ONE ACTION RULE – 726

I. There is one form of action for collecting on debt, payment for which was secured by RP, in CA.

a. 726 prohibits lawsuits other than foreclosure, AND anything else that is not a foreclosure.

i. Can proceed all the way to sum jdgt and lose, without it being an action, said one court (Kirkpatrick).

ii. Shin: can’t even file for a prejudgment attachment, that’s an action.
iii. Note: postponing foreclosure sale until after the sr’s is not an “action”
b. Wozab talks more abt this – 726 essentially prohibits both non-foreclosure LAWSUITS and any other “extrajudicial appropriation of the debtor’s assets”. Security first rule!
c. If SOJL, no need to “foreclose” first on jr lien, before suing the debtor.  If lien is destroyed, can go after debtor for deficiency, immediately! (Savings Bank v. Central Market).

d. Analogy to “marshalling of assets”

i. Jr party can compel sr party to look first to the “singly encumbered” fund

ii. In 726 context it’s pretty much like this rule automatically forces secured parties to pursue “encumbered” funds over “unencumbered funds” (ie cash on hand to fund debtor’s lawsuit defense).

e. Two aspects to 726:

i. AFFIRMATIVE DEFENSE ASPECT

1. if you’re sued for debt secured by RP, it’s a complete defense to argue 726.

2. If you don’t argue 726 as the debtor, and a judgment is made in the case against you, there is no way to attack the judgment under 726, BUT it’s still possible to raise the SANCTION (Salter v. Ulrich).

ii. SANCTION

1. The sanction is – losing the security interest in the RP (however, the debtor’s liability on the note remains; the debt is not destroyed).

2. if there are multiple debtors, a 726 violation against one debtor will cause the lien to be lost as to ALL DEBTORS (Shin).

3. Bank COULD LOSE LIEN AND DEBT if they are aggressive/willful violators of 726.
f. Who can raise?

i. Co-obligors can raise, and are protected by, the defense.

ii. Other secured creditors can raise the defense via an impairment of security defense.

iii. Potentially, guarantors can raise a quasi-726 under a variant, Gradskyesque argument.
g. what happens when a party is holding a TD on land OUTSIDE of CA and sues the debtor first without foreclosing (both debtor and creditor are present in CA).  Generally the one-action rule is held not to apply in such cases.  First-Trust Joint Stock Land Bank v. Meredith (1936).
580b

· 4 way matrix

· What is a vpmtd versus LPMTD

· Who is a vendor

· Who is selling the property

· Could be a bank, not a normal seller (Schechter is tricky)

· Could be a normal seller

· Could be a “spangler” seller

· Could be a “rollover” creditor.
· What is purchase money?

· Money used to pay purchase price

· Termite removal costs and key repairs to get the property sold (Shepherd)
· Money used to pay “rollover” liens.
· What is not purchase money?

· It’s not remodeling money

· It’s not development/construction/vacation/refi loans

· Likely not purchase money: Loan is tear down entire house but leave one wall standing and rebuild
· What may or may not be purchase money?

· Loan is to acquire property, tear down, and rebuild a new house on raw land.
· BROKER TAKES A LIEN ISSUE

· Kistler – broker takes TD in the amt of unpaid commissions….broker considered lenders.
· Van Vleck – ct sees thru artifice of ‘give note to broker, broker then assigns to vendor
· Rule (via matrix): No deficiency for VPMTD (exception spangler and very similar situations).  No deficiency for LPMTD on owner occupied dwelling of 4 units or less.  Deficiency ok for LPMTD otherwise.
· Other part of the Rule is that 580b ONLY automatically applies to the “standard purchase money transaction” – which is where there’s a vendor taking back paper normally; or lender cashing out vendor for a residential property.
· Not to some variant as in Laforgia

· Not as to crazy transaction schemes.

· Key is to determine whether applying 580b will advance the “purposes” of 580b
· Purposes: to prevent exacerbating economic downturns caused by rapid ups and downs in the property valuation market AND to prevent overvaluation of the RP by a vendor
· This doesn’t prevent vendors from repeating their misconduct though
· This PREVENTS deficiencies, but vendor can just resell the RP after the sale.
· If Not a standard transaction, ask, “does applying 580b here advance the purposes of 580b”?
· Purchase money character of debt can change? Or is it set in stone? Laforgia, Triple A.

· The “other security” rule exception to 580b.
· If you offer bank security which includes both THE PURCHASED PROPERTY AND OTHER REAL/PERSONAL PROPERTY….problems arise
· If it’s one note and two pieces of security, it’s possible for creditor to JF on only the “other” property, but seeking deficiency will blow 726.
· Also can’t seek deficiency if the creditor is an SOJL on the other property.

· Obviously creditor cannot seek a deficiency as to purchase money property (580b)
· Schechter concerned:  what if you are secured on PMTD….but you’re SOJL on “other” security.  Prob best to JF here.

· Spangler – debtor can make a “conduct waiver” of 580b.
· Vendor: “we will subordinate to construction loans”.

· They do subordinate

· “Change in use” anticipated for RP.

· Vendor allowed to collect deficiency judgment after Vendor became SOJL.  DESPITE this being VPMTD.
· Not a “standard” purchase money transaction.

· There’s no danger of overvaluation by vendor.

· No one knows what it’s worth

· So the risk attendant to the deal going sour should be on the party that has control over making or breaking the deal.

· IF we applied 580b here, we would be saying the vendor bears a risk of non-collection, and the vendor has no control over the deal.
· Note: In subordination agreement scenario A LA Spangler, there is an argument under Mead that subordinated creditor is also a surety.

· Subordinated creditor may have some argument about how a change in the agreement btwn debtor and sr creditor “altered the principal obligation” and “exonerated” subordinated creditor.  As a result, the SUBORDINATION COULD BE UNDONE.

· Maybe in certain circumstances the senior creditor may want to make this argument (ensure that JUNIOR WILL PAY DEBT?)

· In Mead the “I’m a surety” argument was advanced by the jr secured party, with the aim of forcing the sr creditor to proceed against the “debtor” first rather than taking the fee.
· Deberard – written waiver of 580b is not possible.
· Deberard also doesn’t expand the holding of Spangler very far.

· Spanglers say  “to make this project work, I’ll subordinate myself to the construction loans.”

· Deberard says “to get the debtor out of their tough situation and make our investment, we’ll subordinate OUR td to any additional advances from the sr creditor, that will help the debtor get out of financial trouble.”

· The same rationale would seem to apply: just like the developer is in control not the vendor…here also, the debtor is in control of what’s gonna happen for the project, not the vendor.

· But the Deberard court is not as “activist” as the Spangler court.

· Refi cases – refi will remove “purchase money” character of Note/TD (WENDLAND).

· What about ROLL OVERS? – aka TRANSMUTATION
· Lender-held TD becomes vpmtd (Laforgia)
· Debtor is in trouble.

· TD1 and TD2 out to creditor1 and creditor2.

· Creditor2 (holding a remodeling TD)

· Creditor2…usually way under water…he’s gonna get nothing if the senior forecloses (sr amt owed is greater than RP is worth)

· So what does creditor2 do? He finds a buyer for the property…in hopes that the property will get rehabbed.

· In Laforgia the whole deal was in bankruptcy.

· Creditor2 convinced the bk court to sell the property to the new buyer, and everyone agreed that there would be no foreclosures...the new buyer would take subject to both encumbrances.
· Buyer defaults.  

· Creditor2 is sold out, tries to pursue deficiency.  

· Court: you have BECOME a vendor holding PM, even though the initial loan was non-PM.

· If you’re actively involved…or acquiesce in the resale of the property, you take on the status of a vendor holding PM, barred by 580b.
· The court just doesn’t like what happened here.

· Schechter’s thought: you woulda gotten nothing before, you get nothing now.

· Vpmtd can become Lender-held TD (Shepherd).
· Shepherd takes a TD for lower value, and is partly paid off thru refinancing cash.

· Shepherd WAS a vendor, he took partial payment, and a new TD for a lower value note.  

· The court does find that Shepherd ceased for a time to be a vendor, and became a lender.

· But then he rolled over and turned himself into a vendor.
· What’s good enough to “transmute” a party?
· 1. Standard Rollover: Mere consent by a nonvendor to the transfer of the RP, subject to the nonvendor’s lien, may be sufficient to transmute a non-vendor into vendor status.
· If the transfer is to an assignee who does not assume, does the lien switch “retroactively” to be a VPMTD as to the assignor/debtor?  Probably.
· If the transfer is to an assuming assignee, then it’s a vpmtd as to assuming assignee…and probably to the assignor/debtor.
· Failing to enforce due on sale clause when RP is sold.
· 2. Active - Consenting to, and participating in the sale of the RP to the new debtor (being present for negotiations).

· 3. “A lienholder who participates in the sales transaction and agrees to extend his loan to the new purchaser in an attempt to save his security interest.” (this would be creation of a new obligation) 
· The cases we read have been limited to rollovers involving jrs.
· But maybe they apply to Seniors too
· It would have be where the fmv of the RP is below the amt of the sr’s note.

· Rollover retroactivity? 

· See above…probably applies retroactively to keep def jdgt from party that executed the note.

· Way to get around transmutation – in cases of “debtor corp”

· Have corp stock sold to new party, not title to RP.

· Wendland: dragnet clause argument - can pull obligations into 580b protection?  Maybe?  Ask Schech

· Waste and fraud actions – when are these allowed?
· Kornbluth case is on this.

· Normal waste action not allowed under 580d

· “Bad faith waste” (intentional waste, a la vandalism or Diller “willful failure to pay property taxes)….bad faith waste action allowed under 580d

· Why?  THERE’S A BLURRY LINE btwn waste-related loss to property value (recapture by waste action) and market related loss to property value (recaptured by deficiency judgment action) 

· Potential Gradskyesque waste-related defense.  580d bars normal waste action…so could a NJF give rise to a gradskyesque waste-type defense?  Not if there’s a 2856 compliant waiver but what abt otherwise.
· Implications of full credit bid for waste.

· If you make a full credit bid, you are terminating the right to pursue a judgment for waste.

· The reasoning is that by committing waste on the property, the debtor has tortiously reduced the property’s value in a material way.  Because the property is worth less after the debtor has committed waste, the creditor can ask for damages as compensation for the loss in value.
· But if the creditor submits a full credit bid for the property, they are telling the auction and the rest of the world that they think the property is worth its “original value” – always a greater value than the property’s FMV (in the case of foreclosure).
· A full credit bid is essentially an admission that the property has not been damaged in any way since the sale (“the property is worth the same now as it was when it was purchased.”)
· A FCB but it can also ruin insurance collection efforts.  Say that there is damage to the RP and you didn’t inspect it…THEN the insco will say “ha ha ha you did a FCB, you have no claim for damage.”

· FCB – if your appraiser like collusively lies to the bank abt property, they can get out of the fcb nightmare in some circumstances.

· Cal. Civ. Code  2898 - purchase money lien automatically becomes the highest priority….unless it’s been contracted not to.

· Can come up with judgment liens.
· Judgment lien attaches at the time that a judgment debtor obtains a piece of RP.

· But wait – the TD doesn’t attach to the RP till after the purchaser (judgment debtor) acquires the RP.

· No matter….2898 will operate to bring the PM lien to the front of the line.

JFs and NJFs

· JFs will destroy jr liens and leases that have been joined in the action.

· So sometimes it’s advantageous to exclude a lease from the JF action so that it will remain Sr….the reverse of Dover case
· NJF automatically extinguishes jr liens and leases of record.
· Trustee’s deed/sheriff’s deed passes title as of the date that the trust deed was initially executed.

· Sale after a judicial foreclosure
· Supposed “help to the debtor” but in fact the “right of redemption” causes a lower value…causing a higher potential deficiency!

580d

· the basic rules – NJF means no deficiency

· …but deficiency ok if you’re a sold out jr (lien destroyed) after a Senior’s NJF, 580d does not apply to bar a suit by the jr creditor against the debtor on the note.
· Loretz v. Cal Coast – can’t include a larger “unsecured note” for part of the purchase price, then claim “580d doesn’t apply to the collection here!”

· Note: the foregoing statement does not apply to a self-SOJL
· Under Simon, if the bank holds TD1 and TD2 and they NJF on TD1, they cannot get a deficiency under TD2
· Rationale: this would cause parties to always fractionalize debts.

· What about subsequent transfers of TD2…that end up back in the hands of Bank 1 (so bank 1 holds TD1 and TD2..but didn’t start out that way)
· Dragnet clauses can “pull in” other debts into 580d protection (Union Bank v. Wendland).  That means that an NJF on one piece of real property security could impair the creditor’s to collect deficiencies and/or file contract claims as to the other debts “dragnetted in”.
· Waste and fraud actions – when allowed and when not allowed.
· Kornbluth case is on this.
· Normal waste action not allowed under 580d

· “Bad faith waste” action allowed under 580d
· See above for Full Credit Bid discussion – FCB prevents waste/fraud action under 580d.
580a

· fair value rule – in cases of purchasing SOJL and in cases of JF.
· After JF, the sale takes place.  

· Then, within three months of the hammer dropping, there has to be a hearing and a judgment about the fair market value of the property.
· The maximum amount that the creditor can collect as a deficiency is EQUAL TO the NOTE value minus the FAIR MARKET VALUE of the property (not the note minus the sale price, the foreclosure sale price is always less than fmv).
· IN cases of a purchasing SOJL, they also have to comply with the fair value rule. Citrus State Bank v. McKendrick
· A purchasing SOJL is like TD3 holder who is purchasing at TD2 holder’s foreclosure sale.

· Purchasing SOJL has to get a fmv determination within 3 months after the hammer falls at the senior secured party’s sale.

· This CHILLS THE BIDDING at a foreclosure sale.
· Otherwise Purchasing SOJL’s will not bid…why go thru this nightmare when a party can just proceed against a debtor.
· Net effect: increased liability for the DEBTOR! 
Guarantor

· Gradsky – After NJF by creditor, surety can argue that creditor impaired their collection rights as against principal debtor (now, thanks to creditor’s election of remedies, 580d means no deficiency judgment is possible).  As a result, guarantor can claim exoneration.
· Effective gradsky waiver is widely included now in guarantys..but don’t expect to see it on the exam.

· S 2856

If you see a waiver on an exam, talk about 3 things:

1) construe language of waiver widely/narrowly – Gradsky waiver construction.
2) how closely worded is this waiver to the “safe harbor language” of S 2856.

3) part of S 2856 says, “any other language that intends to waive defenses is good enough”

· What is an effective waiver?

· S 2856 “safe harbor” language is “I waive everything that I can waive”

· Guarantor could potentially raise a Gradsky-esque defense if creditor blows 726!!

· But S 2856 safe harbor language probably incorporates this defense.

· SPE’s

· Corporations

· General partnerships

· Limited Partnerships.

· Trust

· Corps: no one is liable for the corporations’s debts.  There’s a corporate board, and there’s share of corporate stock.

· Shammyness arises when there’s merging of corp/personal affairs of a person who owns all or most of the corp stock 

· Or you could have the shammyness where the bank loans to the corporation with the knowledge that the owner of the corp will be using the money

· Or you could have shammyness where the bank suggests that the debtor set up a corp (this is River Bank)

· Full ownership of stock shares is probative on the issue of merging and alter ego.
· True Shareholder can guarantee debts of corp.
· General partnership.  “All partners are general partners, they exercise managerial control, and they are personally liable for the debts of the general partnership.”

· General partner cannot guarantee debts of a genl pship

· Limited partnership – have at least one general partner who exercises managerial control, and is personally liable for debts

· And at least one limited partner

· Ltd partner not liable UNLESS they start managing and mixing their affairs.

· Ltd partner can guarantee debts of a limited partnership.

· Gen partner cannot guarantee debts of ltd partnership
· Trust

· Under probate code, trustee seems to be able to guarantee debts of a trust (probate trustee is not liable for trust’s debts).  Probate Code 18000.
· But: torrey pines and Cadle Co. cases claim that trustee’s guaranty of trust’s debts was a sham.

· Schechter disagrees with holding.

· Sham guarantees – River Bank, Cadle Co., Torrey Pines (trustee as g’or)
· Usually g’or wants to guarantee debts of SPE.
· If bank knows that company is just going to “upstream” the money to the president of the corp or to some individual, potential for shammyness.
· Hidden g’y: MEAD.

· The guranty in Mead was a hidden guaranty…seemed just like a subordination at first (giving a fee TD) but the Landlord argued that it created a suretyship relationship.
· Subrogated creditor

· Suretyship defenses

· Surety’s equitable defenses

· Impairment of right to collect
· Any alteration to principal obligation!

· Think about that in a subordination context.

· Pursue debtor first – invoked in Mead… ”you can’t come against our fee first, you have to foreclose against the LHTD” 
· Gradsky

· 726esque gradsky defense

· Other civil code defenses.
· In cases of purchasing SOJL and suit on g’y…580a issue.
· Duty of creditor to inform g’or of debtor’s status – Sumitomo – but often waived
Ground Leasing

· LTDs

· Does not disturb sr TD or fee interest of landlord.
· Lender’s relationship to Landlord

· Lender usually wants to get consent from landlord.
· Cure agreement useful, even sometimes necessary.
· IN a CURE, the landlord gives the LENDER the right to make good on any rent arrearages…and make rent payments.
· Mead – subordinating the fee (wider implications for subordination agreements, hidden guaranty problem).
· Miscione and SNDAs

· The attornment clause has a life of its own.  The attornment clause can be read as compelling a T to accept a foreclosure-sale purchaser of the fee interest in RP as their landlord.

· This is despite the fact that, technically, a foreclosure will destroy a jr lease and the attornment clause therein.

· They basically say that the attornment clause means that the T allows the landlord to choose if they want T as a tenant.

· SND portion is saying – ok, if you want us to be senior and keep us on the property…then after you’ve done your purchase of RP (at foreclosure sale), we agree to make ourselves jr to your fee interest. If we do that for you, you agree that we remain tenants.”
· Novation – Vallely

· If an assignee tenant and the landlord agree to form a new lease, that’s called a novation.  If that’s done without the assignor’s consent, it releases the assignor.  Sometimes it’s done with the assignor’s consent.

· Vallely – assuming assignee’s duties survive a foreclosure?

Priorities

· Triple A – inquiry notice in the “A9” transaction document.
· Contingent assignment – is an a9 interest not a security interest.

· They could not in good faith believe that this document gave the bank the authority to execute a subordination agreement.

· Priorities can be alterted by recording act (Far West)

· Automatic priority for purchase money

· Will even go above “equitable lien” that accrued first.

· Will also go above judgment lien bc PM “HELPED” the judgment debtor get the RP.
· Priority of judgment liens/attachment liens?

Subordinations

· How can parties be desubordinated (or partially)?

· 1. Lennar – “any material alteration” can result in partial OR total loss of lien priority
· Sr changing due date not enough to alter priorities
· Sr increasing interest rate can be bad (increases costs on RP)

· Sr extending additional money can be bad

· But Turner v. Lytton – not optional advances.

· 2. Sr not informing jr of changes to loan agreement with debtor, or not informing jr of debtor having problems.
· 3. Protective equity says:  if the vendor says “I will only subordinate if the conditions are X (debtor spends $ for devt, debtor spends only so much)”, then if the debtor breaches those obligations, the lender can be desubordinated.
· Lender is a third party beneficiary of the debtor’s compliance.

· It doesn’t matter if lender says “I don’t have to monitor what happens to these funds.”

· 4. Mead-type reasoning - You can undo a subordination via Mead-type reasoning (changing primary obligation “exonerates” the subordinating creditor, thus undoing the subord agreement)

· 5. Handy: subordination agreement has to contain “all essential terms.” – can’t be too inexact.  Must contain terms that “define and minimize the risk that subordinating liens will impair or destroy the seller’s security.
· Limits to “purposes” of the loan money, to insure that the money is used to improve the value of the land
· Maximum amounts for the sr loans…so that everyone knows how far they are subordinating.

· Loans limited by percentage value of property or construction cost.
· Loans made per square foot of construction.

· 6. Sr creditor may have a duty to inform the vendor about the details after a loan is made, or things that may be going wrong.  P. 367 n. 3.  this can be done away with by waiver.

WRAPAROUNDS (AITD’S)

· a wraparound TD involves a TD that secures a note for the full FMV of a property…but that note/TD package is ITSELF subject to another TD/note on the property.

· Ex: 900k vpmtd2 for property with a fmv of 900k.

· The vpmtd2 is subject to a 400k lpmtd1 (this was executed when the RP was only worth 400k and property values were lower).

· Schechter said there’s never been a non-sleazy reason to do this.

· Typically, can lead to a “roll over” situation.

DRAGNET CLAUSES

· two tests for whether a drag clause includes other debts.

· Say that TD1 has a dragnet clause, that says “this TD is security for all later loans, as well.”  Then the dr incurs another debt to the bank (secured or unsecured).  The contract for that debt does not state that the later debt will be secured by the prior security (TD1)

· In the absence of the parties’ intent, there are 2 tests to determine whether the later debt is truly dragnetted in:

· 1. relationship of the loans test (first loan for improvemtns, second loan for improvements…but what if first debt is for purchase money and second debt is for credit card debt?...what if first debt is refi loan, and second debt is “optional additional advances to help you pay bills”…now there’s a blurry line)
· 2. “reliance on the security” test – if a different piece of security is taken for the second debt, then the debts are presumed not to be dragnetted together.
