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Given the current economic environment, it is no surprise that “distressed debt” is once
again becoming a favorite catch phrase and a frequent topic of discussion among real
estate professionals. For some, this may evoke a sense of déjà vu with respect to Resolu-
tion Trust Corporation transactions and the general real estate climate of the early 1990s,
and more recently the Great Recession of the late 2000s. However, for many, this is an ele-
ment of the real estate cycle to which there has been little or no prior exposure. This
article explores some of the important issues involved in underwriting, acquiring, working
out, enforcing remedies and liquidating distressed real estate debt, with discussion that is
generally applicable to properties located anywhere within the United States, and a focus
on the relevant legal frameworks for properties located within the states of California and
New York.

PART I
“SO YOU WANT TO BUY DISTRESSED
DEBT . . .” THINGS TO CONSIDER
BEFORE MAKING A DEAL

As with any transaction, the first step in the
acquisition process is to evaluate the asset

and identify risks, so that an investment deci-
sion can be made.

What Is Being Sold, and By Whom

There are myriad kinds and sources of
distressed real estate debt in today’s market.
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It is important to understand the applicable
distinctions so that underwriting can be tailored
appropriately.

Loan Portfolios vs. Individual Loans; Bids
vs. Negotiated Deals

Loan portfolios must be approached differ-
ently than single loan transactions. For ex-
ample, it may not be practical to engage in a
detailed analysis of governing documents, cor-
respondence history, property condition and
status of title when evaluating several hundred
loans. Rather, the focus may be on key char-
acteristics of the largest loans in the pool, or
on grouping loans based on certain shared
characteristics (such as the originating lender)
to expedite the due diligence process. How-
ever, similar review constraints can arise in
any situation in which the prospective pur-
chaser does not have the protections of an
exclusivity arrangement (i.e., dead deal costs
are a concern) or the time or resources to
conduct extensive due diligence investigations
(e.g., in a bid situation in which all diligence
must be completed prior to submission of the
bid, or when the economics of the deal depend
upon the closing occurring prior to a fiscal,
reporting or other significant deadline). Also,
certain large portfolio transactions (and FDIC
bid situations, in particular) may impose upon
potential purchasers forms of agreements to
which few comments will be considered (and
in some circumstances submitting comments
may disqualify a bid). Accordingly, in large loan
portfolio transactions (and bid situations, in
particular) there may be an emphasis on buy-
ing at a steeper discount to account for the
increased likelihood of undiscoverable or un-
known risks and inability to extensively
negotiate.

Commercial Loans vs. Residential Loans

Besides typically being larger in size, com-
mercial real estate loans are likely to entail
more complex documentation and loan
structures. In addition, commercial properties,
by definition, involve the operation of certain
businesses either by one or more tenants or
the property owner, and include varying asset
classes (e.g., multi-family, industrial, retail, of-
fice and hospitality), which will usually neces-
sitate a much more thorough diligence pro-
cess that is tailored to the asset class, as well
as a more complicated purchase and sale
contract. However, residential loans are not
without their complications, as consumer
protection laws and similar regulatory con-
straints are likely applicable and their potential
impact must be considered during
underwriting. In addition, remedies for com-
mercial loans and residential loans may differ
by state with respect to which recovery mecha-
nisms are available to the lender.

Construction Loans vs. Permanent Loans

Generally, it is easier to underwrite the
acquisition of permanent loans because typi-
cally there are no additional disbursement
obligations. Depending on the funding condi-
tions applicable to additional construction loan
disbursements, though, remaining disburse-
ment obligations may not be of much concern
to the prospective purchaser of a loan secured
by a troubled project. Moreover, the potential
risk associated with additional disbursements
may be outweighed by the additional recourse
options typically inherent to construction loans.
However, partially completed or otherwise
troubled construction projects do raise numer-
ous other issues, including costs to complete,
repositioning challenges, and potential me-
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chanic’s lien issues. Additionally, due to
continuing inflation and the elevated costs of
labor and materials, it remains increasingly
difficult to take over incomplete projects and
remain on budget. A purchaser of a construc-
tion loan should also pay attention to the types
of guarantees that are in place and try to es-
tablish whether a creditworthy entity or individ-
ual is standing behind any of the construction
loan obligations, such as with a guaranty to
complete the project or to repay some or all of
the loan.

Whole Loans vs. A/B Notes,
Participations, and MBS/CDO Interests

The significant distinctions between whole
loans and partial interests relate to control,
pricing and allocation of risk. When acquiring
a whole loan, typically the loan purchaser
acquires complete servicing authority, the eco-
nomics are as evidenced by the note, and the
purchaser is entitled to all loan receipts (and
accordingly assumes all risk of loss with re-
spect to recovery or realization upon the
collateral). In other situations, such as acquir-
ing only one of multiple notes or a participa-
tion interest, the interest rate may differ from
the note (with the “blended” rate of all interest
holders equal to the rate under the note),1 and
payments in respect of the loan must be al-
located among the interest holders (e.g., pari
passu allocations, senior/subordinate struc-
tures, “LIFO” arrangements, etc.). Also, the
purchaser may not be able to effectuate a
workout or foreclosure without the consent of
third parties (e.g., other interest holders,
servicers or rating agencies), may have only
limited consent rights rather than the ability to
take independent actions, or may be con-
strained by regulatory schemes (e.g., REMIC
rules).2

Senior Loans vs. Junior/Mezzanine Loans
vs. Accommodation Pledges

A tiered loan structure (whether comprised
of multiple liens on the same collateral and/or
mortgage and mezzanine loans) raises ad-
ditional issues.

The purchaser of a senior loan that ulti-
mately desires to acquire the property (by
deed-in-lieu or foreclosure) or enter into a
workout should be aware that there is another
party with a stake in the property that might
have competing interests. For example, a
junior lender might frustrate workout plans if it
has a right to purchase the senior loan or if a
material modification of the debt requires its
consent (contractually or pursuant to state
law). A junior lender might also affect the fore-
closure process by exercising a reinstatement
right or making a competing bid, or by filing
(or being forced into) bankruptcy.

The purchaser of a junior loan should real-
ize that its interest can generally be wiped out
by foreclosure of the senior lien,3 and that
repayment of the senior debt may thus be nec-
essary to preserve its investment. Further-
more, if the junior loan is a mezzanine loan,
the foreclosure scheme applicable to personal
property should be evaluated (in particular, the
ambiguous “commercial reasonableness”
requirement applicable to UCC foreclosures),4

as should the possibility that the lender might
acquire ownership of a borrower with signifi-
cant outstanding obligations.

Finally, many mortgage lenders will structure
their loans to include an accommodation
pledge from each member or partner of the
borrower (as applicable), pledging its interest
in the borrower as additional collateral for the
mortgage loan. In addition to the mortgage
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lien on the borrower’s ownership interest in
the real estate, this pledge of equity interests
grants the mortgage lender a security interest
in the ownership interests in the borrower, al-
lowing the mortgage lender to elect to indirectly
foreclose on the real property by way of a UCC
foreclosure on the ownership interests in the
borrower. A UCC foreclosure might be appeal-
ing as a faster and less costly alternative to a
real estate foreclosure, especially in states
like New York that only provide for judicial fore-
closure on real estate and not non-judicial
foreclosure. However, there may also be
drawbacks to a UCC foreclosure on the owner-
ship interests in the borrower, relative to a
foreclosure on the borrower’s ownership inter-
est in the real estate, such as the inability to
take ownership of the real estate free and
clear of (1) subsequent liens arising after the
mortgage was recorded (e.g., mechanics’ liens
and liens for unsecured taxes), (2) material
contracts entered into by the borrower, and (3)
other potential third-party claims against or
obligations of the borrower, but those draw-
backs might be mitigated by first foreclosing
on the ownership interests in the borrower and
then foreclosing on the real estate. This is an-
other consideration of which a loan should be
aware, as a way to possibly circumvent costly
and timely judicial foreclosure procedures, in
many jurisdictions. Although, under New York
law, until recently there was a concern that
such an arrangement might be found to be a
“clog on the equity of redemption” (i.e., a
defaulting borrower’s right to negate foreclo-
sure proceedings and take back ownership of
the property), but recent case law has largely
alleviated this concern that an accommodation
pledge might be unenforceable on this basis.5

However, practitioners and decision makers
should be aware that interpretation of such

common law and equitable doctrines may dif-
fer by jurisdiction and even by court venue
within particular jurisdictions.

Contractual Constraints: Intercreditor,
Participation, and Pooling and Servicing
Agreements

Intercreditor (and Co-Lender) Agreements
typically provide the parties (i.e., senior and
junior lienholder, multiple noteholders, or
mortgage and mezzanine lender) with mutual
assurances in respect of their rights and risks
inherent to these structures.6 For example, the
junior/mezzanine lender may have a right to
cure defaults under the senior/mortgage loan
and to purchase the senior/mortgage loan in
the event the holder thereof is entitled to
exercise remedies, in exchange for an express
subordination by the junior/mezzanine lender
and restrictions upon the junior/mezzanine
lender’s ability to exercise remedies and affect
the management of the underlying real
property. Also, the parties typically agree not
to make certain modifications to their respec-
tive loans without the consent of the other
party. Consequently, any loan workout will
likely require the consent and cooperation of
each party that holds an interest in each loan
relating to the property.

Participation Agreements govern the rights
of the parties that hold undivided interests in
the underlying loan or note, and describe the
economic terms of their arrangement (e.g.,
pari passu, senior/subordinate, LIFO, etc.).
The originating lender often retains general
servicing authority for administration of the
loan, subject to consent rights in favor of each
interest holder for certain fundamental deci-
sions (e.g., modifying the interest rate, pay-
ment terms or maturity date, waiving defaults,
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releasing collateral, or consenting to a transfer
of title or change in control).

Pooling and Servicing Agreements are typi-
cally utilized in the context of securitized loans,
to provide for the servicing of such loans on
behalf of the trust that owns them (and ulti-
mately on behalf of the certificate holders that
own beneficial interests in the trust). In addi-
tion to establishing the obligations of the
“master servicer” (e.g., collect payments on
the loans and remit payments to the certificate
holders in the established order of priority),
these agreements also determine when loan
servicing is to be transferred to the “special
servicer” (who is often related to, or otherwise
represents the interests of, the “first loss” inter-
est holders in the securitization) and describe
such servicer’s authority to resolve distressed
loan issues.

Healthy/Capitalized Sellers vs. Failing
Banks and the FDIC

The identity, reputation and creditworthiness
of a transactional counterparty are important
considerations. Such characteristics can be
helpful in evaluating a party’s familiarity with
and access to relevant information, usefulness
of any remedies against such party, ability to
close on a timely basis, propensity for exten-
sive negotiations, and litigiousness. With re-
spect to distressed debt, this is primarily rele-
vant to:

(i) The scope and utility of the loan sell-
er’s representations and warranties
(i.e., to the extent the loan seller is will-
ing to provide assurances, can they be
trusted as accurate and thus as a
supplement or perhaps replacement
for due diligence?);

(ii) The availability of meaningful reme-
dies against the loan seller in the event
of a breach (i.e., are there likely to be
resources available to satisfy a judg-
ment for damages if the loan seller
fails to close or an assurance turns out
to be inaccurate, or to fulfill an obliga-
tion to repurchase the loan?); and

(iii) The extent to which insolvency and re-
lated risks will need to be evaluated.

In situations in which the FDIC is the loan
seller (for example, in connection with the
FDIC’s role as receiver following its takeover
of Silicon Valley Bank and Signature Bank),
purchasers should be aware of the protections
potentially afforded to them (as successors-in-
interest to the FDIC) by the common law
“D’Oench Duhme Doctrine” and the related
statutory provisions in the Federal Deposit In-
surance Act. Together, this scheme underlies
a public policy designed to protect diligent
creditors, innocent depositors and the taxpay-
ers (who ultimately fund FDIC losses) from
bearing the losses that would result if claims
and defenses based on agreements that are
not properly documented and authorized could
be enforced against a failed institution.7 In this
particular context, the protections serve to both
maximize liquidation value and expedite the
liquidation process, by prohibiting borrowers
from asserting defenses or making affirmative
claims pursuant to agreements (or alleged
agreements) that have not been properly
documented.

Investigating and Underwriting the
Deal

In many ways, the acquisition of distressed
real estate debt is underwritten similar to a
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loan origination. However, some aspects of
property acquisition diligence are often ap-
plicable, and it is essential to appreciate the
risks and issues unique to acquiring, working
out and liquidating distressed debt.

Due Diligence on Property Operations,
Loan Documents, Borrower Parties and
Loan History

Diligence will of course focus on the underly-
ing property, from which the value of the debt
is ultimately derived, and the documentation
and terms of the loan. The governing loan
documents will need to be carefully reviewed
to determine (among other things) the financial
terms of the loan, the parties’ ongoing obliga-
tions, and the lender’s remedies upon default.
And in a distressed loan situation, it is particu-
larly important to evaluate the extent to which
the lender may have recourse against a
financially viable person or entity. Given the
prevalence of SPE (i.e., “special purpose
entity” or single asset entity) borrowers, this
recourse will most often be against a guaran-
tor under payment, completion and/or non-
recourse carve-out (e.g., “bad boy”)
guaranties. Other characteristics of the bor-
rower parties should also be considered. What
is their level of experience - are they capable
of salvaging the project if given the chance?
What is their reputation - are they known for
being particularly litigious?

It is also important to understand the loan
history, which may affect the approach to dili-
gence, documentation and strategy for resolu-
tion, and by which a purchasing lender will
likely be bound. Is the loan “distressed”
because the lender is in trouble, rather than
by reason of the borrower’s failure to perform?
For example, if a construction lender has failed

or refused to disburse funds, the borrower or
potential mechanic’s lienor might have a
lender liability claim. Has the loan been non-
performing since origination, and if so and the
loan is a residential loan might there be
potential liability for predatory lending?8 Have
defaults been waived, either expressly or by
course of conduct; or were promises made or
assurances given to the borrower regarding
forbearance or future funding, formally or
informally? While it is likely that the loan docu-
ments will provide that actions of this nature
must be in writing and appropriately executed
on behalf of the lender, it is nonetheless
important to assess whether the loan pur-
chaser may be inheriting a potential argument
on these issues. (However, to the extent the
FDIC is involved in the transaction, the
D’Oench Duhme Doctrine may be applicable
in these regards.) Depending on the circum-
stances, it may be possible to obtain an estop-
pel from the borrower regarding the terms and
status of the loan.

Known and Unknown Risks

In addition to the typical risks to which a
lender is exposed (e.g., the borrower’s failure
to pay, environmental liability, mechanic’s liens
and tax liens), the purchaser of distressed debt
should typically also evaluate the risks that a
property owner would scrutinize. This is
because the purchaser might eventually suc-
ceed to ownership of the property and have to
market the property for resale. For example,
such diligence might address zoning and other
regulatory compliance, costs to complete
construction, property “carrying costs,” dis-
putes with neighbors and potential tort claims.
Similarly, because of the likelihood of a work-
out or foreclosure, it is particularly important to
ascertain whether the property (or borrower) is
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subject to any liens other than the subject
mortgage, which other interests might present
complications (e.g., in respect of maintaining
priority following a loan modification, or in con-
nection with the bankruptcy of a junior
lienholder). It may also be helpful (when
feasible) to sit down with the existing property
manager or asset manager to discuss, in-
depth, the property and its performance (or
lack thereof) during such manager’s tenure.

Legal requirements, uncertainties and as-
sociated risks of owning distressed debt
should also be considered. For example, in
California, it seems clear that a usury-exempt
loan will retain such characteristic following
transfers of the loan (regardless of whether
the transferee is an exempt lender).9 However,
it is not clear whether a usury-exempt loan
may lose the benefit of such exemption if, in
connection with a workout, a non-exempt
transferee subsequently modifies the loan to
provide for a higher, usurious interest rate.10

Similarly, purchasers of real estate debt should
also be aware that loans governed by New
York law (which is often used by lenders) are
subject to the New York General Obligations
Law, which provides that loans to businesses
with a principal amount under $2,500,000 are
generally exempt from New York’s sixteen
percent civil usury cap, but are still subject to
New York’s twenty-five percent criminal usury
cap, and that loans to businesses with a
principal amount exceeding such threshold are
exempt from both civil and criminal usury caps
under New York law.11

Similarly, in certain circumstances the acqui-
sition of an interest in a loan might necessitate
appropriate licensing. For example, in Califor-
nia, a finance lender’s license is generally
required for those engaged in the business of

making consumer or commercial loans.12

There are exemptions for (among other things)
mortgage loans made by banks or arranged
by a licensed real estate broker, and for par-
ties who make no more than one commercial
loan in any twelve-month period, or who make
five or fewer commercial loans in any twelve-
month period but only in such last case if the
loans are incidental to the business of the
person relying upon the exemption.13 Similar
exemptions may soon exist in New York pur-
suant to recently proposed legislation.14 How-
ever, given the strong policy considerations
often underlying licensing schemes such as
California’s Finance Lenders Law, investors
should give additional thought to the potential
triggers for compliance and limitations on
exemptions in complex situations, such as the
modification of multiple loans in the same
capital stack and/or to the same sponsor, the
inclusion of small business and/or personal
loans in a loan portfolio, or the acquisition of a
pool of construction loans that require ad-
ditional advances by the lender.15 As with all
regulations, an attorney should be consulted
to discuss the various exceptions to the gen-
eral rules (e.g., most of such general rules will
not apply to large commercial real estate loans
under New York law).

Potential Pitfalls: Communications with
the Borrower, and Uncooperative Third
Parties

Some parties will approach a distressed
loan only to acquire and hold the debt. Others
may consider such an acquisition in connec-
tion with, or as a possible alternative to, an
equity investment in or direct acquisition of the
property (similar to a “loan-to-own” strategy).
In any event, there should not be any com-
munication with the borrower regarding a
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transaction unless and until the borrower has
executed a Pre-Negotiation Letter and the
existing lender has provided its written consent
(which many loan sellers will refuse to do).
Occasionally, a potential loan purchaser might
also hold an ownership interest in the borrower
(e.g., a capital partner might have the op-
portunity to salvage a struggling investment by
buying the debt at a significant discount). In
such case, the prospective purchaser should
require that the Pre-Negotiation Letter be exe-
cuted by the borrower and all of its owners
(and any guarantors or other parties obligated
under the loan documents), and contain (i) a
waiver of any conflicts presented by such
party’s acquisition of the debt, and (ii) each
such party’s agreement that such affiliation
shall not restrict the purchaser’s right to
exercise remedies under the loan in the same
manner as a third party lender (or limit the
purchaser’s, or if applicable any affiliate’s,
rights or remedies under the documents
governing the relationship among the bor-
rower’s owners). Without a Pre-Negotiation
Letter, there are a host of claims to which a
potential purchaser or investor may be ex-
posed, such as fraud (if information is deliv-
ered under false pretenses, like the promise of
an equity deal with the borrower), promissory
estoppel (if an alternative opportunity is
ignored), and tortious interference. In addition,
a Pre-Negotiation Letter may thaw tensions
among the parties and allow for more open
discussions towards reaching a positive
resolution.

There are several other parties from whom
assurances, concessions or approvals may be
necessary or desired (e.g., tenants, other lend-
ers or interest holders, ground lessors, guaran-
tors, governmental agencies, service provid-

ers, servicers and rating agencies). And often
there is little or no incentive for such parties to
cooperate with a potential loan purchaser. It is
important to underwrite the possibility (or likeli-
hood) that such parties will be uncooperative,
and to anticipate resistance to conditioning the
loan acquisition on cooperation from such
parties.

Workout/Modification and Foreclosure/
Deed-In-Lieu Concerns

Many aspects of the workout/modification
and foreclosure/deed-in-lieu processes should
be taken into account during underwriting; Part
III below addresses some of these issues.

PART II
“SO YOU STILL WANT TO BUY
DISTRESSED DEBT . . .” THINGS TO
CONSIDER IN DOCUMENTING AND
CLOSING THE DEAL

Like any transaction, once the decision has
been made to proceed with the investment,
the logistics of the deal and risk allocations
must be negotiated and memorialized.

Important Deliverables

In distressed real estate debt transactions, it
is particularly important to obtain all relevant
underlying documents and properly document
the agreements of the transactional parties
and of third parties.

Assignments, Original Loan Documents
and the Loan File

A loan purchase is typically governed by a
Loan Purchase Agreement, which will include
concepts similar to those in an agreement for
the purchase of real property, but with revi-
sions to account for the fact that a loan (and
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not real property) is being sold and that the
selling lender does not own the property and
likely cannot provide access to the property
absent the cooperation of the borrower. The
following instruments typically effectuate the
purchase:

(i) Endorsement (or Allonge) to Promis-
sory Note;

(ii) Assignment of Recorded Instruments
(e.g., the Deed of Trust/Mortgage and
the Assignment of Leases and Rents);

(iii) General Assignment (with respect to
all of the loan seller’s right, title and
interest in the loan and related docu-
ments);

(iv) UCC-3s (with respect to the personal
property filings); and

(v) Notices to relevant parties (e.g., bor-
rower parties, tenants, servicers, rat-
ing agencies, cash management banks
and other lenders).

Ideally, the loan seller can deliver the origi-
nal loan documents, as well as all correspon-
dence and all non-proprietary materials relat-
ing to the loan. In any event, all right, title and
interest to the same should be assigned to the
loan purchaser pursuant to the General As-
signment noted above.

Of particular importance is delivery of the
original promissory note (endorsed to the loan
purchaser). Assuming that the note is a nego-
tiable instrument (e.g., is it payable “to or-
der”?),16 as a “holder in due course” (similar to
a bona fide purchaser), a party that acquires
an original negotiable instrument without
knowledge of “personal” defenses to the col-

lection of the debt (e.g., lack of consideration
or delivery, or “fraud in the inducement,” as
opposed to incapacity, duress, discharge or
“fraud in the factum”) or other claims of owner-
ship of the note takes free from such defenses
and claims.17 In the event the original note has
been lost or destroyed, an affidavit to such ef-
fect and indemnity in these regards from a
creditworthy entity may suffice in its stead.
However, if the closing of the loan acquisition
is not conditioned upon delivery of the original
note, then the purchaser should negotiate an
acceptable form of lost note affidavit and
indemnity prior to entering into the purchase
agreement.

Lender’s Title Policy and Date-Down/
Assignment Endorsement

The originating lender’s title policy should
inure to the benefit of the loan purchaser.
Nonetheless, for assurances regarding modifi-
cations to the loan, or the lack thereof, and
the current status of title (keeping in mind that
junior encumbrances can be problematic), it is
recommended that a loan purchaser receive
(and institutions and other sophisticated par-
ties typically require) coverage from a reputa-
ble title insurance company to such effect.
Such title coverage may also ensure that the
beneficial interest under the deed of trust or
mortgage has been assigned to the loan
purchaser, and that priority of the encum-
brance (as modified, if applicable) is as
expected.18

Estoppels and Consents

As noted above, third parties are likely to be
relevant to distressed debt acquisitions. Estop-
pels and consents can be an effective way to
confirm and supplement underwriting and dili-
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gence assumptions. Indeed, delivery of par-
ticularly significant estoppels and receipt of
required consents may be closing conditions,
though typically loan sellers will resist condi-
tioning the closing on receipt of estoppels.

Representations and Warranties, and
Related Remedies

Although representations and warranties are
often a vital component of a distressed loan
acquisition, they are only as good as the party
backing them up and the remedies available
in the event of a breach.

Assurances Regarding the Loan and the
Property

Typically, the loan seller should represent
and warrant, among other things, that:

(i) It owns the loan free and clear;

(ii) The loan was enforceable at closing
and it has not taken any actions that
would render the loan unenforceable;

(iii) The loan is evidenced and secured by
certain scheduled documents and
such documents have not been
amended;

(iv) The loan seller is in actual possession
of the original promissory note, the
loan file is true and complete and
contains all material information relat-
ing to the loan, and such information
has been provided to the loan pur-
chaser;

(v) The outstanding loan balance and the
components thereof are as scheduled;

(vi) If applicable, the loan has been fully
funded;

(vii) The loan is current and no party is in
default, except as may be specifically
identified; and

(viii) The loan seller’s interest in the loan
has not been transferred or
encumbered.

The loan seller may also be asked to repre-
sent and warrant that the loan file does not
include any waivers in respect of the loan
documents. Of course, to the extent any of the
foregoing are untrue, appropriate qualifications
should be described in detail.

However, unless the loan purchaser has sig-
nificant leverage, most loan sellers will resist
making many representations or warranties
regarding the property. A compromise position
can often be reached with representations and
warranties that, to the loan seller’s knowledge,
the loan file contains all material information
relating to the property within the loan seller’s
possession, and there are no problematic
conditions affecting the property except as
disclosed in the loan file. Loan purchasers may
wish to clarify that material information in-
cludes notices regarding litigation, environ-
mental or regulatory violations, condemnation
or casualty. In addition, a loan purchaser
should seek a covenant of further assurances
from the loan seller to ensure reasonable
cooperation with any post-closing requests.

Depending on the nature of the sale, the
loan seller may be unwilling or unable to
provide most or all of these representations
and warranties (e.g., when purchasing from
the FDIC as receiver for a failed bank).

Assurances and Concerns Relating to the
Loan Seller’s Solvency

Similar to a real property sale, there is no
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readily available insurance coverage to protect
against the risk of a loan sale being affected
by the post-closing insolvency or failure of the
loan seller (although, prior to the Great Reces-
sion, there was title insurance available to
cover the post-closing insolvency of a seller in
a real property sale, through the creditors’
rights endorsement).19 The loan seller might
represent and warrant that it is receiving fair
consideration for the loan and is solvent, and
that the loan sale will not render it insolvent;
however, absent a guaranty along these lines
from a creditworthy affiliate (which loan sellers
are likely to strongly oppose), there does not
seem to be much practical value to such
assurances. Also, if the loan seller has re-
quested that a deposit be released to it prior
to closing, such deposit might be at risk if the
loan seller becomes insolvent or fails while the
loan purchase agreement is executory (i.e.,
after execution and prior to the closing). Loan
purchasers should consult with bankruptcy
counsel regarding these risks prior to entering
into a binding purchase agreement.

Damages vs. Put-Back Right as Remedy
for Loan Seller’s Breach of
Representations and Warranties

Loan sellers are often interested in making
a clean break from their troubled loans, and
want to avoid the possibility of future liability
(or a fight over alleged liability) for damages
arising from breach of a representation or
warranty. Accordingly, in addition to limiting
the scope and survival of their representations
and warranties, some loan sellers may seek to
limit the remedies for a breach thereof to a
right to “put” the loan back to the loan seller
under certain circumstances (such circum-
stances are often a heavily negotiated point).
The FDIC may even go one step further, by

not actually making representations and war-
ranties but rather simply conditioning the
exercise of the put right upon certain assump-
tions (with respect to matters typically repre-
sented and warranted) being untrue.

The repurchase price (i.e., its relation to the
initial purchase price) can also be a conten-
tious issue. For example, should it be reduced
by payments received by the purchaser while
it holds the loan (and by all payments or only
principal payments)? And should it be in-
creased by additional advances made, to re-
imburse the buyer’s diligence costs or to ac-
count for the buyer’s cost of funds during such
period?

In any case, it is important to understand
the position of the party that is making the
representations and warranties and, similarly,
to evaluate its (and any other responsible par-
ties’) creditworthiness. In some situations, a
guaranty, holdback or escrow may be ap-
propriate to ensure that the responsible par-
ties can satisfy their liabilities in these regards,
though in practice sellers seldom agree to
such an arrangement.

PART III
“SO YOU HAVE PURCHASED
DISTRESSED DEBT . . . NOW WHAT?”
THINGS TO CONSIDER AS THE
HOLDER OF DISTRESSED DEBT

There is often pressure to complete dis-
tressed loan acquisitions quickly, and to then
dive right into the workout and foreclosure
processes. Indeed, an investor’s ability to real-
ize its desired return will likely depend upon
the prompt repositioning or disposition of the
asset(s). Success in this regard, especially for
loan pool acquisitions, is enhanced by a
framework for efficient, regular interaction
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among principals, asset managers, counsel,
and other service providers (e.g., title agents,
brokers and consultants), with established
reporting requirements and centralized elec-
tronic data management.

Issues Related to Working Out the
Loan

In some cases, a non-performing loan may
be acquired with the intent to immediately fore-
close; often, though, it is in the mutual interest
of the borrower and the lender to attempt to
achieve a workout of the loan.

Pre-Negotiation Letters as a Condition to
Discussing a Workout

As discussed above, Pre-Negotiation Let-
ters are important for establishing a framework
for discussions that minimizes exposure to
lender liability claims and misunderstandings
between the parties. A Pre-Negotiation Letter
will also allow a borrower to speak more freely
and be more cooperative, with the understand-
ing that such actions will not be used against
it in a subsequent litigation. The Pre-
Negotiation Letter should acknowledge that
the lender is not under any obligation to agree
to a forbearance or modification, that the bor-
rower will not forego other opportunities during
the workout negotiations, and that only a
subsequent definitive written agreement (as
opposed to discussions between the parties)
will be binding on the parties. Depending on
the circumstances, it may also be appropriate
for the Pre-Negotiation Letter to include a gen-
eral release in favor of the lender, and to ratify
the status quo (e.g., acknowledge that the bor-
rower is in default); however, many borrowers
will only want to agree to a general release in
connection with a forbearance or workout and

only want to ratify matters previously identified
so as not to expand their exposure by acknowl-
edging additional potential defaults. Most bor-
rowers will recognize the importance and util-
ity of a Pre-Negotiation Letter, though, and
quickly agree to reasonably requested terms,
so that the parties can move on to addressing
the substance of the workout.

Provisional Remedies (Receivership,
Injunction and Attachment)

To avoid the liability and other issues that
can arise from being a “mortgagee-in-
possession,” a receivership is often sought fol-
lowing a loan default to preserve the value of
the property if the borrower is (intentionally or
negligently) failing to maintain and adequately
operate the property and/or to properly use
any rents or proceeds from the property (e.g.,
to pay taxes or make payments on the loan).20

Deciding whether to appoint a receiver will
often depend on the asset class and character-
istics of the property, such as whether the
property manager requires frequent guidance
from ownership or operates independently,
and whether the property is under construc-
tion, seeking new tenants or fully stabilized. Of
course, receivers do not work for free, and
borrowers may resist attempts to divest their
control of the property and cash. An injunction
complements the receivership process, by
enjoining the borrower from diverting rents
(and causing or permitting damage to the col-
lateral) pending implementation of the receiv-
ership and, thereafter, from interfering with the
receivership. A writ of attachment against the
borrower’s non-collateral assets may be avail-
able if the value of the collateral has declined
since the loan was originated.21 However, an
attachment can have adverse consequences
under California’s “one action rule,” and thus
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in states like California any attachment must
be evaluated in that context (see “Anti-
Deficiency/One Action Rule Risks” below).

Forbearance Agreements (and Evaluating
Leverage in a Default Situation)

Lenders may be willing to agree to forbear
from exercising remedies for a period of time
to allow distressed borrowers an opportunity
to refinance, restructure or otherwise salvage
their projects and return to good standing, or
to facilitate coordination of a loan modification,
discounted payoff, deed-in-lieu or friendly
foreclosure. In contrast to the Pre-Negotiation
Letter, the Forbearance Agreement represents
an opportunity to demand representations and
warranties, a release and similar concessions
from the borrower and each guarantor (e.g.,
confirmations that the loan documents are
valid and in full force and effect, of accrued
and unpaid interest, including default interest,
and of the absence of defenses or claims for
offsets). It is also common for such agree-
ments to restate many of the protective con-
cepts contained in the Pre-Negotiation Letter.

In determining how to proceed in a forbear-
ance situation, there are also factors beyond
the borrower’s breach that should be consid-
ered in evaluating the lender’s leverage. For
example, while a delay in proceeding with fore-
closure might seem to favor the borrower, such
a delay might actually exert pressure on the
borrower by reason of ongoing property level
expenses. Similarly, the lender’s declaration of
an event of default might trigger a cross-
default provision applicable to a guarantor, and
using such circumstance for leverage may be
more productive than declaring an event of
default.

Loan Modifications, Date-Down/
Modification Endorsement, and
Maintaining Priority

The lender may agree to temporary reduc-
tions or deferrals of payment obligations, or to
more significant modifications to the loan
terms (e.g., an extension of the maturity date
or revised amortization schedule). Such con-
cessions may be conditioned upon the bor-
rower’s agreement to pay modification or other
fees to the lender, provide additional collateral
for the loan, or otherwise enhance the value
of the debt to the lender. These modifications
are typically effectuated by a comprehensive
modification agreement and by ancillary
amendment documents (for example, to pro-
vide notice that the loan documents of record
have been amended by the modification agree-
ment, without disclosing the sensitive eco-
nomic terms of the arrangement).

However, given the likelihood that a troubled
borrower may incur additional debt and grant
junior liens in efforts to stay afloat, or may
have failed to pay certain parties who have
the ability to place liens on the property (e.g.,
tax authorities or materialmen), it is important
to recognize that material modifications may
not enjoy the same priority as the initial
obligation.22 In this regard, the lender should
request (and institutions and other sophisti-
cated parties typically require) coverage from
a reputable title insurance company to the ef-
fect that the priority of the security instrument
remains as expected, though such coverage
may require consent from each junior
lienholder. Such coverage is provided by the
CLTA 110.5 or ALTA 11-06 (as applicable) title
endorsement,23 which also ensures that the
property continues to be secured by the debt
(as amended) and that no new encumbrances
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affect title. In any event, consideration should
be given to seeking each junior lienholder’s
consent to significant modifications.

Discounted Payoffs (DPOs)

If a distressed loan has been purchased at
a significant discount, the new holder of the
loan may be willing to accept a discounted
payoff of the loan by the borrower. Understand-
ably, borrowers are often committed to retain-
ing ownership of their properties, and a dis-
counted payoff provides the opportunity for
borrowers (who may owe more than their prop-
erties are worth) to maintain ownership and, if
applicable, continue development of their
properties. For the lender, a discounted payoff
eliminates the time, expense and associated
uncertainties of attempting to workout the debt
and/or foreclose and dispose of the asset as a
real estate owned (REO) property.

Tax Consequences of Loan Modifications
and DPOs

Lenders should be aware that a “significant
modification” of a debt instrument (e.g.,
changes in yield, changes in timing/amount of
payments, changes in the obligor if the debt is
recourse, and changes in security, guarantees
or other credit enhancements) will be treated
as a taxable exchange of the initial instrument
for a new one. In such event, the lender will
recognize gain or loss equal to the difference
between the “issue price” (i.e., deemed princi-
pal amount) of the new debt and its adjusted
basis in the initial debt. A similar analysis ap-
plies in the event the lender agrees to accept
a discounted payoff of the loan. The potential
exposure to taxable gain is particularly signifi-
cant if the loan was purchased at a discount
(because such discount likely equates to a low
basis in the initial debt for the loan purchaser).

However, in order to reach a mutually ac-
ceptable workout, it is also important to
understand the borrower’s potential tax expo-
sure by reason of the sale or exchange treat-
ment that might arise from a modification, or
the cancellation of indebtedness income that
would be triggered by a discounted payoff of
the loan. Furthermore, each partner or member
of a pass-through entity may have different
exposure to this tax liability, thereby creating a
potential source of tension among the benefi-
cial owners of a borrower.

Tax professionals should be consulted in
connection with any potentially significant
modification to or discounted payoff of a loan
for a complete analysis of these issues.

Potential Complications: Third Parties and
Binding All Parties

A workout may require the consent or coop-
eration of third parties, who may or may not
have common interests. For example, a ten-
ant might welcome a change in ownership
(and management), but each party’s relative
leverage will depend on the circumstances
(e.g., is the tenant’s interest subordinate, has
it agreed to attorn, and is its current rent above
or below market?). In contrast, the various par-
ties in the capital stack may have adverse
interests, with the “first loss” party likely to
favor a workout and the most secured party
likely to push for immediate foreclosure and
repayment of its loan (or interest). Also, to
ensure that all relevant parties are bound by
any modifications to the terms of the loan, and
that any guarantors are not released by rea-
son of such modifications, it is important for all
obligors to execute all modification documents
and for all guarantors to execute an affirma-
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tion of the guaranteed obligations (as so
modified).24

Issues Related to Foreclosures, Deeds-
In-Lieu, and REO and Loan Sales

It is important to understand the various
liquidation strategies and remedies applicable
to distressed real estate debt, and how to
avoid the associated risks.

Real Property Foreclosure Process and
Issues, and Credit Bid Issues

Local counsel should be consulted regard-
ing applicable foreclosure procedures and tim-
ing, since the foreclosure process is different
in each state (e.g., publication requirements,
statutory notices, time and place of proceed-
ings, and whether specific dates apply in a
particular jurisdiction).

For example, in California (and most other
Western states), there are two methods of
foreclosure, which may be pursued concur-
rently,25 but only one process may ultimately
be consummated: judicial (i.e., a court-ordered
sheriff’s sale further to court-issued decree of
foreclosure), and non-judicial (i.e., a trustee’s
sale further to the power of sale in the deed of
trust). In comparison to California’s non-judicial
foreclosure process, which can be completed
in approximately one hundred twenty days for
non-residential properties, California’s judicial
foreclosure process can be lengthy, costly and
adversarial.26 But judicial foreclosure in Cali-
fornia may preserve the right to a deficiency
judgment against the borrower (which, even if
the borrower is an SPE, can be important if
there may be claims against the borrower or
its owners for fraudulent distributions), and
also minimize the risk of process-related
lender liability claims.27 If non-judicial foreclo-

sure is pursued in a state that provides for
such a process, it is imperative that the pro-
cess prescribed by statute (e.g., regarding fil-
ings, notice parties and time periods) is
adhered to, and common to obtain a Trustee’s
Sale Guaranty (or equivalent) from a reputa-
ble local title insurance company and utilize
the title company to manage the process,
which can provide valuable assurances of
compliance.

By contrast, in New York (and many other
states), only judicial foreclosure is prescribed
by law, and thus some real estate investors
view New York as a state with favorable fore-
closure laws for borrowers. For example, a
judicial foreclosure in New York could take
eighteen months or longer to complete, from
filing a complaint to adjudication by the court.

In any case, it is rare for third parties to bid
at commercial property foreclosures; however,
guarantors and junior lienholders may partici-
pate in an effort to protect their interests. The
absence of third parties may be a result of
investors preferring to purchase REO property
from banks, which provides an opportunity for
diligence. It is also likely a function of the
practical difficulties of financing such a pur-
chase (e.g., in California and New York, the
requirement that the purchase be quickly
consummated by delivery of cash, a cashier’s
check or, in the context of non-judicial foreclo-
sures, a “cash equivalent”),28 and the related
difficulties in obtaining an adequate owner’s
policy of title insurance effective as of such a
purchase. In comparison, the foreclosing
lender is able to credit bid in an amount equal
to all or a portion of the secured obligation,
typically has the benefit of its loan policy of
title insurance and a binder for a future owner’s
policy, and often possesses the most informa-
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tion about the property (facilitating an informed
decision about value and next steps in reposi-
tioning the property), all of which gives the
foreclosing lender a significant competitive
advantage in the bidding process.

For those lenders that find themselves in a
credit bid situation, the following consider-
ations are relevant:

(i) In determining whether to outbid a third
party, a lender should take into ac-
count the present value of the above-
described known and unknown risks
and costs associated with being the
highest bidder and acquiring the prop-
erty;

(ii) Before placing a full credit bid in satis-
faction of the full indebtedness, the
lender should consider whether doing
so might preclude pursuit of other se-
curity (such other security might in-
clude rents held by a receiver, insur-
ance and condemnation proceeds,
personal property and guaranties);

(iii) In calculating an appropriate bid
amount, the lender should consult tax
counsel regarding the potential tax
consequences of being the successful
bidder at such amount (see “Tax Con-
sequences of Foreclosures and
Deeds-In-Lieu” below); and

(iv) If the successful credit bid is signifi-
cantly less than the fair market value
of the property, then the foreclosure
sale may be at risk of being set aside
as a fraudulent transfer.

Other factors to consider include:

(i) Redemption rights that may be trig-

gered by the bid amount (see “Rein-
statement Rights, Redemption Rights
and Changes In Borrower Protections”
below);

(ii) Claims against the borrower that might
be waived with a full credit bid (e.g.,
for waste, fraud or fraudulent transfers
to the owners of the borrower), and

(iii) Any cross-collateralization of the un-
derlying debt.

Ultimately, a foreclosing lender should come
to the foreclosure sale having already aligned
with a title company that is well prepared and
committed to provide appropriate title cover-
ages to the foreclosing lender or its designee
(including with respect to any subsequent
intervening liens that are junior to the lien
securing the debt, as well as any gap period
between the foreclosure sale and the record-
ing of the deed).

Mezzanine Loan Foreclosure Issues

Mezzanine/UCC foreclosure is complicated
and (as with any debt) care should be taken
and counsel consulted before taking any re-
medial actions following an event of default.29

That said, a UCC foreclosure process can be
faster, less formal and less expensive than a
typical real estate foreclosure (especially a
judicial foreclosure), even though it also may
involve a public sale to a third party. (Private
sales to third parties are also permitted for
foreclosures under the UCC, but much less
common due to the requirement that the bor-
rower consent to the sale.) The following are
among the issues that should be considered:

(i) Whether the collateral is a “general
intangible” or a “security” for purposes
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of the UCC (i.e., has the issuer opted
to treat interests therein as “investment
property” under Article 8 of the UCC?),
and if the latter whether the interests
have been certificated;30

(ii) Whether there are applicable inter-
creditor or other contractual restric-
tions (e.g., can the interests only be
transferred to a “qualified transferee,”
and is rating agency approval re-
quired?);

(iii) Whether all right, title and interest in
the collateral has been pledged and
advance consent to the transferee’s
admission as a member or partner has
been provided (e.g., will enforcement
only result in a charging order on the
borrower’s economic interest?);31

(iv) The potential application of federal or
state securities laws in the event the
interests being marketed constitute
unregistered securities for purposes of
such laws;

(v) Liabilities of the mortgage borrower for
which the mezzanine lender may be-
come responsible or subject to upon
its acquisition of ownership of the
mortgage borrower; and

(vi) The requirement that all aspects of a
UCC foreclosure be commercially
reasonable.32

The last point is particularly important to
remember throughout the public or private sale
process, because a borrower may object to
the sale by alleging that the foreclosing lender
did not act in a commercially reasonable man-
ner throughout each step of the process (e.g.,
notice, publication, and receipt of bids).

Deeds-In-Lieu: Fraudulent Conveyance
and Title Coverage Issues

Any transfer of property is subject to attack
(by the transferor’s creditors or bankruptcy
estate) as a fraudulent transfer if made for less
than fair consideration, or if the transferor is
insolvent at the time of the transfer or becomes
insolvent as a result of the transfer, on the
theory that such a transfer disadvantages the
transferor’s creditors. Both the Uniform Fraud-
ulent Transfer Act / Uniform Voidable Transac-
tions Act (as adopted in most states) and
federal bankruptcy laws provide a basis for
such a claim, and deed-in-lieu transactions
are particularly vulnerable in this regard
because the underlying concept is that the bor-
rower cannot repay the debt (which suggests
that the borrower is insolvent).33 Prior to ac-
cepting a deed-in-lieu, lenders should gener-
ally obtain a third party appraisal of the prop-
erty, and an estoppel from the borrower
confirming the appraised amount of the prop-
erty and that the deed-in-lieu is intended to be
a true conveyance of the property and not a
disguised mortgage. Bankruptcy counsel
should be consulted in deed-in-lieu transac-
tions to address these issues.

In addition, unlike a traditional sale, in a
deed-in-lieu situation there typically are no
sale proceeds to backstop the typical affidavit
and indemnity given by the seller to the title
company with respect to potential intervening
liens and interests (which document allows
the purchaser to receive an owner’s policy
without related exceptions, e.g., for mechanic’s
liens and tenants’ rights). Accordingly, if the
deed-in-lieu agreement does not obligate a
creditworthy affiliate of the borrower to provide
such indemnity, the borrower may have unex-
pected leverage if the lender later requests
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delivery of the same, or title may have to be
taken subject to such exceptions.

Income Tax Consequences of
Foreclosures and Deeds-In-Lieu

For lenders, tax issues are relevant to credit
bids during foreclosure because, generally:

(a) A credit bid for less than the fair market
value of the property may result in tax-
able gain to the lender;

(b) A credit bid for more than the lender’s
basis in the loan (i.e., more than the
principal amount of the debt if the lender
was the originator, or more than what
the lender paid if the lender acquired
the loan) may result in taxable gain to
the lender; and

(c) A credit bid for less than the lender’s
basis in the loan may result in a taxable
loss to the lender if, as and when the
loan becomes uncollectible (e.g., be-
cause the loan is non-recourse and
there is no additional collateral or
recourse).

With respect to deed-in-lieu transactions,
there is no presumption as to the value of the
property acquired by the lender, and thus the
lender should consider whether an agreement
with the borrower and/or an appraisal might
help to establish such a value. If the property
value is greater than the lender’s basis in the
debt then the deed-in-lieu transaction will trig-
ger gain for the lender, and if the property
value is less than such basis then such trans-
action will trigger a loss for the lender.

For borrowers, there should not be a distinc-
tion for tax purposes between a foreclosure

and a deed-in-lieu. In each case, the borrower
is treated as having transferred its property in
satisfaction of the loan. The borrower will rec-
ognize gain or loss based on the difference
between its adjusted basis in the property and
the value of the property (which, if the loan is
non-recourse for tax purposes, is presumed to
equal the amount due under the loan). Also,
where the debt is recourse for tax purposes,
the borrower will have cancellation of indebted-
ness income to the extent that the fair market
value of the property is less than the amount
due under the loan (note that recent legisla-
tion has changed the rules for a taxpayer’s
recognition of cancellation of indebtedness
income).

Tax professionals should be consulted prior
to completing a foreclosure or deed-in-lieu
transaction for a complete analysis of these
issues.

Property Tax Reassessment and Transfer
Tax on Change of Ownership or Control

In some jurisdictions, (1) the property value
for purposes of real property taxes will be
reassessed upon a change of ownership in
connection with a deed-in-lieu or foreclosure,
which might include a mezzanine assignment-
in-lieu or foreclosure, as well as a preferred
equity investor’s exercise of remedies with re-
spect to beneficial ownership or control of the
property, and/or (2) such events might trigger
a transfer tax liability, which might equal or
even exceed five percent of the gross value of
the property, and in mezzanine or preferred
equity scenarios that might be without regard
for any mezzanine liens and without consider-
ation of whether the tax was triggered by a
transfer of a one percent beneficial interest in
the property or a one hundred percent benefi-
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cial interest in the property. It is advisable to
consult with a title company (in addition to a
tax professional) early in the process to
confirm and assist with the calculations for a
particular transaction.

In California, for example, such a change in
ownership and reassessment could result in a
significant increase in real property taxes if the
borrower had a low assessed value (e.g., if
the property had been owned by the borrower
for several decades). Moreover, such reas-
sessed value may not be based upon the fore-
closure bid for the property (or the discounted
loan purchase price), but rather is likely to be
determined by an appraisal of the property to
assess its “full cash value” (which appraisal
may presume, for example, stabilized oc-
cupancy with fair market rents and capitaliza-
tion, regardless of the actual state of the
property).34 Accordingly, potential loan pur-
chasers should not assume that they will
inherit the borrower’s assessed value follow-
ing a foreclosure or deed-in-lieu on California
real property, or that the new assessed value
will equate to the purchase price for the loan,
and may wish to verify underwriting assump-
tions in respect of property taxes with tax
professionals.

Similarly, most events giving rise to a prop-
erty tax reassessment in California will also
give rise to a transfer tax, including any
foreclosure-related change in direct ownership
of any interest in the property or change of
beneficial indirect ownership in the property
that results in a “change in control” (which is
generally a purely mathematical test that is
tied to whether there has been a change in
majority ownership). However, this is typically
a moot point for mortgage loan foreclosures
where the amount owed exceeds the value of

the property, because the transfer tax calcula-
tion contains an exclusion for up to the amount
of the secured lien being foreclosed. But it
could be a major issue in mezzanine loan or
preferred equity scenarios, where depending
on the jurisdiction there may be a foreclosure-
related transfer tax liability based on the
unsecured portion of the capital stack.

In New York, there is a real estate transfer
tax on all commercial real estate, and in New
York City (and other cities in New York) there
is both a city and state real estate transfer
tax.35 Only governmental agencies are exempt
from such a transfer tax, which must be paid
at the time of closing by the third-party pur-
chaser or the foreclosing lender or deed-in-
lieu recipient, and may not be an insignificant
economic consideration for the parties.36 In
addition, although not yet signed into law, with
the growth of the issuance of mezzanine debt
and preferred equity to fund various projects
(particularly construction projects with inherent
risk), New York is considering passing into law
a tax on the creation of mezzanine debt and
preferred equity interests.37 Issues concerning
conflicts of law could result in unintended con-
sequences for owners of property either in
New York or outside of New York, and when
and whether such a tax would apply based on
the governing loan documents and upper-tier
entities’ states of formation (e.g., Delaware).
In any event, such an additional cost should
be considered when entering into the capital
stack at the mezzanine debt or preferred
equity level.

Lastly, it is worth noting that many jurisdic-
tions across the country have adopted signifi-
cant new real estate taxes in recent years -
often called “mansion taxes” due to a focus on
higher-dollar transactions, and even though
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not always limited to residential properties.
These new taxes have attracted significant at-
tention, in some cases resulting in court chal-
lenges as to legality and in other cases spawn-
ing counterproposals to pare back, repeal or
add to the new taxes, for example. Depending
on the circumstances and potential severity,
this uncertainty regarding transfer taxes pay-
able on both acquiring title and disposing of
title might be a material underwriting concern
for a potential investor in distressed real estate
debt.

Actions Against Guarantors

Most real estate borrowers are SPEs with
no assets other than the property, and many
permanent (as opposed to construction) real
estate loans are non-recourse, either contrac-
tually or pursuant to applicable law, thereby
limiting a lender’s recovery to the property
itself. In such situations, the lender may need
to rely on a guaranty from a creditworthy
person or entity to discourage and protect itself
against “bad boy” acts by the borrower or its
principals (e.g., fraud, waste, prohibited trans-
fers, etc.), and in order to recover funds in ad-
dition to foreclosing on the property. Many
investors experienced lenders attempting to
expand the typical list of “bad acts” during the
strong market that followed the Great Reces-
sion, and therefore lenders and potential loan
purchasers should carefully review both the
partial (a/k/a “losses”) recourse and full (a/k/a
“springing”) recourse provisions of the loan
documents to determine whether they might
provide additional leverage in a workout
scenario. For loans with a payment guaranty,
the lender may be able to significantly improve
its recovery by suing and collecting from the
guarantor; however, investors and practitioners
should consider whether there are any poten-

tial “one action rule” or similar defenses that
have not been properly waived in the loan
documents, prior to exercising any remedies
(see “Anti-Deficiency/One Action Rule Risks”
below).

There are two important considerations in
respect of completion guaranties for construc-
tion loans: (a) a completion guaranty is not
likely to be specifically enforceable,38 and thus
measure of damage issues (e.g., cost to
complete vs. increased value upon comple-
tion, carrying costs, and the effect of undis-
bursed loan proceeds) are relevant to under-
standing the potential value of the guaranty
and the lender’s leverage in working out a proj-
ect secured by such a guaranty; and (b) the
guaranty may provide a right to cure by
completing the project, and may obligate the
lender to make disbursements to the guaran-
tor in such event.

REO Sales

For many distressed loan purchasers, fore-
closing or accepting a deed-in-lieu is only one
step in the process of realizing on their
investment. Most lenders will want to sell most
or all REO properties. These sales will typi-
cally be on an “as is, where is” basis, and often
at some discount of the perceived market price
of the property. Seller financing may also be
provided, especially for properties that are dif-
ficult to underwrite or otherwise fail to attract
or qualify for new third party financing.

Loan Sales

There may be certain loans that attract the
interest of parties who desire to acquire the
underlying properties (e.g., development
sites), or the interest of other investors. Typi-
cally, such loan re-sales are on an “as is,
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where is” basis, relate to loans that were a
part of a loan pool, and are made to purchas-
ers who are not in a position to purchase an
entire loan pool.

Environmental Risks to Foreclosing
Lenders

Real estate investors and lenders should
carefully consider environmental liability risks
and protections under the federal Comprehen-
sive Environmental Response, Compensation,
and Liability Act (CERCLA) before taking a se-
curity interest in or foreclosing on real property.
CERCLA provides for strict,39 joint and sev-
eral40 liability for parties potentially responsible
for a release of hazardous substances. Poten-
tially Responsible Parties (PRPs) include the
following: current owners and operators; past
owners and operators at the time of disposal
of any hazardous substances; any person who
arranged for the disposal, treatment or trans-
port of a hazardous substance; and transport-
ers of hazardous substances.41 PRPs are li-
able for all costs of remediation, response
actions, natural resource damages and certain
other costs incurred as a result of the release
of hazardous substances.42 However, CERCLA
provides liability protections for holders of real
estate debt before and after foreclosing on
real property, provided certain criteria are met.

Lender Liability Prior to Foreclosure

CERCLA exempts qualified lenders from the
statutory definition of “owner or operator.”43 In
order to qualify for this liability exemption prior
to foreclosure, a lender must not “participate
in the management” of a facility and must hold
“indicia of ownership” primarily to protect its
security interest in the facility or real property.44

Each case is fact-specific, but the term “par-

ticipate in management” means actually par-
ticipating in the management or operational

affairs of a facility.45 It does not include merely
having the capacity to influence, or the unexer-

cised right to control the facility.46 A lender
participates in management if, while the bor-
rower is still in possession of the facility or real
property encumbered by the security interest,
the lender (1) exercises decision-making
control over the environmental compliance of
the facility, or (2) exercises control at a level
comparable to that of a manager of the facility,
such that the person has assumed or mani-
fested responsibility (a) for the overall manage-
ment of the facility encompassing day-to-day
decision making with respect to environmental
compliance, or (b) over all or substantially all
of the operational functions (as distinguished
from financial or administrative functions) of
the facility other than the function of environ-

mental compliance.47

CERCLA lists several actions commonly
taken by lenders that do not constitute partici-
pation in management, including, among oth-
ers, the following:

E Holding, abandoning or releasing a mort-
gage or other security interest;

E Including covenants, warranties or other
terms and conditions in loan documents
that relate to environmental compliance;

E Monitoring or enforcing the terms and
conditions of loan documents;

E Monitoring or inspecting a facility;

E Requiring a borrower to conduct remedia-
tion or other response actions at a facil-
ity; and
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E Amending terms and conditions of loan
documents or exercising forbearance.48

Lender Liability and Foreclosure

A holder of real estate debt may foreclose
on collateral without becoming subject to
CERCLA liability, provided that (1) it did not
participate in the management of the facility
prior to foreclosure,49 and (2) after foreclosure,
it seeks to sell, re-lease (in the case of a lease
finance transaction) or otherwise divest the fa-
cility “at the earliest practicable, commercially
reasonable time, on commercially reasonable
terms, taking into account market conditions
and legal and regulatory requirements.”50

Thus, after foreclosure, the holder of real
estate debt may do the following: sell, re-lease
or liquidate the facility; maintain business
activities; wind up operations; undertake
certain response actions; or take any other
measure to preserve, protect or prepare the
facility for sale or disposition; in each case,
without being subject to CERCLA liability as
an owner or operator.51

At a minimum, before foreclosing, a holder
of real estate debt should first review the loan
file to determine what environmental due dili-
gence the borrower conducted at the time the
borrower acquired the property. Although not
specifically directed at holders of real estate
debt, lenders may also seek to obtain ad-
ditional protection from CERCLA liability under
the “innocent landowner”52 or “bona fide pro-
spective purchaser”53 exceptions, by making
“all appropriate inquiries”54 before foreclosing.
The lender should engage a qualified environ-
mental consultant to perform a Phase I Envi-
ronmental Site Assessment in accordance with
ASTM International Standard E1527-21 -
which is the industry standard deemed by the

U.S. Environmental Protection Agency (EPA) -
to satisfy the all “appropriate inquiries” rule.55

If, after foreclosure, a CERCLA action is
brought against the foreclosing lender, it could
- depending on the jurisdiction in which the
action is brought - bear the burden of establish-
ing that it qualifies for liability protection. The
analysis can be intensely factual. Conse-
quently, a holder of real estate debt should
carefully document its efforts to market or sell
the real property. In addition, it should avoid
expanding the operation of an ongoing busi-
ness or taking other actions that suggest it
intends to hold title to the property as an
owner. EPA guidance uses a bright line test
stating that a foreclosing lender qualifies for li-
ability protection if it lists the facility or real
property for sale within twelve months of
foreclosure.56 Satisfying this “bright line” test,
however, is not a condition precedent to
obtaining the benefit of the exemption.57 But it
is the simplest and most cost-effective method
of ensuring the applicability of the liability
protection after foreclosure.

At the time of foreclosure, lenders frequently
arrange for an affiliated entity - such as a
newly formed subsidiary or special purpose
entity - to take title to the real property. In many
cases, the lender entity will continue to hold
the security instrument when the affiliated
entity takes title. While there may be title, li-
ability protection or other important reasons
for this arrangement, the affiliated entity might
not benefit from CERCLA’s lender liability
protection because it is not a “lender” under
CERCLA. A lender is defined under CERCLA
as “any person . . . that makes a bona fide
extension of credit to or takes or acquires a
security interest from a nonaffiliated person.”58

While one might argue that the affiliated entity
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is taking title to the real property to preserve
the value of the affiliated lender’s collateral,
we have found no authority suggesting that
Congress considered such an arrangement
when it enacted the applicable amendments
to CERCLA. Nor have we identified any judicial
opinions directly addressing this issue. Conse-
quently, if a lender wants to be sure that an af-
filiated entity will qualify for the lender liability
protection under CERCLA, it should assign
the loan to the affiliated entity prior to the time
that entity takes title to the real property.

Other Considerations

Lenders should also consider whether they
have liability exposure under applicable state
law. While every state has CERCLA-like
legislation that addresses the liability of PRPs
for releases of hazardous substances, the
breadth of such legislation varies considerably
from state to state. The scope and availability
of lender liability protections under state law
may vary considerably from the exceptions

available under CERCLA.59 Consequently,
lenders should work with counsel familiar with
the environmental laws of the state in which
the subject property is located to evaluate the
lender’s potential liability exposure under
CERCLA and state law before the lender takes
a security interest in or forecloses on such
property.

Of course, in addition to evaluating the
potential exposure to federal and state haz-
ardous waste liabilities in a foreclosure sce-
nario, real estate investors and lenders should
also conduct environmental due diligence
before originating a mortgage loan or other-
wise taking a security interest in real property.
Environmental due diligence facilitates evalua-

tion of whether there are environmental liability
or compliance issues that could:

(1) Affect the borrower’s ability to repay the
loan;

(2) Harm the value, marketability or future
use of the collateral;

(3) Impair the marketability of the loan;

(4) Financially drain the borrower’s ongoing
operations; or

(5) Create a reputational risk to the lender
by associating the lender with a heavily
contaminated site.

Additional Borrower Issues and Risks:
Bankruptcy, Defenses and Cure Rights,
and General Concerns

Despite typically being the party in distress,
there are many options available to borrowers;
distressed loan purchasers must be aware of
how borrowers can gain leverage, and of ancil-
lary concerns that may be just as important as
the economics.

Bankruptcy Risks

There are two significant concerns to ad-
dress in the context of a borrower bankruptcy:
the automatic stay of foreclosure, and post-
transfer claims of a fraudulent transfer. Gener-
ally, the automatic stay of foreclosure is not
likely to significantly delay the foreclosure pro-
cess in “single asset real estate cases” (i.e., if
the borrower’s only asset is the property); in
other instances, foreclosure will be stayed
pending resolution of the bankruptcy
proceedings.60 As a mitigating factor, however,
the borrower’s bankruptcy may trigger full re-
course to a creditworthy guarantor (this has
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been a common concept in non-recourse
carve-out guaranties). Be wary, however, of
the opportunity presented to borrowers by way
of case law to the effect that a junior lienhold-
er’s bankruptcy might stay a senior lienholder’s
foreclosure, even if the junior lienholder is an
affiliate of the borrower.61 In any event, it is
prudent to consult bankruptcy (and possibly
litigation) counsel to evaluate these issues.

Reinstatement Rights, Redemption Rights
and Changes In Borrower Protections

Local counsel should always be consulted
regarding reinstatement, redemption and other
borrower cure rights, and other state specific
foreclosure procedures, remedies and rights.

For example, in California, at any time prior
to entry of a decree of foreclosure (in the event
of judicial foreclosure), or until five business
days prior to the established date of sale (in
the event of non-judicial foreclosure), the bor-
rower or any party with a junior encumbrance
may reinstate the loan to good standing (in re-
spect of any monetary default) by payment of
all delinquent amounts (i.e., excluding acceler-
ated amounts) together with the lender’s rea-
sonable costs of enforcement.62 In addition, in
the event a deficiency judgment is not prohib-
ited and has not been waived following a Cali-
fornia judicial foreclosure, (a) there is a three-
month right of redemption applicable if the
foreclosure proceeds satisfied the foreclosed
obligation, and (b) there is a one-year right of
redemption applicable if the foreclosure pro-
ceeds did not satisfy the foreclosed obligation,
during which the borrower may have the abil-
ity to retain possession of the property.63

However, there is no right of redemption fol-
lowing a non-judicial foreclosure in California.

Similarly, in New York, mortgage borrowers

have an equitable right of redemption, also
known as an equity of redemption, which can
be exercised up until the moment of a foreclo-
sure sale.64 Lenders doing business in such a
jurisdiction must be aware of such rights and
how they are applied. For example, New
York’s courts will generally adhere to such bor-
rower protections, and not permit a lender to
circumvent the equitable right of redemption
(which is often referred to as “clogging the
equity of redemption”) through contractual
waivers, modifications or variations on conven-
tional loan structures (but see “Senior Loans
vs. Junior/Mezzanine Loans vs. Accommoda-
tion Pledges” above, for a discussion of certain
limitations on the scope of the borrower
protections).65 At the time of exercising the eq-
uitable right of redemption in New York, the
entire sum due on a mortgage must be paid in
full to successfully redeem the mortgage, and
once the sale has occurred such rights are
extinguished and a court may not reinstate
such rights on behalf of the borrower.66

Furthermore, in addition to intervening
changes in law that may impact the costs of
realizing upon real estate collateral (see
“Transfer Taxes” above, for example), it is also
important to consider whether the borrower
might have any rights or defenses in an
enforcement scenario by reason of changes in
law relating to borrower protections following
the origination of the loan, such as new
statutes or case law altering the enforcement
process or rendering certain provisions
unenforceable. For example, with respect to
the enforcement process, numerous jurisdic-
tions and agencies across the country adopted
additional requirements for loan servicers
(e.g., offering financial counseling or loan
modifications) following the Great Recession
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in an effort to reduce the number of residential
foreclosures, and went even further with
moratoriums and payment-deferral programs
during the COVID-19 pandemic.67 With respect
to enforceability issues, more recently in Cali-
fornia, for example, there is now binding case
law to the effect that default interest on the
entire principal balance of a non-consumer
loan is an unenforceable penalty under a liqui-
dated damages analysis, except when charged
following a maturity default (i.e., failure to
repay by the stated maturity date, ignoring any
acceleration of the loan due to other defaults),
but even then the default interest on the entire
principal balance could be unenforceable if
found to not bear a reasonable relationship to
the lender’s actual damages arising from the
maturity default.68

Accordingly, any lender which has included
default interest in any statement of amounts
owed on a loan secured by California real
property may wish to revise its calculations, to
avoid future claims by the borrower or related
issues in connection with a foreclosure; if the
California foreclosure process is commenced
with a recorded Notice of Default that includes
any unpermitted default interest, then the
lender may wish (or be required by the title
company as a condition to receiving a Trust-
ee’s Sale Guaranty) to restart the process with
a new Notice of Default that omits any such
default interest.

Anti-Deficiency/“One Action Rule” Risks

Loan purchasers should consult local coun-
sel regarding applicable anti-deficiency laws.

In California, for example, lenders may not
pursue a deficiency against a borrower follow-
ing foreclosure of a seller-financed loan or res-

idential purchase money loan, or following
non-judicial foreclosure.69 Such restrictions are
complemented by California’s “one action
rule,” which can be invoked by borrowers both
as an affirmative defense to an action by a
creditor and as a sanction following an action
by a creditor.

There are essentially three aspects to the
rule in California (all of which are derived from
Section 726 of the California Code of Civil Pro-
cedure, and unwaivable):

(a) The “one action” concept provides that
a creditor is entitled to only one action
on mortgage debt, such that omitting a
component of the collateral from a
judicial foreclosure action can act as a
release of such omitted collateral;70

(b) The “one form of action” concept pro-
vides that foreclosure is the sole rem-
edy for enforcement of an obligation
secured by real property, such that
obtaining judgment on a secured note
can act as a release of the collateral;71

and

(c) The “security first” concept provides that
every deed of trust includes an implied
obligation to exhaust collateral before
proceeding against other borrower as-
sets, such that obtaining a writ of attach-
ment against other assets (or a bank
unilaterally applying funds in an unre-
lated deposit account towards a mort-
gage debt) can act as a release of the
collateral.72

These protections also apply to guarantors
of mortgage debt in California, but with the
critical distinction of being fully waivable by
guarantors.73 It is important for both potential
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investors and holders of real estate debt to
carefully evaluate and plan for any prejudg-
ment actions on California properties in this
context (e.g., certain prejudgment attachments
and petitions for appointment of an receiver
are expressly excluded from the scope of the
rule).74

In New York, Section 1301 of the N.Y. Real
Property Actions Law lays out the rules for a
foreclosing lender and the state’s interpreta-
tion of its “one action rule.” A foreclosing lender
in New York must carefully determine whether
it will sue the borrower to enforce the promis-
sory note and/or the guaranty, or to enforce its
equitable remedy and foreclose on the
mortgage.75 In particular, Section 1301(3)
explains that, “while the action is pending or
after final judgment for the plaintiff therein, no
other action shall be commenced or main-
tained to recover any part of the mortgage
debt, including an action to foreclose the
mortgage, without leave of the court in which
the former action was brought.” Accordingly,
suing under the promissory note and/or the
guaranty may prove costly and take significant
time that a lender may not otherwise want to
spend on recovery. On the other hand, suing
the borrower to foreclose the loan will then
leave the foreclosing lender with the right to
go after the foreclosed borrower (and, if ap-
plicable, the guarantor) for any remaining debt
owed, through a deficiency judgment
proceeding. In New York, lenders on com-
mercial properties more often seem to deter-
mine that it is a better use of resources to first
move forward with a foreclosure proceeding
against the borrower versus starting with an
action under the promissory note and/or the
guaranty.

The application of any “one action rule” or

similar anti-deficiency policy is likely to be very
fact-specific, and warrants special attention.

Considerations Related to Publicity and
Upper-Tier Obligations

Crafting a mutually acceptable workout
requires an understanding of the borrower’s
situation. Consider the following: (i) agreeing
to a deed-in-lieu, or filing a bankruptcy (even if
just a SPE), may be a stigma with reputational
ramifications beyond the subject project, and
thus problematic for the borrower group, and
(ii) such actions might be problematic for the
borrower’s affiliates under upper-tier credit fa-
cilities or organizational documents. Prior to a
borrower group entering into such a transac-
tion, it should consult its counsel to review any
affiliate credit facilities or relevant upper-tier
organizational documents for cross-default
provisions, as well as other potentially ap-
plicable provisions such as those restricting
assignments and pledges or imposing param-
eters around permitted financings, to deter-
mine if any proposed changes in loan terms,
collateral or structure or related actions by the
borrower and/or guarantor may be subject to
restrictions that need to be respected in order
to avoid creating problems for other aspects of
the borrower group’s assets and operations.

CONCLUSION

For borrowers and lenders, familiarity with
loan workouts, foreclosures and related issues
fosters efficiency and permits navigation of the
various potential liabilities. For the potential
distressed real estate debt investor, ex-ante
consideration of such matters is a fundamental
element of underwriting, and crafting and
implementing exit strategies with respect to,
investments in distressed real estate loans.
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Ultimately, however, this new - and yet, in
many ways, familiar - market landscape is a
land of opportunity for those who understand
the rules and options.

NOTES:
1For example, the holder of a $10,000,000 promis-

sory note that provides for an interest rate of 7.50% may
agree to sell a 25% participation interest in such note at
a discount (i.e., for less than $2,500,000) if the partici-
pant agrees to accept a “below-coupon” pay rate on its
participation interest (i.e., an interest rate on its
$2,500,000 portion of the principal that is less than the
7.50% rate payable thereon under the note); the partici-
pant might also agree to such a reduced rate if the holder
of the note agrees to subordinate its interest in certain
note payments to that of the participant, or if the partici-
pant is in a “last in first out” (i.e., LIFO) position with re-
spect to principal advances or repayment of principal.
Because the weighted average of the parties’ respective
interests (i.e., the “blended” rate) must equal the note
rate of 7.50%, if, for example, the parties agree that the
participant will receive an interest rate of 6.00% on its
$2,500,000 share of the principal, then the holder of the
note will have increased its effective rate of interest on
its remaining $7,500,000 share of the principal to 8.00%
(i.e., [7.5% - (6.00% × 0.25)] / 0.75).

2REMIC is the common abbreviation for “real estate
mortgage investment conduit,” and describes the elec-
tive pass-through tax status on which the special purpose
vehicles that hold securitized mortgages (and the inves-
tors that hold interests therein) depend for tax efficiency.
See 26 U.S.C.A. §§ 860A-G; 26 C.F.R. §§ 1.860A-G.

3See, e.g., Cal. Code Civ. Proc. § 701.630. See also,
N.Y. CPLR §§ 5236, 5203 (priorities and liens upon real
property discussing priority and lien of judgment credits).

4See, e.g., Cal. Com. Code § 9610(b). See also,
N.Y. CLS UCC § 9-627.

5See Atlas Brookview Mezzanine LLC v. DB
Brookview LLC, Index No. 653986/2020 (Sup. Ct. N.Y.
Cnty. Nov. 16, 2021).

6See, e.g., the “CMSA” form of Intercreditor Agree-
ment (commonly used by mortgage and mezzanine lend-
ers when the mortgage loan is to be securitized because
of the rating agencies’ familiarity with and credit-neutral
view of the same), available at https://resources.crefc.or
g/intercreditor-agreement-pdf/.

7The federal common law “D’Oench Dhume Doc-
trine” is derived from D’Oench, Duhme & Co. v. Federal
Deposit Ins. Corporation, 315 U.S. 447, 62 S. Ct. 676,
86 L. Ed. 956 (1942), and the related statutory provi-
sions are at 12 U.S.C.A. §§ 1821(d)(9)(A), 1823(e). See
also Federal Deposit Insurance Corporation: Statement
of Policy Regarding Federal Common Law and Statutory

Provisions Protecting FDIC, as Receiver or Corporate
Liquidator, Against Unrecorded Agreements or Arrange-
ments of a Depository Institution Prior to Receivership,
available at http://www.fdic.gov/regulations/laws/rules/
5000-4300.html; Jason Kellogg, Comment, D’Oench
Lives, But For How Long?: The Eleventh Circuit Breathes
Life Into an Ailing Banking Doctrine, 30 Fla. St. U. L.
Rev. 167 (2002), available at https://ir.law.fsu.edu/cgi/vie
wcontent.cgi?article=1334&context=lr.

8General information regarding predatory lending is
available on the FDIC’s website. See, e.g., https://www.f
dic.gov/news/financial-institution-letters/2007/fil07006a.ht
ml. See also, https://www.americanbar.org/groups/crsj/pu
blications/human_rights_magazine_home/wealth-disparit
ies-in-civil-rights/curbing-predatory-lending/.

9See California Constitution, Article XV, § 1. See
also, e.g., Strike v. Trans-West Discount Corp., 92 Cal.
App. 3d 735, 155 Cal. Rptr. 132 (4th Dist. 1979).

10See, e.g., Ghirardo v. Antonioli, 8 Cal. 4th 791, 35
Cal. Rptr. 2d 418, 883 P.2d 960 (1994), as modified on
denial of reh’g, (Feb. 2, 1995) (holding that a modifica-
tion by the initial lender’s successor in interest retained
its original “time price” [i.e., credit sale, or seller financ-
ing] exemption, on the theory that the lender could have
foreclosed and then sold the property back to the bor-
rower subject to seller financing and thereby achieved
the benefit of the initial exemption). But see, Ghirardo
(“[I]n response to the unmistakable legislative intent of
the people, courts must be vigilant to pierce the veil of
any transaction that in effect results in a loan or forbear-
ance at an interest rate exceeding the legal maximum. I
would apply the principle even when a forbearance
extends a loan that was originally exempt from the usury
law, and even if the parties did not set out to violate the
usury law.”) (Mosk, J., dissenting).

11See N.Y. General Obligations Law § 5-501; N.Y.
Banking Law § 14-a; N.Y. Penal Law § 190.40; N.Y. Gen-
eral Obligations Law § 5-511[1].

12See Cal. Fin. Code §§ 22000 et seq. See also,
New York CLS, Chapter 2 (Banking), Article 9 (Licensed
Lenders), Section 340 (lenders making commercial loans
of $50,000 or less, with annual interest rates in excess
of sixteen percent (16%) are required to be licensed).

13See, e.g., Cal. Fin. Code §§ 22050, 22050.5,
22057.

14See N.Y. S. B-898. Legis. Sess. 2021–2022 (NY
2021).

15See, e.g., Brack v. Omni Loan Co., Ltd., 164 Cal.
App. 4th 1312, 80 Cal. Rptr. 3d 275 (4th Dist. 2008)
(finding that the provisions of the California Finance
Lenders Law are fundamental and unwaivable, and ac-
cordingly invalidating a choice of law provision under
which Nevada law was to govern a loan made in Califor-
nia by a Nevada corporation to a nonresident member of
the military stationed at Camp Pendleton); Cal. Fin. Code
§§ 22800 et seq. (adopted in 2018, mandating consumer
loan-like disclosures for certain small commercial loans).
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16See, e.g., Cal. Com. Code §§ 1201(b)(21)(A)
(defining “holder” with respect to negotiable instruments),
3104 (defining “negotiable instrument”). See also, New
York CLS UCC Art. 3 (Commercial Paper).

17See, e.g., Cal. Com. Code § 3302 (defining “holder
in due course,” in part with reference to §§ 3305–6,
which describe certain defenses and claims, knowledge
of which will preclude holder in due course status). See
also, N.Y. U.C.C. § 3-302.

18See, e.g., ALTA Loan Policy of Title Insurance and
ALTA 10.1 Endorsement, available at http://www.alta.org/
forms; cf. ALTA 10 Endorsement. See also CLTA 104.13
Endorsement, available at https://www.virtualunderwriter.
com/en/forms/2022-6/clta-104-13-archived-assignment-o
f-mortgage-with-priority-coverage-01-17-04-alta-10-1.h
tml; cf. CLTA 104.12 Endorsements.

19See ALTA 21-06 Endorsement and Stweart Title
Guaranty Company Underwriting Guideline, available,
respectively, at https://www.virtualunderwriter.com/en/for
ms/2010-2/FM112238924900000096.html and https://ww
w.virtualunderwriter.com/en/guidelines/2012-5/GL
126569079500000013.html.

20See, e.g., Johns v. Moore, 168 Cal. App. 2d 709,
336 P.2d 579 (1st Dist. 1959) (acknowledging that a
mortgagee-in-possession is a fiduciary of the borrower
and junior lienors and must manage the property as
would any prudent owner or trustee, and finding that a
mortgagee-in-possession could be held liable for failure
to use reasonable diligence, or for fraud, gross negli-
gence or willful default). See, e.g., Cal. Code Civ. Proc.
§§ 564(b), 568 (authorizing, for the benefit of a secured
lender, the court appointment of a receiver with power to
take possession of the property, receive rents and collect
debts).

21See, e.g., Cal. Code Civ. Proc. § 483.010. See
also, N.Y. CPLR § 6201.

22See, e.g., Restatement (Third) of Property (Mort-
gages) § 7.3(b) (“If a senior mortgage or the obligation it
secures is modified by the parties, the mortgage as mod-
ified retains priority as against junior interests in the real
estate, except to the extent that the modification is
materially prejudicial to the holders of such interests and
is not within the scope of a reservation of right to
modify”); Lennar Northeast Partners v. Buice, 49 Cal.
App. 4th 1576, 57 Cal. Rptr. 2d 435 (3d Dist. 1996) (hold-
ing that a senior loan modification providing for additional
advances prejudiced the junior lender’s security, and that
equity warranted subordinating such additional advances
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