the same lender.  Then CSB went through bankruptcy and the notes were assigned to two different other lenders.  Then one lender JFed and the other lender made an action to go after the amt of note since their security was exhausted.  Held: 726 does not bar the SOJL since they are two different c’ors, even if they have the same property as security.  This is so long there’s not evidence of a scheme of circumvention.  Also the dragnet clause was not invoked, therefore, it was not as if the two TDs merged, so the fact they were two separate TDs that were eventually assigned is important.      

O’Neil: Rancho executed a TD in favor of JC.  Then Rancho formed a pship with Barclays, and that Pship took out another loan from Refinancers.  JC subordinated their loans to Refinancer’s loans.  Defaulted on both loans.  JC filed suit for default against Rancho/Barclay and obtained a judgment against them.  Then JC tried to then foreclose on the property.  Refinancers invoked 726 to preclude them from foreclosing on the property.  Held: Refinancers do have standing to invoke 726 since: 1) JC’s actions would limit Refinancers interest in the security; 2) JC already elected their remedy; and 3) the judgment that JC obtained merged into their note, so the obligation to be paid under that note is actually the date the judgment came down and would not relate back to the date the note was executed.  No case has ever held that the sanction aspect of 726 could be waived, so it’s still out for the jury.  However, even if the waiver was effective as to the d’or this does not mean that it is effective as to others that have an interest in the property.  They have their own interest in the property and therefore 726 waivers must be signed by them since they are third party beneficiaries.    

In re Prestige: Prestige bought a car wash business from East Bay and they had a ground lease that they assigned to Prestige as part of the business deal.  Prestige made a note to East bay and a lease hold TD.  Since they were the ones selling the lease and car wash business then they are venders.  Prestige was a limited Pship, and their general was Mesa. Mesa’s general was Brassfield and Brassfiled was the g’or.  Then East Bay got a TRO on Brassfield’s assets.  Brassfield invokes 726 saying that now East Bay is precluded from going after security.  Held: general pship’s assets are the same as d’or pship’s assets therefore East Bay loses.  

Hypo: Corporation executes a TD in favor of the lender.  The TD has a dragnet clause whereby it secures all obligations with that security.  There is a g’or and they give a g’y to the lender.  2 scenarios: 1) argument that the TD secures both g’or’s obligations and the corporation’s obligations, therefore, if the lender goes after the g’or they’ll have to make a move on the security otherwise violation of 726; 2) sham hypothecation argument – the g’or claims that the lender is the one who structured the deal and that the g’or still owns an interest in the RP since they are SH of the corporation, therefore if going against g’or then need to foreclose on property otherwise 726 problem.   

580a – Fair Limitations Statute

· Statute: 

· The amt recoverable under a deficiency is limited to:

· The amt of debt 

· OVER either the:

· Fair market value of property OR selling price at foreclosure sale

· Whichever is lesser
· However, never more than the amt of debt minus the selling price.  

· Fair Market Value

· Determined by looking at comparable values of same property sold at the same time as foreclosure.  

· Application:

· ONLY applies to c’or who purchases at the foreclosure sale

· Rationale: b/c the SOJL that does not purchase is in no risk of doubly recovering.  It is only triggered when the SOJL purchases the property where double recovery by the property and then a deficiency is triggered.  

· Counter Argument – has been read to apply only to the c’or actually foreclosing, but ct in Heller decides against this since those c’ors are barred from deficiency anyway b/c of the advent of 580d

· FMV limit does NOT apply to foreclosed upon security in an NJF to the foreclosing c’or who is serially foreclosing on all security pledged

· Situation – Dreyfuss
· Rationale: (ct’s rationale)

· 1) borrower could make a counter sale

· Rationale as to why FMV limitation does not apply in a NJF serial foreclosure situation.  

· Also, if the cts stepped in every time then it would turn the NJF into a JF.  

· counter – the d’or doesn’t have the money

· 2) expressed terms of statute (“whenever a money judgment is sought for the balance…”) only applies to personal judgment against the d’or (not in a already pledged security situation).  

· If the legislature doesn’t like this ct’s decision then amend the statute

· 3) Legislature enacted d’or protection provisions mandating minimum bidding at NJF on the d’or’s dwelling – however, failed to change 580a – therefore legislature intended this rule to be in place

· Counter Argument – this is exactly the problem 580a was meant to address.

· If c’or forecloses below FMV, then gets double recovery if no FMV limit when they foreclose on the other already pledged assets

· Exception: when there is irregularity in the NJF (i.e. inadequate advertising) then the disparity b/w sale price and value of property is a factor in determining whether to set aside the sale.  – HN 6/7 Dreyfuss
· However, mere inadequacy of price is not sufficient.  

· Rationale: 
· 1) If this was not the rule then the SOJL c’or would bid very low at foreclosure sale, collect huge deficiency and then turn around and sell it at the FMV and be able to double collect.  

· Example:

· 300K is amt of debt

· FMV is 200K, therefore deficiency would be 100K

· Amt bid at foreclosure sale is 150K, deficiency would be 150K

· And the c’or is always going to bid lower than FMV

· Corollary in 726(b):
· In the context of a judicial foreclosure
· D’or has right during JF to contest the sale price to show it was below FMV

· Therefore, this is a way to limit the deficiency

· IF d’or wants to redeem then only have to pay the sale price

· Therefore, this is incentive to bidder to not make it too low during foreclosure.  

· Effects:
· The junior is coming up w/fresh cash to pay at the foreclosure sale.

· But the amt of deficiency they actually recover will be limited by the FMV rule

· And FMV is unpredictable

· So juniors are discouraged from bidding at the foreclosure sale since their bid might be too low and they won’t get paid back for their debt and they’ll have to come up with fresh cash for the senior lien holder.

· Therefore, the ct is discouraging the most motivated bidder

· Then the sale price at the foreclosure sale will be even lower than the junior would have bid on it. 

· So then the junior would really be sold out since no more equity left in the property.  But couldn’t the junior still go after the d’or for the amt that’s left on the debt?  Regardless of who bids…
Heller: Heller is a junior lien holder that bought at an NJF that the senior lien holder initiated. She bought for a little bit above the amt of debt of the senior and then went after d’or for deficiency on her note.  Blox’s argument is that Heller bought at FMV of the property, therefore deficiency is not possible.  Held: 1) Heller, as a SOJL, is not barred by 580d since she did not elect the NJF. 2) 580a does apply to her since she’s the bidder at the foreclosure sale and her deficiency is limited to the amt of debt over the FMV of the property (or the amt of bid), whichever is a lesser recovery for her.  

Dreyfuss: There were numerous pieces of property as security and TDs executed for the same note.  After NJF of one of the properties the c’or then foreclosed upon one of the other properties using a JF, and the foreclosed on the other property using an NJF.  Held: the c’or is allowed to foreclose in any way they want on the properties that were already pledged as security since it is not considered a form of deficiency, and FMV does not apply to the NJF since FMV limitation under 580a only applies to actions for personal liability of the d’or.  

Recording and Priority

· General Rule – 

· common law – first in time, first in right

· Recording statute

· One who records first is senior

· Purchase Money Statute - §2898 – if in one breath with other TDs takes priority

· Limitation – subject to operation of recording laws 

· Exception – 

· Subordination agreements 

· 1) who has the authority to sign off on a subordination agreement?

· Recording statute rules

· If the subsequent purchaser/encumbrancer in good faith and for value who first rec’ds then takes interest free and clear of unrecorded interests.

· Both mixed together – in AAA
· In the absence of conflicting knowledge, a good faith encumbrancer, for value, is entitled to rely on rec’ded chain of title in determining from whom he needs to obtain a subordination agreement in order to establish his lien as first priority deed of trust.

· Good faith

·  1) see the rec’d state of title for what it is objectively, no rose colored glasses allowed

· 2) if stuff comes from outside the rec’d chain, then they can’t ignore it

· 3) If there is a recorded assignment of the note/TD that stated it is a “collateral assignment” OR escrow instruction identifying assignment as ‘collaterally assigned” then this puts encumbrancers on inquiry notice and they must investigate the actual assignment and whether this is giving actual authority to the assignee of the note/TD.  - AAA
· 4) Escrow agent’s knowledge

· General Rule – knowledge acquired by agent w/in course and scope of agency is imputed to principal. (Rationale – agenty will disclose to principal that which he is obligated to disclose).

· Extension

· If the escrow agent is the agent for both parties in a transaction, then knowledge is imputed to both parties

· Limitation

· Knowledge is not imputed to a party who has the same escrow agent to an earlier transaction if they were not part of that transaction.

· I.e – A and B had same escrow agent, Bob.  Then A and C enter into escrow w/Bob.  Knowledge can be imputed to A, however, cannot be imputed to C.        

· For Value

· Taken or purchased a lien and parted w/something of value in consideration thereof

· Timing

· The date of the execution of the TD

· If the TD is assigned, then the date of the execution of the original TD is used, not the date of the assignment.  

· Special Case of collateralized assignments:
· Scenario – 

· A d’or either has another piece of RP OR the lender/vender releases a portion of the d’or’s security interest.  The d’or then sells that security interest, taking back a note and a TD.  Then the d’or can use this note and TD as collateral/security for their obligation to the lender/vender.  So the d’or performs a collateralized assignment, where the d’or assigns the interest in the note and TD. The note and TD are considered a bundle.  And this bundle is an asset in the hands of the d’or since there’s value in having a note/TD from someone else.   

· Elements

· 1) the d’or is named payee on the note

· 2) the d’or is the named beneficiary of the TD

· For that reason – this is considered an Article 9 transaction.  Might look like a RP transaction but its not, its considered personal property

· Rationale – the d’or never loses their interest since its their name on the note/TD.  

· Effects

· 1) the assignee of the collateralized assignment has no right to subordinate the TD for the assignor before a default

· after default – different story since the security interest vests.  

· Exception: can K around this by having agreement to sell/release or subordinate.  

· 2) It would most likely NOT be sufficient to merely record the bundle in order to perfect the security – would need some sort of taking of possession of the paper. 

· 3) Anti-deficiency does not apply since its Article 9 stuff.  

· 4) the bank has a lien on the bundle, whereas the d’or has a lien on the remote d’ors TD.  

· Special Case: D’or repurchasing property – Reattachment of Lien Doctrine
· General Rule: If there are two or more TDs on a RP and the senior lien holder forecloses, then the junior lien holder’s TD/lien is extinguished. However: if the d’or buys back the property, then the 2nd lien reattaches

· Rationale: the second line reattaches b/c otherwise, there would be too much incentive for collusion.  Ex – the d’or allows the senior lien holder to foreclose, then the junior’s lien is extinguished so only can go after personal liability of d’or, then the d’or re-purchases the property w/out the second lien.  So the second lien holder is still w/out security and the d’or has the property.  

· Priority: 


· General Rule – the lien holder who is lending the d’or money to repurchase the property has the first lien.

· Even though the second lien reattaches, it does so as junior to this first lien

· Counter Argument: 
· Goes against rec’d rules

· 1) junior’s is first in time

· and 2) junior’s is recorded first

· Rationale - Policy: 
· 1) if it wasn’t for the first lien that facilitated the buying of property for the d’or then the second’s lien would never reattach b/c there would be no property to reattach to.    

· 2) junior lien holder was extinguished, therefore, even if TD was rec’d it was extinguished therefore timing doesn’t matter

· 3) the second buyer was a bfp for v 

· although even if they weren’t they would still have priority – so this doesn’t matter at all.

· Analogy to Estoppel by Deed/after acquired property:

· O to A, X to O, O can’t claim there was no property to give A

· Special Case – of  a Judgment Lien
· CA case law – judgment lien holder is junior in the event that the d’or does not own property at the time of the granting of the lien, but then acquires property by getting a loan and then executing a TD in favor of the bank.  So the Q is who is senior and CA says, for all aforementioned reasons, the bank is senior

· ALSO – if the bank wasn’t senior then the bank would never give a PMTD and therefore the d’or would never be able to acquire property and that would harm the judgment lien holder anyway.  

· Equitable Subrogation
· Scenario - In the event of a refinance – the re-fi person comes in and takes pays out the first note/TD holder and it looks like a new TD and note is made in favor of the re-fi person

· NOTE – Re-fis shouldn’t do this but just take an assignment of the note so that they keep their position.

· Equitable subrogation Doctrine

· Where the new note and TD by the re fi should take a junior position – it does not b/c the cts find this doctrine to be controlling.

· In this doctrine, the re-fi is considered subrogated to the first note/TD holder, thereby keeping the first TD holder’s position.

· Rationale – equitable, so it’s fair

AAA v. Frisione: AAA sold  part of the secured property (that the original vender released) to Greenwood.  This was done in an escrow, where Greenwood would execute a VPMTD1 in favor of AAA and AAA would collaterally assign the bundle (note and TD) to Western.  Then Greenwood assigned w/an assumption to Sullivan.  This was done in escrow also.  Frisione was part of that escrow transaction since they were lending money to Sullivan to buy the property.  Sullivan executed a LPMTD for Frisione and Frisione made senior lienholders sign a subordination agreement.  AAA did not sign the subordination agreement, however, Western did. So when Sullivan defaulted AAA is asking for senior lien status over Frisione.   WHY is Sullivan’s VPMTD to Greenwood considered the third VPMTD.  Did Sullivan also give a VPMTD to AAA?  It thought it was just an assignment.  Also does the date of the recording of the TD control, or is it the date that it was signed over?  It wouldn’t lose status merely b/c it was assigned, right?  Held: 1) Western had not authority to sign a subordination agreement on the note and trust deed collateralized assignment since it was collateralized and Western only had rights as it in case AAA defaulted.  Security interest is vested upon default.  AAA is the beneficiary listed on TD and therefore the only one that can subordinate.  Does this mean that in a true assignment, the assignee of the TD can subordinate w/out the assignor’s permission?  And 2) Frisione was not a good faith encumbrancer, since in their deed it states that the assignment was collateralized, and therefore they knew or should have known Western had no real authority.

DMC v. Downey Savings: The d’or had two TDs out on property.  The senior c’or NJFed, which made the junior lien extinguish.  Then c’or repurchased the property by taking a loan out from Downey, and executing a TD in favor of Downey. Held: 1) the SOJL’s lien reattaches to the property, b/c otherwise it would be an incentive for collusion, and 2) the junior’s is still junior b/c it wouldn’t have been reattached had it not been for the loan of Downey.  

Hypo: O gives A a lien that is recorded.  X gives O the property and O gives Bank B the PMTD on the property.  Result: 1) A gets the lien b/c its recorded first and through estoppel by deed; 2) Bank B gets the lien b/c a) w/out their loan A would never get a lien on the property and b) A rec’d nada b/c there was no property to get a lien on.  

Subordination and Intercreditor Relationships
Changing into a Guarantor:

· General Rule: If c’or knows that its obligors have agreed b/w themselves that one will be principal on the note and one would be a g’or, then the latter is bound to the c’or – even if this intent is not evidenced in the written agreement and even if the written instruments appear that they are both principals. 

· Standard: objective

· How can you tell whether surety or co-obligor?
· 1) Surety is someone who promises to answer for the debts/default/miscarriage of another or hypothecates property.

· Suretyship Relationship – arises where 2 persons are obligated to the same obligee, who is only entitled to one performance b/w the two

· And one should ultimately bear the burden of the obligation.  

· Look for: When the debt is x amt, and there are two obligors on the K and one of them would satisfy the debt, however, the other security is being pledged by someone else for the debt.  Could be a sign…

· If structure looks like g’or then it will be g’or.  

· 2) ANY assignment w/assumption or non-recourse assignment of debt on the note secured by the RP that is being assigned, makes the assignor a g’or w/all the rights/defenses of a g’or

· Ex. d’or 1 executes a TD for lender.  D’or 1 then transfers that property.  D’or 2 gets property and assumes note, so now is owing the lender.  D’or 1 is then relegated to the position of a g’or since they are on the hook if d’or 2 defaults.  

· NOTE – if there was no assumption, they’re on the hook anyway and its still their note therefore they are not g’ors b/c the d’or 2 is not liable for anything.  

· Effect:
· 1) Gradsky problem/NJF

· If c’or NJFs on one property then they’ve effectively cut the surety from their rights against the d’or, therefore estopped from going after g’or for deficiency.

· If both are obligors – then can NJF on both properties to satisfy the one debt.

· 2) 726

· the “g’or” can ask for the exhaustion of all security of the d’or’s before proceeding against the g’or’s security – using the security first rule.  

· Otherwise, if both co-obligors, then could foreclose on both of them either at the same time, or if there is an NJF, then JF on the other. 

· 3) if there was any reworking the deal b/w only one d’or and the c’or

· the other d’or that is considered a g’or could say they were released from liability b/c change in underlying terms of obligations w/out consent of g’or.  

· Solution: 
· §2856 Waivers – Can waive all rights/defenses under antideficiency statutes, therefore it doesn’t matter about the g’or defenses and can still collect on the g’or’s security.  

· Clear expressed statement to c’or – statement by atty of g’or and d’or detailing the obligations and who is what.  

· Digression into Schechter’s world
· Steps:

· 1) What if giving a reversionary interest in a leasehold is considered subordination?

· Kind of like Spangler

· Spanglers first allowed d’or to purchase property and in order to facilitate the sale, they agreed to subordinate their loan to the construction loan.

· Mead first leased out their land to Cooley, and then in order to facilitate the lease, agreed to give up their reversionary right after the lease is up to construction as security.  This is like subordinating their interest in favor of a construction loan.

· 2) If an encumbrance on a reversionary interest is the same thing as a subordination of agreement, then this coupled with the fact that the ct found the assignment of reversionary interest to be a g’y 

· 3) means that any time a senior lien holder subordinates their TD in favor of another, they are in essence becoming a g’or.  

· Rationale – a subordinating g’or is giving up interest in property in order to benefit another.   

· Note – Lent Collateral doesn’t work like a suretyship since doctrine of merger, the property is being transferred to the d’or and therefore there is nothing going on with the person lending the collateral.  

Modifications and Priority:

· General Rule:  
· Elements

· 1) there is a contractually subordinate junior lien holder - Friery
· 2) there was a substantial modification

· Def – a modification that would affect the security interest to make it harder to collect or more at risk of being sold out for the junior lien holder.

· Examples/Arguments:
· 1) Extension of the debt

· Most cts say it is not so substantial of modification.  R: it actually helps to fend off a foreclosure that would get rid of the junior lienholder’s security.

· Counter – negative amortization – where d’or in default, the interest will accrue and the lender adds it back on the principal and then this is eating up the equity in the property.  

· Counter to Counter – by saying this, this means that any extension would be an impairment.

· 2) Modification of interest rate and principal (in form of additional advances of money)

· considered substantial modifications

· Interest Rate – Rationale: junior is dependent on amt of equity in property AND steady cashflow for payments of debt from d’or.  If there is an increase in interest rates, then this means an increase in monthly rates to the senior lien holder, and therefore draining of cash flow of the d’or, which in turns makes the note more risky for the junior.

·  Increase in Principal: it is increasing the amt of debt needed to be satisfied and in event of foreclosure the amt of recovery for debt the senior will ask for – so this in turn affects the junior’s ability to recover.  

· 3) and there was no consent by the junior lien holder

· Consequences: THEN – the amendments made to the lien are junior to the junior lien holder’s interest.  

· Rationale for rule: 

· Reliance:

· The junior secured c’or relies on the fact that there will be no material changes to the senior security interest on the property.  

· NOTE – article 9 is not the same.  

· Exception: 
· The future advances clause
· Def: Future advances clause in a TD that says – this TD secures x amt of money and future advances up to blah amt of money.

· Effect

· 1) the future advances would not be seen as a modification to the note, but instead an already agreed upon/bargained for clause in the TD

· 2) the future advances DO NOT relate back to the date of original TD IF the senior lien holder is aware of the junior lien holder’s intervening interest.  

· Standing:

· ONLY a secured junior lien holder has standing to complain of senior lien holder’s increase

· Unsecured junior lien holders do not have standing

· Rationale: even though the junior unsecured is at risk b/c loss to d’or’s assets, the junior unsecured did not bargain for the specific lien in that property.

· Consent

· If consent is given by the junior then its all good  

Mead: Mead leased out his property to Cooley.  Cooley wanted to get a loan for construction.  Cooley gave lender a lease hold deed of trust and Mead executed a TD on the reversionary interest of the lease.  Held: Mead is a g’or since he gave the reversionary interest as security for someone else’s obligations, and is therefore protected under rights/defenses of a g’or.  However, in the unpublished part of opinion, the ct says there was a valid 2856 waiver, therefore Mead still liable on that security interest.  

Lennar: Predecessor of TVIM gave BofA a note and TD.  Then TVIM got the property, and they gave a note and TD to Chespeake.  These were rec’d on the same date however Chesapeake TD contractually subordinated itself to BofA’s TD.  Then BofA made modifications of their note in form of advancing more money, increasing interest rate, and extending due date.  Chesapeake argues that the advances were so substantial as to cause the entire lien to lose its priority.  Held: As a secured junior c’or, Chesapeake was reliant on the left over security interest in the real property.  Therefore since there were substantial changes in the note, such as the increase of interest and the advance of funds, those modifications are junior to the junior secured party’s interest in the property.  The ct makes a policy for hard money lenders, saying they should not get an automatic reversal of priorities, however, if it was a seller then the might get a complete reversal of priority.  

Secured Transactions in Rents

Subordination, Attornment, and Nondisturbance

· General Rule:

· If a lease was made senior to the LL executing a TD, then that lease is a senior interest.

· Effect – a foreclosure on the TD would not affect the lease and the purchaser at the foreclosure would have to take the property subject to the lessee’s interest in the property

· Subordination Agreements:

· Can work in two ways

· 1) Absolute Subordination - ease is automatically and irrevocably subordinated or superior to the TD

· OR 2) Option – option to subordinate or put as senior is in hands of lender 

· Standing

· The bank, although not a party to the subordination agreement between T1 and LL, is a 3rd party beneficiary 

· Therefore, can claim rights under subordination agreement

· Election of Subordination

· This is a clause in the K that states either the LL or anyone having interest in the property (TD or mortgagee) or a beneficiary to an interest in the property has the ability to decide whether it wants the lease superior or junior to any other interests in the property (mortgage or TDs).

· Usually done with notice to the tenant

· Rationale to agreements

· Makes property more marketable in case of default or sale since the lender has the choice whether to continue the subordination agreement.  

· How to exercise:
· The person who is gaining this interest, then asks the LL to show him proof that the LL gave notice to Tenant and that they agreed to subordinate

· Smart thing would be the see the agreement

· NO Unilateral Subordination:

· A senior lien holder cannot unilaterally subordinate their TD unless it was contracted in the lease/TD.  

· Rationale: junior TDs have acted in reliance on the fact that they’re junior and act in a certain way knowing that if there was a foreclosure there would be certain consequences.  

· Who this effects:

· Sublease

· They derive their rights from the master tenant –Therefore, if master tenant is senior to TD, then even if there was a sublease after the TD was issued, the sublessee would be senior to TD in event of foreclosure

· Assignment

· This is considered a transfer of existing rights from assignor to the assignee – therefore, in foreclosure, assignee would still be senior to the TD.  

· Limitations 

· Why would tenant subordinate?

· 1) if non-disturbance clause (Miscione) then there is no real difference.

· 2) If parties bargained for this and LL insists, then to offset the increased risk to the tenant, the tenant can ask for a rent concession

· 3) Tenant has no clue b/c not represented by atty.  

· Non-disturbance agreement:
· In the event that there is no lease due to foreclosure, then the LL promises not to disturb the tenant during the old lease term

· Contradiction with subordination agreement – sub agreement is supposed to work so that the LL can boot the tenant off of property, however, if they enter into a non-disturbance agreement, then even if the tenant isn’t paying rent they can’t boot them off unless they get a court order.

· Rationale for agreement

· Balance must be struck b/w greed and enlightenment – if the lender is given the subordination option clause, then the tenant needs some sort of incentive to enter into the lease, and that’s where the nondisturbance part comes in.

· Attornment clause:
· Agree to recognize any new LL as they would their old LL

· But does this still apply senior lien holders who foreclose?
· Standing:
· 3rd party beneficiary doctrine

· they were the intended third party beneficiary of the attornment clause provision.  

· Counter Argument – 

· 1) Attornment clause is outdated 

· Civil Code §1111 – common law rule that eliminates the requirement of attornment – “grantee has same rights as grantor against tenant, and the tenant is estopped to deny title of landlord”

· Taken from Dissent in Miscione
· Counter to the Counter 

· Attornment is not automatic, it is on the consent of the LL

· Therefore, it is not necessarily superfluous b/c that’s not what the clause in §1111 states.  

· Proper way to make attornment clause

· 1) say it is a new lease under the same terms as the old that the attornment is providing for

· Rationale – so you don’t get into the problem of having to explain how an attornment clause from a lease lasts after the lease has been extinguished due to a foreclosure.  

· 2) parties more clearly define the timeline and details by which the post-foreclosure purchaser could formally invoke the attornment clause.

· Amendments to the Lease:

· General Rule – similar to Lennar – 

· if there are amendments that take place to a senior lease, but subsequent to LL executing a TD, then if the TD is foreclosed upon, amendments are not valid. 

· Argument of rescission – there are some cts that say a lease is rescinded (as opposed to extinguished) when being put through a foreclosure.  

· In Principal Mutual Life the ct said that a rescission of a lease might not be allowed since it would be considered a substantial amendment to the lease and 3rd party beneficiary acted in reliance on that lease

· This is an argument of why attornment would be valid for the 3rd party LL to invoke.  

· Flip Side – if there are provisions in the lease that allow for assignments, etc., then the subsequent interested party is said to be taking the property subject to those provisions – and if the assignee does not violate the provisions then the assignee’s interest dates back to the date of the assignor’s execution of the lease.  

· Rationale – under a duty of inquiry to investigate the documents of the senior interested parties.  

· Rationale: 

· 1) the interested party is taking an interest in the security relying on the fact that there will be no substantial changes to the lease.

· 2) substantial modification of the lease puts interested parties security at risk.  

· Estoppel Argument

· If the subsequent interested party actually knows of the amendments, then the lessee can make an estoppel argument, estopping them from claiming that those amendments are junior to their interest.  

· Timing/Dates:
· Title after a foreclosure relates back to the date of the execution of the TD.  

· Interrelatedness of doctrines

· There are 2 different avenues a LL could take

· 1) could have invoked subordination clause to change priorities and then invoke nondisturbance clause

· 2) invoke attornement clause after condition precedent is satisfied – which is the acquisition of property and acceptance of lease.  

· Effect of such a rule

· In the event of a default, the LL has the authority to force the tenant to attorn to them.  

· Therefore, it actually works out better for the new LL under a default and foreclosure – b/c once this happens the new LL can force the tenant to stay on the property for the entire time and the tenant is not given the benefit of a non-disturbance clause – Do not really understand what this whole thing is all about.
· Counter Argument to Rule – taken from Miscione
· 1) as stated earlier, attornment clause is superfluous

· 2) Attornment was put into the lease, so how is it that an attornment invoked after a foreclosure still survives?

· 3) evidentiary problems – there is no way to know whether the LL accepted the new tenant, therefore how do we know if they were accepted by the LL.  And then no way to really tell as a subsequent purchaser whether the leasehold had been accepted before you buy.  

· Strategy for the tenant

· Putting yourself in junior position is win win situation

· A) if rising market – then LL will be paying off mortgage since other units will be renting and you can hold on to your below market lease

· B) if downturning market – then LL will probably be defaulting, the building will most likely be in distress and once it forecloses then you’re out!

· Assumption of the lease: (either assuming sublease or assuming assignment)

· If taking the lease w/out an assumption

· Then, in a foreclosure, the lease is extinguished if its junior, and the rights and liabilities are also extinguished

· If taking the lease w/an assumption

· Then the assuming assignee is on the hook for the liability of the lease for the entire term of the lease, even if the foreclosure extinguished the assignment of property.  

· Rationale – 

· It’s the assumption that’s doing it since that created a K w/the LL over and beyond the mere assignment of the lease.

· 1) LL was given an assumption, which gave rise to a K, with the T2.  Therefore, the LL’s K does not disappear merely b/c the assignment is extinguished.  The LL’s interest is greater than the TD since it was his land that had the lease on it.

· 2)  3rd party bennie doctrine – even though the LL was not a party to the assignment + assumption, the LL is able to claim on the assumption.  

· ONLY way they can be released is through expressed novation and release by the LL

· OR – if the ct finds that this is a surety type of relationship.  

· If the assignor assigned with an assumption, then the assignor is in a surety position and then is only released from liability if the assignee and LL make modifications on the terms of the assignee’s lease w/out consent from the g’or.  

· Estoppel Certificates:
· Def: 

· These are certificates that are signed by the tenants that offer assurance to the LL that there are no other options or ownership rights on the lease (such as the right to renew, lease to own).  

· Effect

· Once this is signed then the tenant is estopped from claiming on those rights even if on the original lease.  

· Rationale

· 1) A subsequent purchaser is said to be on notice to the terms in a lease.  However, there are side deals that are made all the time.  So this is to bring those side deals out in the open.  

· As a subsequent bfp4v, how is the lender/purchaser bound to these side deals?  Do they already have to be stated in the lease as an option and therefore the lender is just trying to see if the option has been exercised?
· Ownership rights

· Sometimes tenants claim ownership rights to the leased space.  The LL is said to be on constructive notice of the tenant’s ownership rights if the tenant is occupying the building.    
· 2) to prevent disputes over whether an existing option already has been effectively exercised.  

· 3) Ecs will affect ability to sell commercial RP and secure financing.  

· Problem of ambiguous EC

· 1) if the EC does not expressly negate existence of options then the purchaser had no right to rely on the EC.

· Miner: the EC stated, “no options except for following ____” and the blank was not filled in and the purchaser was trying to use this against the tenant saying that since he didn’t fill this out then this means there were no other options.  Held: The ct said it was ambiguous since it could have meant not more than what was already stated in the lease.  If ambiguous then no right to rely.    

· 2) If the EC purports to add or take away rights that are stated in the lease, then, more than likely, additional consideration will be needed.  

Dover: Fiber form entered into a lease with Old Town.  This lease contained provision that it would be senior to any interest at the will of any of the TD holders of beneficiaries.  Then Fiber gave Saratoga a second TD on the property.  Old Town defaulted and Saratoga NJFed.  Dover bought it and then Fiber form said it was a month to month after foreclosure sale since the lease was actually junior to the TD that was foreclosed upon b/c of the subordination clause with optional superiority clause.  Held: Dover never exercised the superiority option before they foreclosed, therefore the lease, being junior, was extinguished.  It is not the rule that the purchaser has option after foreclosure to put senior or junior since this would be a windfall for the purchasing party, so not equitable, and that is not what was agreed upon. 

R-Ranch: Predecessor to Valley Ventures gave a lease to ABA.  In the lease there was no right to assign w/out consent of the LL.  Then Valley executed a note and TD in favor of Old Stone.  Then Valley and ABA made amendments to the lease w/out Old Stone’s consent that ABA could assign w/out consent.  Then ABA assigned to R-Ranch and everyone knew about it.  Held: 1) the amendments to the lease were junior to that of the PMTD in favor of Old Stone since they came second in time. 2) Even with notice of assignments, this does not give rise to estoppel against Old Stone b/c they didn’t know of the amendments to the lease.  3) there was consent which followed the old lease, therefore the assignments were valid and R-Ranch’s lease dates back to date of ABA’s lease.  Solution: 1) enter into an agreement with the landlord forbidding subsequent amendments of the lease; however that would not have been binding on the tenants, who would not have been parties to that agreement. 2) asked the tenants unilaterally to amend their leases, so as to prohibit unauthorized amendments.  However - not without some additional consideration in exchange for the concessions.  Also, to the extent that there are already subtenants in place, an amendment to the master lease may not affect the rights of the subtenants. 3) clearly spell out that implied consent is not allowed and needs to be written consent.  

Miscione: There was a TD executed by the LL, then there was a renewal of a 5 year lease, which was subsequent to the TD.  I guess renewals are from the date the option is exercised and don’t relate back?  The original lease had a SNDA provision.  Then there was the foreclosure of the senior TD.  Barton is claiming that the foreclosure extinguished the lease, and that the attornment clause was not invoked since the sub/nondisturbance clause was not invoked.  Held: 1) 2 different clause, and the attornment clause can be invoked when there is a acquisition of property and the new LL accepts the old lease, and 2) attornment survives the foreclosure extinguishment of the lease.  Dissent: There are problems with the ct’s attornment analysis: 1) evidentiary problems arise b/c how to know when LL accepts and doesn’t accept; 2) attornment clause is superfluous b/c of §1111; and 3) how can attornment survive the lease when it was part of the lease.    

Vallely v. BACC: Vallely gave a ground lease to Balboa.  Balboa then encumbered the property by executing a leasehold deed of trust to BofA.  They also gave an assignment and assumption of the lease to BACC.  This was recorded, taken subject to the TD, and they did not give notice to LL even though the original ground lease called for it.  Then BAM NJFed and sold the leasehold to Edgewater.  Then Edgewater defaulted and Vallely is now going after BACC for the rent remaining under the lease term.  BACC is claiming that the NJF is senior and therefore extinguishes the assignment.  Held: General rule is that foreclosure does extinguish all junior interests, however, in this case there was an expressed assumption of the lease term.  Therefore, there was still PK existing b/w LL and BACC, and as 3rd party bennies of the agreement b/w assignor and assignee, they are allowed to claim under the K.  Therefore, the only way they could get released is by expressed novation and release.  

Assignment of Rents
· Assignment of rents

· Def: rental income from a property used as security goes to the d’or, however, in the event of a default, if agreed upon, the secured party is able to take those rents.

· Generally – said that an assignment of rents gives a security interest to the lender and gives a license to the d’or to collect such rents until default. 

· Problems: sometimes this caused a problem with bankruptcy cts b/c they said the license wasn’t perfected and they would invalidate the assignment once bankruptcy was filed.

· Solution – in CA §2938; in US §522(b)(2) 

· Characteristics

· Assignable 

· Recordable

· Usually embodied in a separate document

· Rationale: during time of d’or’s default and actual foreclosure the lender is not deprived of complete cash flow by being able to collect rents.  

· However – what happens is the d’or starts embezzling the rents and transfers them to someone else or some alter ego.  

· Assignment of rents and a non-recourse obligation

· NOT inconsistent

· Assignment of rents is a separately agreed upon agreement, which is part of the security that was originally signed for.

· A non-recourse agreement only protects additional assets the d’or has.  

· Therefore, going after the rents is fine as long as it is agreed upon.   

· Bankruptcy Problem
· Let me get this straight – if you’re a bfp4v then the senior interest is said to not exist.  
· When the d’or files bankruptcy, there is a trustee that is said to take over the property. (the trustee is the debtor)

· This trustee is said to take the property as a bfp4v.

· Which means that all prior liens/interests on property are extinguished.  

· Which means that since the assignment of rents is only perfected when the d’or defaults, and filing for bankruptcy is not considered a default, then the assignment of rents is extinguished.

· So then all those rents keep flowing directly to the d’or and is used to prolong Chapter 11.

· Solution? - §552

· §552
· (a): property acquired by d’or or estate as a result of bankruptcy is not subject to any lien resulting from a security agreement entered into by the d’or before the commencement of bankruptcy. EXCEPT as provided in (b): 

· (b): (huge exception)

· (2):
· IF the d’or entered into a security agreement and the security agreement creates a security interest in property of d’or acquired before commencement of bankruptcy and to amts paid as rents of that estate, 

· THEN the security interest is said to extend to those rents  acquired by property after the filing of bankruptcy as provided by in the security agreement. 

· Except – if the ct orders otherwise based on equities of case.

· NOTE – it does not say that the security interest is perfected

· So this raises the possibility that even if unperfected unrecorded security interest, then its still ok

· What does this mean? – usually if a security interest is not recorded could it not ever be perfected?
· §2938: CA’s answer 
· NOTE – CA’s answer allowed the assignment of rents to be recordable even if there is a license granted to the d’or, therefore, the security interest is said to be perfected when it is recorded and not extinguishable when d’or files for bankruptcy.

· (a)
· written assignment of interest in rents

· irrespective of whether it is absolute conditioned upon default

· upon execution and delivery by the assignor

· shall be effective to create a present security interest 

· (CA corollary to §552)

· (b)

· assignment may be rec’d

· (1) – gives constructive notice

· (2) – deemed fully perfected at time of recordation

· (deemed to be fully perfected even with license back to d’or)

· (c) – Remedies

· assignee is entitled to enforce this provision; and is entitled to collect and receive all rents

· (1) can appoint a receiver

· (2) obtain possession of rents

· (3) written demand on tenants to turn over rents

· (4) written demand on assignor to turn over rents.  

· Carve out of 726 – even if secured party gets a receiver and applies the rents to the d’or’s debts, this is not considered a violation of 726, one action rule.

· (e) no enforcement action of the type authorized by (c) and no collection on rents shall:

· (1) make the assignee a mortgagee

· if a secured party becomes a mortgagee in possession or buy at a foreclosure sale, then anyone is liable for torts committed by the property (such as CERCLA, leaking toxic waste)

· provision is attempting to protect the secured party

· (2) constitute an action – another carve out of 726

Foreclosure

· Judicial Foreclosure

· Go through the ct system and foreclose on the property judicially

· Right of redemption for 1 year after JF, at the price it was sold for at the JF

· MUST join all other secured junior lien holders in order to extinguish their lien on the property

· Otherwise, if not joined, then take property subject to their interest

· HOWEVER – unsecured junior lien holders are extinguished even if not joined in a JF.  

· Taken from §726(c): no person unrecorded need be made party to action and the judgment is conclusive against the person holding the unrecorded interest.  

· Non-judicial Foreclosure

· Trustee is allowed the power of sale

· 1) records the default

· 2) publishes the sale

· 3) private sale is held

· No right of redemption

· Quicker and cheaper than JF

· “trustee’s sale”

· Extinguishment of ALL junior interests 

· Whether joined in proceeding or not.  

· Important Note – the date of the title that is bought at the foreclosure sale relates back to the date of the execution of the TD

Effect of Foreclosure:
· Judicial Foreclosure

· General Rule:
· UNLESS all junior recorded interests are joined in the proceeding, their liens are not extinguished.

· HOWEVER if unrecorded, then it is deemed extinguished by way of §726(a)

· Effect:
· IF mortgagee is purchaser of property THEN if a recorded interest junior is not joined, the new purchaser is allowed to bring another proceeding joining the recorded junior lien holder and thereby extinguish their lien.  Can it only be the mortgagee who is purchaser.  There is some dicta in Diamond that says a stranger purchaser takes an assignment of the mortgage and therefore subrogates to the lien of the mortgage, and therefore also has to power to foreclose under this assignment.  
· Rationale: 
· 1) The junior lien holder is not an indispensable party to the action since the foreclosure was valid as to those named.  

· So long as junior is given the same rights they would have had, had they been named (i.e. right of redemption) the second foreclosure proceeding is not invalid.  

· So does this mean that any junior lien holder in a JF has the right of redemption?
· 2) Issue of Parity 

· if the first foreclosure was not binding on the junior lien holder, then it can’t be binding on the foreclosing party.

· Right of Redemption

· There is a right of redemption for the junior lien holder

· However- no partial right of redemption is allowed (Diamond – can’t buy an easement) 

Diamond Benefits: The junior lien holder held an easement over the property. They were not joined by the senior lien holder in a judicial foreclosure.  Junior is arguing that the foreclosure did not extinguish his lien.  Held: 1) JF did not extinguish the recorded junior lien holder’s interest when they were not joined; 2) however, the senior can merely foreclose as to their interest again so long as the junior has the same rights as they would have had; 3) a right of redemption exists.  

Defective Sales:

· General Rule – all sales final when hammer falls – even if there is a price inadequacy

· Exception:
· Collusive Bidding

· Def: when there is an ad hoc agreement/pship b/w two bidders to work on property together and therefore only one bids

· Effect

· This invalidates the sale

· Rationale for invalidation

· Chills the bidding process since only one is bidding and the other is staying silent – therefore – who knows what the real value of the property is since its not being bidded on. 

· Way around the rule

· If the pship existed way before the bidding started, then it wouldn’t be seen as collusion, however, if enter into pship the day before bidding then looks more like collusion

· Lo v. Jensen
Trustee’s Deeds:

· Events in foreclosure

· The foreclosure sale happens and there’s a successful bidder

· then there’s a lag in time for the trustee’s deed to get issued.  

· Once the trustee’s deed is issued, then it is recorded and this is considered a valid deed/transfer

· Scenario of bankruptcy

· 1) what happens when a d’or files for bankruptcy after foreclosure sale happens and before trustee’s deed is issued?

· Old Rule – the bankruptcy ct has to stay any proceeding against the property, therefore the trustee deed is not valid and is in limbo until a relief from stay is issued.  

· New Rule – CA enacted §2924h(c)
· Purchaser at a foreclosure who records the deed w/in 15 days of the foreclosure would:

·  a) prevail over another purchaser who purchase the property from the d’or after the foreclosure sale, even if that person records first, 

· Rationale – the rule allows for a relation back of the TD to the date of the foreclosure sale.  

· and b) recordation of foreclosure sale w/in 15 days does not violate automatic stay and is not voidable.  

· Rationale for statute – the bank is tired of people just fucking around with bankruptcy and tying up all kinds of property.  

· 2) what happens in a serial bankruptcy type of thing

· Old rule – the ct used to grant an in rem relief 

· It would say not only this d’or but all other d’ors who think they own an interest in this land would be estopped from claiming on this land.

· HOWEVER – there was no actual power given to the bankruptcy cts to do this

· New Legislation – Bankruptcy reform act

· That gives the bankruptcy ct this power.  

· Mixed Collateral 

· §9604 – the Serial Foreclosure Safe Harbor 

· Application: obligations secured w/personal property AND RP

· (a) can proceed in any sequence

· doesn’t have to be RP first

· (b) if there are related collateral (such as RP and furniture), then can proceed in one sale

· (2) 726 does not apply against personal property

· Meaning – even if there is a violation of 726 by the secured party, this does not mean that the secured party loses its lien to the personal property.  

· Goal of this section was to carve out personal property from impact

· (D) paragraph (2) does not deprive d’or of protection under 580d

· (3)(b) if there’s an action then d’or might have ability to assert affirmative defense to include RP in action

· (3)(e) paragraph (2) does not apply in consumer transaction
· which means that 726 might apply to personal property in consumer transactions

· (5) even if there was judicial foreclosure, this is ok, however, if they asked for a deficiency or were granted monetary relief then this would violate 726.  

· General Rule: 

· Grabbing personal property in a consumer transaction that was already pledged is not a violation of 726

· Rationale – this is different than grabbing unencumbered assets, and if already pledged then they are security to answer for the debts, and therefore, the c’or can go against it in which ever order it so chooses.  

· If asset already encumbered then this asset does not available to the d’or anyway.  

· Getting around safe harbor in 9604: safe harbor language that does not apply to consumer transactions should not be read as precluding the applicability of 9604 to consumer transactions (meaning, that lender can go after real property or personal property in which ever order).    

Kearns: In Kearns, the d’or gave a lien on RP and a lien on their car.  The c’or NJFed.  Then they try to foreclose property.  The d’ors claim 726 violation and they lost the  lien on the RP by foreclosing on the house.  Held: 1) its not an action, therefore doesn’t violate the one action rule, 2) grabbing the car is a resort to additional collateral, and is different from grabbing unencumbered assets.
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