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Commercial real estate lending has always been underwritten on the value of, and cash 

flow from, the real property collateral -- often on a nonrecourse basis.  This makes the 
enforceability and priority of the loan’s mortgage or deed of trust lien paramount.  The lender’s 
lawyer must always be vigilant in spotting threats to the lien; this paper highlights ten things that 
the attorney should keep in mind to avoid lien impairment. 

 
1. Problems Arising from Title Company Searches 
 

One of the top ten ways a lender can “lose” lien priority is having been mistaken in the 
priority of the security instrument from the onset.  This occurs when a lender and lender’s 
counsel rely on a title insurance commitment or title search provided by a title company or title 
abstractor that is not accurate.  To be clear, nearly all commitments and reports prepared by title 
companies are accurate and prepared by thoroughly knowledgeable and careful professionals.  
However, the critical importance of a lender to be in a first lien position (or a certain subordinate 
lien position if so intended) begs the question of whether it is reasonable to simply rely on a 
commitment or search prepared by a third party, without any checking of the work product.   
 
 The Lawyer’s Role in the Title Search 
 

The degree to which attorneys typically look behind the curtain of the title search and 
third party work product varies a great deal from jurisdiction to jurisdiction.  They must do so as 
a matter of course where the state allows only attorneys themselves to issue title commitments as 
agents for title insurance companies (viewing anything else as the unauthorized practice of law).4 
In other states, the custom is for the title agent to act completely independently from the lawyers 
and take the lead role in the final escrow/closing process.  In such states, should the attorney 
check the final third party title agent work product?  There is no question that every competent 
real estate lawyer has the skill to ferret out problems or mistakes prior to loan closing; the 
question is whether it is appropriate to take the time and effort to do so.   
 

There is good reason to conclude that the attorney’s second set of eyes in checking title is 
more important now in protecting the lender than ever.  The process of title review has evolved 
over the years in a very significant way, to address cost and timing considerations.  Many years 
ago attorneys would go to the land record or recorder’s office and search titles themselves.  This 
morphed to having a paralegal employed directly by the attorney conduct the title search.  Law 
firm staff members dedicated to title searches then became uneconomic, and title abstractors, 
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either employed by a title company or acting as independent contractors, took their place. With 
more and more recording offices posting their information online, the latest development is 
“remote” title searchers who can search title for a nominal cost without even stepping foot in the 
jurisdiction where liens are indexed.  With each change in the title searching process, one 
constant trend is clear:  closing attorneys are ever more remote from the title review process, 
with decreased ability to affect the quality of the search process and ascertain the skills of the 
title searcher.  There certainly is plenty of anecdotal evidence that title searchers (and attorneys 
themselves) are no longer trained on proper title search skills to the extent they were in the past.  
Fortunately, the attorney can help to minimize defects in title commitments and search reports by 
looking for common errors that can result in lien problems for the lender. 
 

Erroneous Legal Descriptions 
 

Incorrect legal descriptions used in mortgages can impact the lender’s lien priority in a 
number of ways, including the possibility of other liens affecting the property due to overlapping 
adjacent parcels and the inability to foreclose on the property described in the mortgage because 
it does not constitute a legally subdivided, conveyable parcel.  It is not uncommon, especially in 
those jurisdictions where title companies are willing to issue loan title insurance commitments 
without survey exceptions in the absence of a current survey, to re-use legal descriptions from 
prior conveyances that are truly ancient.5  Left uncorrected, these existing descriptions can both 
repeat existing inaccuracies and create new ones (in the process of copying or rekeying previous 
descriptions).  Typical errors include the typed paragraph description not matching the plotted 
description in the survey, mundane typographical mistakes, and using old deed descriptions that 
no longer match revised record plats or boundary line adjustments.  Additional issues can arise 
due to the change in magnetic north over time; references to markers that have been moved or no 
longer exist; and changes in the accuracy of surveying instruments.  Setting aside the accuracy of 
the description of the mortgaged parcel itself, updated, more accurate descriptions obtained for 
adjacent properties can lead to lot line discrepancies.   
 

There are many ways to spot problems with legal descriptions, ranging from the 
traditional low-tech solution of requiring two people to “double-read” the description out loud in 
order to find typing errors, to running deed plotting software to make sure the description 
closes.6  An attorney’s quick read-through of the description to see if it makes sense will uncover 
most problems, such as missing distances and reversed courses. 
                                                
5 Obviously, the less often a property is re-surveyed, the more likely it is that the legal description has an error.  The 
nature of the land itself can serve as a “red flag” for possible description defects.  The rougher the land is to access, 
or the more mountainous it is, the more likely it is that there will be an error in measurement; and also, the more 
likely the survey will be expensive and therefore will not be performed.  Telephone interview with Edward T. 
Brading, Edward T. Brading Attorney at Law (Nov. 12, 2015). 
6 There appears to be no excuse left for not running legal descriptions against deed plotting software, as there are 
now programs available geared toward non-professional types such as homeowners, and there are even free cloud-
based applications.  See Jason Rushton, About Plat Plotter (Feb. 24, 2015), http://platplotter.appspot.com.  Other 
possibilities include the widely-used Deed Plotter, which has been around for almost 27 years, see Greenbrier 
Graphics, LLC, Net Deed Plotter by Greenbrier Graphics, LLC (Mar. 6, 2015), http://deedplot.com; and the 
Windows-based MapDraw, see Informatik Inc., Informatik MapDraw Deed Mapper (2015), http://Informatik.com.  
Even the traditional deed plotting software vendors are now offering free versions of plotting software, with the 
option to upgrade the programs for a fee (similar to the situation with Adobe Acrobat).   
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Accuracy of Title Searches 

 
In many areas of the country lender’s counsel receives a title insurance commitment or 

pro-forma title policy for review, but may not receive the search report or copies of the title 
documents themselves used to prepare the commitment.  Keep in mind that a title insurance 
commitment is not raw data, but instead reflects what a title insurance company is willing to 
insure.  An underwriting decision may have been made to “insure over” a problem that would 
otherwise be disclosed as an exception in the report, due to a letter of indemnity from the title 
company that has already insured title, or based on the fact that the same title company 
previously insured title to the same property without the exception.  Letters of indemnity are not 
rare, and in larger states there is often a regular process for requesting them.  Most would agree 
that what the lender really wants is the absence of a title problem, or the title problem being dealt 
with and resolved prior to loan closing, rather than the ability to file a title insurance claim with 
regard to the problem.   

 
If the lender’s attorney reviews a copy of the title report in addition to the title 

commitment itself, not only will this disclose possible additional problems that have been 
glossed over, but it will enable the lawyer to tell what sort of search was performed.  In some 
jurisdictions, rather than obtaining a full 60 or 40 year search (as warranted by the custom in the 
area), the title agent may obtain a limited search from an existing policy, “tacking” on to the old 
policy by only searching the appropriate records after the date of the policy.7  This limited search 
range can perpetuate errors in existing policies, and it may be impossible to evaluate or judge the 
likelihood of an error in the existing policy because one cannot identify the actual person who 
prepared it.   
 
 Title companies have created categories of title insurance claims, which provide food for 
thought about common mistakes that could be discovered in a review of a title report.  Some of 
these claim risk and responsibility codes relate to problems that could arise out of a defective 
search or commitment, including the following:  
 

A. Basic/Special/Underwritten Risks 
 
1. Undisclosed heirs 
2. Marital rights 
3. Access 
4. CC&R violation 
5. Forced removal/encroaching structure 

                                                
7 Title insurers have issued bulletins specifically authorizing the use of “starter” searches similar to the following:  
“Title insurance agents and title insurers commonly use starters or prior searches/title policies or other forms to 
being a title search, and then update that search check applicable names, and verify payment of taxes, assessments, 
and other applicable charges.  UNLESS YOU HAVE REASON TO BELIEVE THAT THE PRIOR TITLE 
EVIDENCE FROM ANOTHER COMPANY IS INCOMPLETE OR OTHERWISE MAY NOT ACCURATELY 
REFLECT THE STATE OF TITLE AS OF ITS EFFECTIVE DATE, YOU MAY RELY ON THE TITLE 
EVIDENCE AS A STARTER FOR YOUR SEARCH AND EXAMINATION .  IF YOU BELIEVE THAT THE 
PRIOR TITLE EVIDENCE OR SOURCE OF THE INFORMATION MAY BE UNRELIABLE (SUCH AS A 
FAILED TITLE COMPANY) OR INCOMPLETE, YOU SHOULD CONSULT WITH YOUR UNDERWRITER.”  
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6. Forced removal/encroaching boundary wall 
7. Forced removal/encroaching easement or set-back 
8. Structure encroachment by neighbor 
9. Boundary wall encroachment by neighbor 
10. Assignment of mortgage 
11. Surface rights for mineral/water/etc. extraction 
12. Easements – damage from use or maintenance 
13. Supplemental taxes 
14. Mechanics’ Lien 
15. Subordination of prior interests 
16. Affidavit or indemnity relied upon (except for mechanics’ liens) 
17. Violation of restrictions and covenants 
18. Mortgages, judgments, liens (other than mechanics’ liens-priority) 
19. Condominium, cooperative and PUD coverages 
20. Waters – navigational servitudes 
21. Waters – lands once submerged 
22. Access/Easements insured 
23. Environmental liens 
24. Vacated streets and alleys insured 

 
B. Plant, Searching and Abstracting Procedures 

 
1. Take-off of public records 
2. Posting 
3. Searching irregularity 
4. Abstracting irregularity 
 

C. Examination and Opinion Irregularities 
 
1. Unforeseen risk 
2. Irregular omission 
3. Failure to follow established procedures and policies 
 

D. Survey-Inspection/Description Matters  
 
1. Incorrect survey or inspection 
2. Incorrect description used or furnished 
 

E. Typing or Policy Review  
 

Vesting Deeds 
 

One of the most important checks of a title search report or title commitment is to review 
copies of the vesting deeds, or “deed chain.”  These deeds can bring to light the following 
problems that may have escaped the notice of the title abstractor or issuing agent:  name mistakes 
of grantors and grantees; exceptions noted in schedule B, section 2 being outside of the title 
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chain; hidden covenants, easements and even defeasance clauses contained in deed language; 
changes in legal descriptions that may reflect an error in transcribing the description; missing 
heirs or a missing out conveyance by one of the record owners; rights of first refusal; and a 
failure of estates to be closed out.   
 

Transfer of Declarant Rights 
 

In the case of a residential subdivision, or even a commercial office park in which there is 
an owner’s association of some type, the lender’s lien can effectively be compromised by the 
failure of the current association to have received an appropriate assignment of rights under the 
declaration creating the association.  If the declarant rights are held by a third party, it may be 
necessary to expand the title search to include a search of the original declarant to determine who 
currently holds those rights.  Only once the holder is known can potential lien problems be dealt 
with.  A missing assignment of declarant’s rights transferring the rights to the appropriate party 
may need to be recorded, so that the correct party issues the estoppel certificate with respect to 
compliance with any covenants and current payment of any required assessments. 
 
2. Pre-Existing Rights 
 
 The title commitment or report, or lender’s standard diligence, may reveal matters to be 
cleared or subordinated to the lien of the mortgage so that its priority is not subject to question.  
For example, a third party may have a purchase option on the property that could have priority 
over the mortgage.  If that prior right is for a price that is less than the amount of the mortgage, 
the lender’s security may be inadequate and the lender may be left with a cause of action against 
the borrower.  Rights of first offer can also impair a lender’s right to foreclose if not narrowly 
drafted to exclude involuntary sales. 
 
 These rights could be tucked away in leases of property or management agreements, 
dictating that lenders should carefully review the leases, management agreements, and other 
property agreements that might contain these rights.  Lenders often include a provision in the 
estoppel obtained from each tenant to the effect that the tenant’s lease does not contain any right 
or option to purchase, including any right of first refusal or right of first offer. 
 
3. Priority Lost to Public Policy:  Statutory Liens and Assessments 
 
 It is not news that mortgage lenders have always had to live with the fact that their lien 
priority is no match to the “super priority” rights of federal, state and local taxing authorities, as 
exceptions to the general first-in-time, first in right rule.  Those who make the rules always get 
paid first.  What has changed over time, however, is the expansion of these government-class 
priority rights to encompass liens arising after mortgage recordation of quasi- or semi-
governmental entities and even private entities, when a public policy concern arises. 
 

Special Districts 
 
 Over the past twenty-five years over 1,000 “special improvement districts,” “business 
improvement districts,” or “municipal districts” have sprung up throughout the country, often at 
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the urging of local businesses or citizens who find the level of governmental services supported 
by the general tax revenues to be inadequate.8  The property owners in these districts pay 
periodic assessments either to the local jurisdiction in which the real estate is located or directly 
to a special organization created to provide supplementary services in the area.9  In some areas, 
the authority to collect these assessments is specific and sets forth a specific lien priority.  In 
others, though, the operative legislation merely incorporates general real estate taxation statutes, 
so that subsequently-arising district charges are entitled to the same full priority over mortgage 
liens so treasured by the government itself.10 
 
 Though foreclosing mortgage lenders may not like the additional erosion of their 
recovery in a foreclosure sale due to additional special district charges that are paid first, their 
more significant problem is in determining the amount of these charges to pay at closing and 
perhaps collect in escrow after closing, to minimize the impact of borrower nonpayment.  
Because the assessments may be imposed by an entity other than the local governmental 
jurisdiction itself, real estate tax records and lien certificates may not show special improvement 
district charges.  Lenders must rely on the local knowledge of the closing attorney or title 
insurance agent to bring the charges to light, by searching in the appropriate index or contacting 
the appropriate entity for past due amounts and future charges to be incurred.11  Note that title 

                                                
8 The first business improvement district may have been the Downtown Development District of New Orleans, 
established in 1975.  Richard Briffault, A Government for Our Time?  Business Improvement Districts and Urban 
Governance, 99 Colum. L. Rev. 365, 367 (1999); The surge in the formation of these districts began in the 1990s.  
Richard Briffault, The Business Improvement District Comes of Age, 3 Drexel L. Rev. 19 (2010).  As of 2011, there 
were 1,002 business improvement districts in the United States.  Inhyuck Ha, An Economic Benefit Study to 
Establish an Asheville Downtown Business District, p. vi. 
9 These organizations can be special municipal authorities or private nonprofit corporations.  See Paul R. Levy, 
Business Improvements in Philadelphia:  A Practitioners Perspective, 3 Drexel L. Rev. 71, 74-75 (2010). 
10 An example of statutory framework taking this approach is the provision establishing the Wilmington, Delaware 
Downtown Business Improvement District.  A Delaware state statute authorizes the governing bodies of 
municipalities in the state to create by local ordinance business improvement districts in commercial areas by 
describing, among other things, the geographic boundaries of the district, the authority or management company that 
will govern the district, the services to be provided, the “specific assessment base through which the annual budget 
of the district shall be funded,” and the duration of district existence (not to exceed 30 years).  Del. Code Ann. tit. 
22, § 1503.  Assessments imposed by the authority for the district “shall constitute a lien on each property so 
assessed, the nonpayment of which shall be collectible in the same manner as the collection of a property tax 
delinquency by the municipality in which the district lies.” Id. § 1505(c).  The liens for property taxes are governed 
by Del. Code Ann. tit. 25, § 2901(a)(3), which provides that (subject to an exception for fees imposed by political 
subdivisions) liens for taxes and governmental charges shall have priority over all other liens on such real property, 
including liens of a date prior in time to the attaching of the tax liens.  The district itself was established pursuant to 
a city ordinance, which states that the assessment base for the district’s budget shall be the real property tax of the 
city. Wilmington, Del. Code §44-153. 
11 In the case of the Wilmington, Delaware Downtown Business Improvement District example discussed above, the 
special district assessments are payable to the district’s authority, not the city.  The authority mails a bill separate 
from the city’s tax bill.  See Downtown Visions, Business Improvement District, Downtown Wilmington (Sept. 25, 
2015), http://downtownwilmingtonde.com/initiatives-blog/2015/9/25/business-improvement-district.  As of this 
writing, there is no public access website with respect to these assessments.  To verify whether taxes are due to the 
authority, one must first ascertain that the parcel is located within the district, then contact the administrator of the 
authority to determine if there are any outstanding amounts.  The administrator will check her records and respond 
in one to two business days.  Interview with Paul Puszkarczuk, Paralegal, Young Conaway Stargatt & Taylor, LLP, 
Wilmington, Del. (Nov. 13, 2015). 
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insurance may not protect the lender against these “hidden” liens or assessments for periods after 
the date of the policy.12 
 

Community Association Liens 
 
 A declaration of restrictive covenants recorded prior to the lender’s mortgage that 
mandates payments to a community association is not at all unusual in office parks, and is 
positively ubiquitous in residential developments created after the mid-1970s.  These covenants 
create contractual lien rights of the associations in the property subject to the declaration for 
unpaid assessments, and these lien rights are supplemented by state statute in some 
jurisdictions.13 
 
 At common law these contractual liens for assessments attributable to periods after 
recordation of a first lien mortgage did not generally have priority over the mortgage lien, as 
liens arising after recordation of the mortgage.14  This general rule has changed, however, in 
many states, primarily due to the adoption of uniform acts promulgated by the National 
Conference of Commissioners on Uniform State Laws. 
 
 The Uniform Common Interest Ownership Act (“UCIOA”) and earlier Uniform 
Condominium Act (“UCA”), Uniform Planned Community Act (“UPCA”), and Model Real 
Estate Cooperative Act establish a “split lien” priority status.  The applicable homeowner’s 
association (“HOA”) has a lien prior to all encumbrances that arise after the recordation of the 
HOA’s declaration except for tax liens and the liens of first mortgages;15 however, the first 
mortgage priority does not apply to HOA assessments for the six month period prior to the 
mortgage foreclosure filing.16  In addition, some states that have not adopted these uniform acts 
have nevertheless adopted statutes that contain such limited HOA lien priority.  As discussed 
below, there is currently much controversy over whether this six month priority just means that 
such amount is paid first to the HOA at a first mortgage foreclosure action, or whether this 
provision establishes a true priority lien instead, enabling the HOA to extinguish the mortgage 
lien upon HOA lien foreclosure (unless the mortgage holders steps up and pays off the HOA 
lien). 
 
 States that have adopted a version of the UCIOA, UCA or UPCA with the limited priority 
provision for six months of assessments include Alabama (UCA), Alaska (UCA), Colorado 
                                                
12 Exclusions from coverage in the ALTA Loan Policy of Title Insurance (6-17-06) include the following:  
“[d]efects, liens, encumbrances, adverse claims, or other matters . . .(d) attaching or created subsequent to Date of 
Policy.” 
13 E.g., Md. Code Ann., Real Prop. § 14-206 (Maryland Contract Lien Act). 
14 See, e.g., Thaler v. Household Fin. Corp., 95 Cal. Rptr. 2d 779 (Cal. Ct. App. 2000) (mortgage lien prior to 
recordation of notice of delinquent condominium assessment had priority; no reason to believe legislature intended 
to deviate from first in time, first in right). 
15 “Mortgages” as used in this article refers to mortgages, deeds of trust, deeds to secure debt, and other security 
instruments recorded in the applicable land record indexes. 
16 E.g., UCIOA § 3-116(c) (“lien under this Section is also prior to [a first mortgage lien] to the extent of both the 
common assessments based on the periodic budget adopted by the association pursuant to § 3-115(a) which would 
have become due in the absence of acceleration during the 6 months immediately preceding institution of an action 
to enforce the lien and reasonable attorney’s fees and costs incurred by the association in foreclosing the 
association’s lien”). 
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(UCIOA), Connecticut (UCIOA), Delaware (UCIOA), Minnesota (UCA), Pennsylvania (UCA 
and UPCA), Rhode Island (UCA), Vermont (UCIOA), Washington (UCA; legislation to adopt 
UCIOA has been introduced), and West Virginia (UCIOA).17  Jurisdictions that have not adopted 
one of these uniform acts but provide for six month limited priority include the District of 
Columbia, Illinois, Massachusetts, New Hampshire, New Jersey, and Tennessee.18  Other states 
that give HOA liens limited priority, but for different periods, include Florida (12 months or one 
percent of the original mortgage debt);19 Maryland (4 months);20 Missouri (6 months plus fines 
due at time of subsequent refinancing);21 and Nevada (9 months, reduced to 6 months if required 
by federal legislation).22 
 
 Certain states have adopted the UCA generally, but have not included any super priority 
condominium association lien provisions.  States that follow this traditional common law 
approach include Kentucky, Maine, Nebraska, New Mexico, North Carolina, Texas, and 
Virginia.23 
 
 Three recent reported cases hold that split-priority statutes establish “true priority” over 
the HOA liens, meaning that even though the HOA liens prime the mortgage only as to a limited 
amount and are subordinate as to the remaining balance of assessments owed, if the HOA 
forecloses on its lien, that foreclosure sale extinguishes the entire first mortgage as a 
subordinated lien.24  This has created considerable turmoil in the lending industry.  The most 
prominent trade associations have come together to issue a policy statement condemning these 
decisions.25  The reaction of the Federal Housing Finance Authority (“FHFA”), Fannie Mae, and 
Freddie Mac to these decisions has been forceful.  With respect to mortgages held by Fannie 
Mae or Freddie Mac, they have taken the position that pursuant to the Housing and Economic 
Recovery Act of 2008, HOAs cannot foreclose on their superior assessment liens without the 
prior consent of FHFA, as long as FHFA is acting as conservator.26  FHFA has issued a policy 

                                                
17 Ala. Code § 35-8A-316(b); Alaska Stat. Ann. § 34.08.470(b); Colo. Rev. Stat. Ann. § 38-33.3-316(b); Conn. Gen. 
Stat. Ann. § 47-258(b); Del. Code Ann. tit. 25 § 81-316(b); Minn. Stat. Ann. § 515B.3-116(c); Purdon’s Pa. Cons. 
Stat. Ann. tit. 68 §§ 5315(b), § 3315(b), § 4315(b); R.I. Gen. Laws Ann. § 34-36.1-3.16(b); Vt. Stat. Ann tit. 27A, § 
3-116(b); Rev. Code Wash. Ann § 64.34.364(3); and W. Va. Code § 36B-3-116(h). 
18 D.C. Code § 42-1903.13(a)(2); 765 Ill. Comp. Stat. § 605/9(g)(4); Mass. Gen. Laws Ann. ch. 183A, § 6(2); N.H. 
Rev. Stat. § 356-B:46(l); N.J. Stat. Ann. § 46:8B-21; and Tenn. Code Ann. § 66-27-415(b). 
19 Fla. St. Ann. §§ 718.116(1)(b), 720.3085(2)(c). 
20 Md. Code Real Prop. § 11B-117(c). 
21 Veron’s Ann. Mo. Stat. § 448.3-116(2). 
22 Nev. Rev. Stat. Ann. § 116.3116(2). 
23 Ky. Rev. Stat. Ann. § 381-9193; Me. Rev. Stat. Ann. tit. 33 § 1603-116(b); Neb. Rev. Stat. § 76-874; N.M. Stat. 
Ann. § 47-7C-16; N.C. Gen. Stat. § 47C-3-116; Tex. Prop. Code § 82.113(b); and Va. Code Ann. § 55-79.84. 
24 SFR Investments Pool 1, LLC v. U.S. Bank, N.A., 334 P.3d 408 (Nev. 2014); Chase Plaza Condo Ass’n v. JP 
Morgan Chase Bank, N.A., 98 A. 3d 166 (D.C. Ct. App. 2014); Summerhill Vill. Homeowners Ass’n v. Roughley, 
289 P.3d 645 (Wn. App. 2012). 
25 Am. Bankers Ass’n, Am. Financial Svcs. Ass’n, Ass’n of Mortgage Investors, Housing Policy Council of the 
Financial Svcs. Roundtable, Mortgage Bankers Ass’n, Securities Industry and Financial Markets Ass’n Structural 
Finance Industry Group, Statement of Principles:  HOA Super Priority Liens (July 23, 2015), 
www.aba.com/Advocacy/LetterstoCongress/Documents/StatementofPrincipalsHOASuperLiens.pdf. 
26 12 U.S.C. § 4617(j)(3) (“[n]o property of the Agency shall be subject to levy, attachment, garnishment, 
foreclosure, or sale without the consent of the Agency”). 
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statement that it will not grant such consent.27  FHFA’s position has prevailed at the U.S. District 
Court level.28  At one point more than 1,000 cases in Nevada were being litigated to determine 
whether first mortgages were given proper notice in HOA lien foreclosure actions.29  FHFA, 
Fannie Mae and Freddie Mac have now filed a class action and motion to certify defensive action 
with respect to these thousands of Nevada foreclosure actions.30 
 

PACE Financing 
 

“PACE” stands for “Property Assessed Clean Energy.”  PACE programs have been 
created by state statute in more than twenty-eight jurisdictions.31  Under PACE legislation, local 
governments use bonding authority to raise funds that are lent to individuals, organizations, or 
even public entities to finance renewable energy improvements on a voluntary basis for 
commercial and residential properties.32  These loans are repaid through an additional assessment 
of real property taxes.33  Generally, these assessments last for a ten to twenty year period, and as 
a property tax assessment the payment obligations stay with the property and thus transfer to new 
owners.34  As is the case with special improvement district assessments discussed above, PACE 
tax assessments in most jurisdictions have the “super priority” status of real estate taxes.35  While 
no loan underwriter would be pleased by these additional tax obligations that prime the mortgage 
and which might reduce the value of the mortgaged property, the most visceral reaction has again 
been that of the FHFA.  On July 6, 2010, FHFA issued a policy statement that prevented Fannie 
Mae and Freddie Mac from purchasing mortgages on properties with PACE financing.36  Various 
states and local jurisdictions pushed back by filing suits against FHFA, Fannie Mae, and Freddie 
Mac to force a retraction of FHFA’s directive, using a variety of legal theories.  Eventually, these 

                                                
27 Federal Housing Finance Authority, FHFA Statement on HOA Super-Priority Lien Foreclosures (Apr. 21, 2015), 
http://www.fhfa.gov/Medical/PublicAffairs/Pages/Statement-on-HOA-Super-Priority-Lien-Foreclosures.aspx. 
28 Skylights LLC v. Byron, 2015 U.S. Dist. LEXIS 82048 (Dist. Ct. Nev., June 24, 2015), Case No. 2:15-cv-43-
GMN-VCF (holding HOA’s foreclosure sale of its super-priority interest on the Property did not extinguish Fannie 
Mae’s interest in the Property secured by the Deed of Trust).  For a contrary view as to why FHFA’s argument 
should not have prevailed, see R. Wilson Freyermuth & Dale A. Whitman, Can Associations Have Priority over 
Fannie or Freddie, Prob. & Prop., July/Aug. 2015, 27. 
29 Am. Bankers Ass’n, supra, app. at 2. 
30 Heather Howell Wright, FHFA, Fannie and Freddie File Defensive Class Action in Nevada, JDSUPRA Business 
Advisor (Oct. 14, 2015), www.jdsupra.com/legalnews/Fhfa-fannie-and-freddie-file-defensive-47111/. 
31 Erin L. Deady, Herb Thiele, Ed Steinmeyer and Chad Friedman, Update on Pace:  Litigation, Legislation, and 
New Initiatives, Smart Growth and Green Buildings Committee Newsletter (Am. Bar Ass’n Section of Env’t, 
Energy, and Res., Chicago, Ill.), Aug. 2013, at 1. 
32 Jonathan B. Wilson, Maura A. Marchesky and Elias B. Hinckely, The Great PACE Controversy, Prob. & Prop., 
May/June 2011, at 38, 38. 
33 Id. 
34 U.S. Dept. of Energy, Property-Assessed Clean Energy Programs, Energy.Gov (last visited Nov. 14, 2015), 
http://energy.gov/eere/slsc/property-assessed-clean-energy-programs.  
35 E.g., Fla. Stat. §§ 163.08(4), 197.3632 (financing costs for qualifying PACE program improvements are collected 
as non-ad valorem assessments on same bill as property taxes, subject to tax sales if not paid). 
36 Fed. Hous. Fin. Agency, FHFA Statement on Certain Energy Retrofit Loan Programs (July 6, 2010), 
http://www.fhfa.gov/webfiles/15884/PACESTMT7610.pdf (classifed PACE assessments as prior loans for 
underwriting purposes).  On the same day the Office of the Comptroller of the Currency issued a bulletin stating 
“[t]his lien infringement raises significant safety and soundness concerns that mortgage lenders and investors must 
consider.”  Office of the Comptroller of the Currency, Bulletin on Property Assessed Clean Energy (PACE) 
Programs, OCC 2010-25 (July 6, 2010), available at http://www.occ.gov/news-issuances/bulletins/2010/bulletin-
2010-25.html.  
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cases were dismissed.37  Various municipalities are moving forward with PACE programs, 
however, with an emphasis on tightening underwriting standards for PACE loans to make them 
more palatable to first mortgage lenders;38 and in some areas limiting PACE programs to 
commercial properties, investigating non-senior lien alternatives, and requiring consent of 
existing mortgage lenders.39 

 
The situation with FHFA remains in flux.  However, the Obama administration 

announced that the Federal Housing Administration (FHA) would soon be issuing guidelines that 
permit FHA mortgages on properties that have subordinate PACE financing.40 

 
The bottom line for lenders is that they need to be alert for the existence of PACE 

financing on a property and investigate the specific priority status of PACE assessments in the 
applicable jurisdiction. 
 
4. Legal, Valid and Binding Liens 
 
 Almost all loan transactions start with the “kickoff” call where the lender’s lawyers will 
go through a seemingly endless list of checklist items.  While classically noted on the checklist, 
little time is spent on the actual discussion of the borrower’s organizational documents.  The 
underlying premise is that borrowers will provide their organizational documents, consents and 
resolutions and lenders’ counsel will confirm appropriate authority. 
 
 Although ministerial, proper confirmation of authority is critical to confirming that the 
loan documents—including the security instrument—are properly executed and delivered.  In the 
current environment of sophisticated loan transactions, lenders and borrowers alike leave that 
detail to the lawyers and the lawyers punt the issue to the borrower’s counsel’s opinion.  
However, as we have moved from the age of in person closings to .pdf circulations of signature 
pages (often delivered on the day of funding) a step has been taken out of the equation.   
 
 Certainly, notaries on security instruments will confirm the identity of the person 
executing that document.  But what if there are other parties who sign the note?  Further, in many 
instances, there are layers of approvals and more and more today, many law firms take the 
position that they will assume the authority of remote entities in the organizational structure, as 
well the genuineness of all signatures, including those of their clients.41  That means, in essence, 
absent some other evidence, if fraud is committed in the delivery of documents or authority, the 
lender’s lien may be invalid from the beginning. 

                                                
37 See, e.g., Town of Babylon v. Fed. Hous. Fin. Agency, 699 F.3d 221 (2d Cir. 2012); County of Sonoma v. Fed. 
Hous. Fin. Agency, 710 F.3d 987 (9th Cir. 2013). 
38 See, e.g., Cal. Pub. Res. Code §§ 26061, 26063 (Deering 2015) (limits amount of PACE financing for commercial 
projects and requires local authorities to adopt certain eligibility/underwriting criteria). 
39 Deady, supra, at 5. 
40 Mike Centroe, PACENow Applauds the Obama Administration for its Support for Property Assessed Clean 
Energy (PACE) Financing, Pacenow.org (Aug. 31, 2015), http://www.pacenation.us/pacenow-applauds-the-obama-
administration-for-its-support-for-property-assessed-clean-energy-pace-financing/. 
41 See Real Estate Finance Opinion Report of 2012, Chap.2, 42 Real Prop. Trust and Estate Law J. 213 (2013), 
Report of the Tri-Bar Opinion Committee, Third Party Closing Opinions:  Limited Liability Companies, 61 Bus. 
Law 679, 683 (2006). 
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 Beyond “execution” and “authority,” there is the simple truth that sometimes “form” 
matters.  Countless closings are derailed at the last minute by the fact that lawyers, borrower’s 
and lender’s counsel alike, fail to confirm simple but important details critical to the 
effectiveness of a security device—recordation requirements such as fly sheets, proper 
pagination and margin requirements, the right form of notary and, in some states such as 
Delaware, the need to sign documents under seal.42  While correctible, it leaves the law firms 
documenting the transaction (in particular lenders’ counsel) accountable for intervening liens 
that may be recorded while defects are corrected. 

5. Mechanics’ Liens, Supplemental Advances and Stop Notices 
 
 At this point of the economic cycle, a significant part of loan activity is with respect to 
bridge, repositioning and construction loans that contemplate future advances to be made by the 
lender for a variety of purposes.  The presumption is that all advances will be secured by the 
lender’s deed of trust with equal and senior priority.   Even for stabilized transactions without 
future funding requirements, future advances may be made in order to protect the security of the 
lender or otherwise pursuant to permissive deed of trust provisions, or in connection with a 
totally unrelated matter provided that the note states that it is secured by the deed of trust and the 
deed of trust permits such notes to be secured by it. 
 
 The unfortunate truth is that depending on the state, there can be (and often are) 
significant challenges to preserving a lender’s priority.  Some states follow a “first in time” 
model that insulates the lender.  For example, in Washington, mechanics liens are subject to 
standard race notice rules and each claimant’s lien dates to when that individual started work.43  
New York’s structure is extremely complicated, with acquisition costs, and certain related 
expenses having first priority, construction hard costs and some construction soft costs 
(including post-closing advances for those items) having second priority, but many other 
development-related advances made post-closing having no priority.44  Somewhat in the middle 
are states that, while following the race notice model, create exceptions to the standard rule that 
can effectively gut the lender’s protections. Often those states qualify mechanics’ liens, 
regardless of date of filing, that “date back” to the commencement of work; what is 
“commencement” is obviously critical to the analysis of the effectiveness of the lender 
protections.  For example, Colorado is one of the many states that follows the date back concept.  
However, in Colorado, “commencement” starts when anyone provides services, including 
architects and engineers.45  Given that typically plans are done at very early stages, often before 
financing is on the horizon, lenders are effectively unprotected vis a vis mechanics’ lien holders.   
California, which also follows the date back rule, nonetheless creates a distinction that grading 
work under a separate contract is viewed as a separate work of improvement, distinct from the 
construction contract for the balance of the project. Thus, where the lender’s lien is filed during 

                                                
42 E.g., Del. Code Ann. tit. 25, sec. 2101(a) (statutory form of mortgage indicates seal to be affixed); see Monroe 
Park v. Metro.  Life Ins. Co., 457 A.2d 734 (Del. 1983) (mortgage not under seal cannot be foreclosed upon at law). 
43 Wash. Rev. Code § 60.04.061. 
44 See generally, N.Y. Lien Law §§ 1-39. 
45 Colo. Rev. Stat. § 38-22-101, 106.   
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grading, the lender’s lien regarding the bigger construction contract for vertical construction will 
be a first priority lien, even if the lien is subordinate to the site work associated with grading.46  
 
 Even in states, such as California, where “obligatory” advances have priority (assuming 
no broken lien priority), the obvious slippery slope is when does an advance stop becoming 
obligatory and become optional?  In California, Civil Code § 3136 and the case of Turner v. 
Lytton Savings & Loan Association47 afford some level of protection to the optionally advancing 
lender over mechanics' liens and other subordinate liens to the extent of advances made in 
payment of mechanics' liens or otherwise “in payment of costs of the work of improvement” so 
long as the optional advances do not exceed the “original obligatory commitment of the lender as 
shown in such mortgage or deed of trust.”  And, of course, loan amendments (even if made to 
shore up the applicable property) will be subject to loss of priority.    
 
 Finally, there is the risk that even if a lender has the right priority to begin with, and does 
not run afoul of the obligatory/optional advance lines, mechanics’ lien holders can attack the 
lender’s rights for priority as to certain advances by filing a “stop notice.”  In effect, by filing a 
stop notice, the vendor alerts the lender that the vendor has not been paid and requires the lender 
to segregate funds on account of the purported claim.  A classic structure for a stop notice statute 
is found in Washington, where RCW provides as follows: 
 

After the receipt of the notice, the lender shall withhold from the 
next and subsequent draws the amount claimed to be due as stated 
in the notice. Alternatively, the lender may obtain from the prime 
contractor or borrower a payment bond for the benefit of the 
potential lien claimant in an amount sufficient to cover the amount 
stated in the potential lien claimant's notice. The lender shall be 
obligated to withhold amounts only to the extent that sufficient 
interim or construction financing funds remain undisbursed as of 
the date the lender receives the notice.48 
 

Again, while simplistic in approach, the implementation of stop notice statutes can have 
far reaching implications on lenders.  For example, in Washington, a court found that the mere 
establishment of a reserve (essentially a notation in the lender’s records not to advance the last 
loan funds equal to the amount claimed in the stop notice) in the face of a stop notice claimant 
was not sufficient and subordinated the lien of the lender to the stop notice claimant.49  In 
California, in Familian Corp. v. Imperial Bank, the court confirmed the long standing view in 
California that stop notices can reach all undisbursed loan funds, including those funds allocated 
to interest, and further determined that the lender may be obligated to disgorge interest, fees and 
points that predate the stop notice.50  These cases raise the specter that mere competent loan 
administration is not sufficient to protect the lender and additional measures must be taken to 
insulate the lien of the security device.  For example, lenders may choose to avail themselves in 

                                                
46 Cal. Civ. Code § 8454. 
47 242 Cal. App. 2d 457 (1966). 
48 Wash. Rev. Code § 60.04.221(5). 
49 Pac. Continental Bank v. Soundview 90, LLC, 167 Wash. App. 373, 273 P.3d 1009 (2012). 
50 See Familian Corp. v. Imperial Bank, 213 Cal. App. 3d 681 (1989). 
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Washington of the statutory protection afforded lenders from stop notice claimants if the lenders 
obtain a bond for more than fifty percent of the project costs “that confers upon potential 
claimants the rights of third party beneficiaries.”51  Even in states where no express statutory 
protection is afforded, payment bonds and contractor default insurance are often now included in 
lenders’ underwriting requirements.   

6. Loan Amendments that May Impair Lien Priority 

 There are many instances in which the lender and borrower may want to amend the 
contractual arrangement between them and thus the loan documents. This may occur in a distress 
loan situation or in a completely benign situation where the loan is not in default and not in 
danger of being in default. For example, a short term loan may simply be extended continuing all 
of the loan terms other than the maturity date which is extended. Alternatively, some of the other 
terms, such as the interest rate, may be altered to align with then current market conditions. 
Another scenario arises where the loan is in default, or in danger of going into default. In such 
case, the parties may agree to try and work out the situation with the lender forbearing in the 
exercise of its remedies under certain conditions, capitalizing unpaid interest, making additional 
advances not contemplated under the original loan terms, and the like.  
 

All of this sounds rather routine, especially in light of recent economic conditions. 
Caution is needed to avoid the possibility of impairing the priority position in the collateral that 
the lender achieved at the outset of the loan transaction. This is especially the case in the 
circumstance of a distress situation where there may very well be other creditors, including other 
secured creditors.  

 
A good first step is to determine whether any intervening lien claimants exist. Title 

companies will run searches and, under proper circumstances, update existing loan policies with 
an endorsement continuing the insured priority of the mortgage or deed of trust as security for 
the modified debt obligation. That is all well and good where there are no intervening lien 
claimants or if the intervening lien claimants agree to the continuation of the priority of the 
subject mortgage with the modified loan terms.  

 
The base or starting point of the analysis is the concept that a loan amendment that 

merely extends the time for the payment of the secured debt is generally not deemed to have 
impaired junior lien claimants and the priority of the prior mortgage is maintained.52 If, however, 
a junior lien holder is injured by way of the increase in the interest rate or other provisions that 
increase the burdens on the junior mortgagee, the priority of the amended mortgage may be 
impaired.53 Where the mortgage modification agreement increases the interest rate applicable to 
the secured debt, the priority of the senior mortgage may be split, so that priority remains for the 
principal and interest at the original rate, and the priority for the increment of interest resulting 
from the increase in the interest rate becomes junior to the lien of an intervening mortgage.54 
                                                
51 Wash. Rev. Code § 60.04.011(10). 
52 Robert Kratovil & Raymond J. Werner, Mortgage Extensions and Modifications, 8 Creighton L. Rev. 595, 607 
(1974). 
53 Id. at 610. 
54 Lennar Ne. Partners v. Buice Revocable Living Trust, 57 Cal. Rptr. 435 (1996); Bowen v. Am. Arlington Bank, 
325 So. 2d  31 (Fl. App. 1976). 
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Stated otherwise, if the modification of the senior lien impaired the position of the junior lien 
claimant, the priority of the senior lien is subordinated to the extent of the modification.55 
Similarly, if the loan modification agreement increased the principal amount of the debt in a 
manner or amount that was not expressly provided in the original mortgage, then the additional 
indebtedness and the interest thereon would be secured by that part of the bifurcated lien that is 
junior to an intervening lien.56  

 
It may be, however, that the modification results in a material modification and 

impairment of the junior lienholder thereby causing the complete subordination of the prior lien 
to the junior lien.57  
 
7. Forfeiture Laws 

A mortgage lien can be lost when real property is forfeited to the United States 
government due to various types of criminal activity.  There are a significant number of federal 
forfeiture provisions, which include those included in the Comprehensive Drug Abuse 
Prevention and Control Act of 1970,58 the Currency and Foreign Transactions Reporting Act of 
1970,59 and the Racketeer Influenced and Corrupt Organizations Act of 1970.60  Generally, these 
forfeitures are governed by the Civil Asset Forfeiture Reform Act of 2000.61  Though the lien on 
the real estate is extinguished, a lender who had no knowledge of the illegal activity may have a 
takings claim under the Fifth Amendment of the United States Constitution.62 

8. Mortgages/Deeds of Trust from Guarantors/Affiliates—Consideration, Fraudulent 
Transfer and Other Equitable Doctrines 

If the real estate securing the financing is not owned by the borrower, additional threats to 
the lien arise and special issues must be considered.  Lack of sufficient nexus between the 
grantor and the borrower can result in insufficient consideration to enforce the lien, and such lack 
of consideration can lead to a finding of lack of reasonably equivalent value necessary to prevent 
the lien from being invalidated under fraudulent transfer and conveyance laws.   

 
Lack of Consideration 
 

                                                
55 Burney v. McLaughlin, 63 SW 3d 223 (Mo. App. 2001). 
56 Kratovil & Werner, supra at 611. 
57 Koloff v. Reston Corp., No. CA 12281 1993 WL 106062 (Del. Ch. Mar. 26, 1993) (which involved increasing the 
secured debt, establishing reserve accounts and the inclusion of cross-collateralization provisions); Restatement 
(Third) of Property:  Mortgages § 7.3 (b) (1997). 
58 21 U.S.C. § 881. 
59 31 U.S.C. § 5311. 
60 18 U.S.C. § 1963. 
61 18 U.S.C. § 981. 
62 Annot., Right of Mortgagee and/or Lienor to Compensation When Property Subject to Mortgage and/or Lien is 
Taken by Federal Governmental Forfeiture Based on Criminal Acts of Owner, 136 A.L.R. Fed. 593. 
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As a conveyance, no consideration is necessary to enforce a mortgage in and of itself,63 
but consideration is essential for the underlying obligation secured by the mortgage.64  If 
consideration is not provided to a guarantor/grantor of the mortgage, ultimately the mortgage or 
deed of trust is entirely invalid due to lack of consideration, unless it is saved by some other 
doctrine (such as in some states the mortgage being under seal).65 

 
Fraudulent Transfer and Conveyance Acts 
 
Under section 548 of the United States Bankruptcy Code, a trustee may avoid any 

transfer of a debtor’s property made on or within two years before the filing of the bankruptcy 
petition, if the debtor (1) made the transfer with the actual intent to hinder, delay or defraud any 
entity to which the debtor was or became indebted, or (2) received less than a reasonably 
equivalent value in exchange for the transfer and (a) was insolvent or became insolvent on the 
date  of the transfer, or (b) was engaged or about to engage in a  business or transaction for 
which the debtor’s remaining property was unreasonably small capital, or (c) intended or 
believed that it would incur debts beyond its ability to pay as such debt matured, or (d) made 
such transfer to or for the benefit of an insider under an employment contract not in the ordinary 
course of business.66  Additionally, the trustee of a partnership bankruptcy debtor may avoid a 
transfer made on or within two years before the date of filing of the bankruptcy petition if the 
transfer was to a general partner and the debtor was insolvent or became insolvent on the date of 
the transfer.67  In summary, a mortgage or deed of trust can be set aside as a fraudulent transfer 
under the Bankruptcy Code if made with an actual intent to defraud,68 the mortgage or deed of 
trust is granted by an insolvent real estate-owning entity to a principal, or if the mortgagor 
received less than reasonably equivalent value in exchange for the mortgage or deed of trust. 

 
With respect to invalidating a guarantor’s mortgage on the basis of lack of reasonably 

equivalent value, these fraudulent transfer bankruptcy provisions are practically identical to those 
in the Uniform Fraudulent Transfer Act (recently renamed, with minor changes, as the Uniform 
Voidable Transactions Act69), which has been adopted in most of the states as statutory 
provisions that can set aside mortgages in the absence of bankruptcy.70  These state statutes are 
also similar to the earlier Uniform Fraudulent Conveyance Act (“UFCA”) dating back to 1918, 

                                                
63 Restatement (Third) of Property:  Mortgages § 1.2 (“[c]onsideration is not necessary to the enforceability of a 
mortgage”). 
64 Id. § 1.2(a) cmt. a. 
65 E.g., Mitchell Bank V. Schanke, 676 N.W.2d 849, 856 (Wis. 2004) (when executed contract is signed under seal, 
seal is conclusive proof of consideration and consideration may not be impeached absent factual showing of fraud). 
66 11 U.S.C. § 548. 
67 Id. 
68 E.g., Brown v. Third Nat’l Bank (In re Sherman), 67 F.3d 1348, 1355 (8th Cir. 1995) (title transfers and deed of 
trust void when grantors demonstrated badges of fraud). 
69 See Unif. Voidable Transactions Act Task Force of the Bus. Law Section of the Pa. Bar Ass’n, Report on the 
Amendments to the Fraudulent Transfer Act (to be known as the Pennsylvania Voidable Transactions Act), 86 Pa. 
Bar Ass’n Q. 83 (2015). 
70 Versions of the Uniform Fraudulent Transfer Act have been adopted in 43 states, Washington, D.C. and the U.S. 
Virgin Islands.  Brian Yeretzian, Practice Tips:  Guidance on the Uniform Voidable Transactions Act, 38 Los 
Angeles Law. 12 (2015). 
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versions of which still apply in Maryland and New York.71  This earlier act and the superseded 
Bankruptcy Act use the phrase “fair consideration” instead of “reasonably equivalent value.” 

 
There are cases construing the specific issue of whether a guaranty can be avoided as 

a fraudulent transfer under the United States Bankruptcy Code.  Prior to its 1978 revision, 
the Code employed the UFCA’s “fair consideration” standard for fraudulent conveyances.  
Under Rubin v. Manufacturers Hanover Trust Co., “fair consideration” can be given for a 
guaranty even though the consideration goes initially to a third person, “[i]f the 
consideration given to the third person has ultimately landed in the debtor’s hands. Or if the 
giving of the consideration to the third person otherwise confers an economic benefit upon 
the debtor.”72  Therefore, the fact that a guarantor receives the benefits of a mortgage loan 
transaction indirectly, rather than directly from the lender, does not prevent a guarantor 
from receiving fair consideration under the UFCA, but ultimately consideration is required. 

 
Cases that construe the term “reasonably equivalent value” under the revised United 

States Bankruptcy Code provide additional guidance in interpreting “fair consideration” 
under both the Uniform Fraudulent Transfer Act and UFCA.  Courts have treated 
“reasonably equivalent value” as equivalent to “fair consideration,” not distinguishing the 
two standards, except that there is no “good faith” requirement to establish “reasonably 
equivalent value.”73 Courts have, in fact, cited cases construing the two different phases 
interchangeably.74  Several cases have been built upon Rubin by holding that proper 
consideration to a guarantor debtor can be found if the guarantor and the third party “are so 
related or situated that they share an identity of interest.”75  A sharing of economic interests 
of the borrower and the guarantor indicates that the guarantor benefits vicariously and thus 
can establish that the consideration or value runs to the guarantor.76  A close consideration 
of this line of cases reveals that the mere “identity of interest” is not sufficient in and of 
itself, as the guarantor must in fact derive benefits from the transaction.77  The classic case 
is that of the “upstream” guaranty, in which a guaranty or mortgage from a corporate 
subsidiary enables its parent to procure a loan and, thus, to provide funds to the subsidiary.78  
However, if there is no evidence that funds ever made their way to the subsidiary, 
reasonably equivalent value will not be found.79  In other words, in determining whether fair 
consideration has been given, courts have required parties to litigation to demonstrate and 
quantify the amount of consideration that passes through to the guarantor,80 even if the 
“identity of interest” between the guarantor and the borrower is relied on to show indirect 
consideration.81  Actual records of transfers of consideration from the borrower to the 

                                                
71 Md. Code Ann., Com. Law § 15-201; N.Y. Debt. & Cred. Law § 270. 
72 661 F.2d 979, 991 (2d Cir. 1981). 
73 Ragusin, Brother-Sister Corporate Guaranties: Increased Legal Acknowledgement of Business World Realities, J. 
Corp. L. 391, 400-01 (Spring 1986). 
74 E.g., In re Lawrence Paperboard Corp., 76 Bankr. 866 (D. Mass. 1989). 
75 In re Royal Crown Bottlers of North Alabama, Inc., 23 Bankr. 28, 30 (N.D. Ala. 1982). 
76 Id. 
77 In re Ear, Nose and Throat Surgeons of Worcester, 49 B.R. 316 (D. Mass. 1985). 
78 Marquis Prods., Inc. v. Conquest Carpet Mills, Inc., 150 B.R. 487, 491-92 (D. Me. 1993). 
79 Id. at 492. 
80 Rubin, 661 F.2d at 993. 
81 In re Lawrence, 76 Bankr. at 874. 
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guarantor should be maintained to enable a court to find sufficient “flow through” of 
consideration. 

 
The necessary consideration can take other forms.  A line of cases holds that if a 

guarantor conveys property under a mortgage or deed of trust to a lender in satisfaction of 
an antecedent debt owed by the guarantor to the borrower, the obligation can be deemed to 
satisfy the prior indebtedness and, therefore, the guarantor can receive reasonably 
equivalent value.82   

 
Some older cases have indicated that a loan that is substantially over secured is not 

given for fair consideration.83  However, a Florida bankruptcy court has held that a pledge 
of property in which a guarantor had an equity interest greatly exceeding the amount of the 
loan was given for fair consideration.84  The court reasoned that the extent of the interest 
transferred was only the amount of the loan secured by the mortgage, not the value of the 
property encumbered.85  
 

Consider the situation in which a mortgage is given for a property owned by a large 
number of tenants in common, and whether value was provided to each of the co-owners. 

 
In cases invalidating mortgages and deeds of trust on the alternative basis of actual 

intent to defraud, courts look to the following “badges of fraud” in determining a debtor’s 
actual intent: insolvency or indebtedness of the transferor, lack of consideration for the 
conveyance, the relationship between the transferor and the transferee, the pendency or 
threat of litigation, secrecy or concealment, departure from the usual method of business, 
the transfer of the debtor’s entire estate, the reservation of benefits by the transferor, and the 
retention by the debtor of the possession of the property.86  In determining fraud, courts look 
at the circumstances surrounding the loan transaction at the time of the transaction.87  

 
A debtor is insolvent under the Uniform Fraudulent Transfer Act or the UFCA “if the 

preset fair market value of his assets is less than the amount required to pay his probable liability 
on his existing debts as they become absolute and matured.”88  In determining insolvency for a 
partnership, both the “present fair market value of the separate assets of each general partner in 
excess of the amount probably sufficient to meet the claims of his separate creditors” and “[t]he 
amount on any unpaid subscription to the partnership of each limited partner, if the present fair 
market value of the assets of the limited partner is probably sufficient to pay his debts” are to be 
added to the value of the partnership property.89  
 

                                                
82 Germa v. First Nat’l Bank of Boston, 653 F.2d 1 (1st Cir. 1981). 
83 E.g., In re Decker, 295 F. Supp. 501, 514 (W.D. Va) (focusing solely upon the total value of the property interest 
as fair consideration), aff’d sub. nom. Woodson v. Gilmer, 420 F.2d 378 (4th Cir. 1969), cert. denied, 399 U.S. 928 
(1970). 
84 Johnson v. First Nat’l Bank, 81 B.R. 87, 89 (N.D. Fla. 1987). 
85 Id. 
86 Watson v, Watson, 73 Md. App. 483, 534 A.2d. 1365 (1988). 
87 Id. 
88 E.g., Md. Com. Law Code Ann. § 15-202(a).   
89 Id. § 15-202(b).   
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Equitable Subordination 
 
 Equitable subordination is a concept that exists in common law, but is most commonly 
used in a bankruptcy situation due to its codification under the U.S. Bankruptcy Code.90  The 
Bankruptcy Code states that “after notice and a hearing, the court may . . .under principles of 
equitable subordination, subordinate for purposes of distribution all or part of an allowed claim 
to all or part of another allowed claim.”91  Though it is rare that equitable subordination is 
invoked against an independent third party lender, it has nevertheless happened.  The purpose of 
equitable subordination is to prevent a lender who has committed fraudulent or other inequitable 
acts from gaining advantage over other claimants in the distribution of bankruptcy estate assets.  
In the mortgage lender context, this can be the case if the mortgage is from a guarantor who is a 
principal of the borrower.  While the doctrine is most often used to keep a corporate insider from 
gaining an unfair advantage, the concept can be used against institutional lenders as well.  The 
federal courts have established a three part test that must be met in order to apply equitable 
subordination.  First, the lender must have engaged in inequitable conduct; second, that 
misconduct must have resulted in harm to other creditors and conferred an unfair advantage on 
the lender; and third, such equitable subordination must be consistent with the Bankruptcy 
Code.92   
 

The vast majority of equitable subordination cases involve “insiders” such as principals 
of the debtor, who have used their control over the debtor to their advantage, such as disguising 
capital contributions as loans.93  Although insider creditors receive greater scrutiny than non-
insiders in equitable subordination analysis, the insider status alone is not sufficient for the court 
to impose equitable subordination -- there must be sufficient inequitable conduct to warrant the 
subordination.94  Can a mortgage lender be an insider?  It is very difficult to establish this, 
although it certainly has been attempted.  The Bankruptcy Code defines an insider as including a 
“person in control of the debtor,” 95 but there is no definition of “person in control.”  Therefore, 
this is a somewhat unpredictable area of the law, as not only is it difficult to tell who is an insider 
subject to heightened scrutiny, but also equitable subordination can be applied to lenders who are 
not insiders.   
 
 Reviewing a few examples of cases involving institutional lenders is instructive.  In re 
Ludwig Honold Manufacturing Co. is a case involving the typical situation in which a bank 
provided a line of credit to an operating business that began to experience financial difficulty.96  
The bank offered the debtor suggestions on how to run its business, and threatened to put the 
loan in default if the borrower did not sell a line of business.  The bankruptcy trustee tried to 
subordinate the bank loan on the basis that the bank’s conduct made it an insider or a fiduciary of 
the debtor.  The court noted that “[a]s a general matter, a creditor who is not an insider is under 
no fiduciary obligation to its debtor or to other creditors of the debtor in the collection of its 
claim.  But in certain instances such a non-insider may be treated as a fiduciary of the debtor and 
                                                
90 11 U.S.C. § 510. 
91 Id. § 510(c). 
92 In re Winstar Communications, Inc., 554 F.3d 382 (3d Cir. 2009). 
93 In re Optim Energy, LLC, 529 B.R.169 (D. Del. 2015). 
94 In re Phase 1 Molecular Toxicology, Inc., 287 B.R.571 (Bankr. D.N.M. 2002). 
95 11 U.S.C. § 101(31)(B)(iii). 
96 46 B.R. 135 (Bankr. E.D. Pa. 1985). 



19 
 

thus be subject to the less stringent standard for allowing subordination.”97  The court quoted 
another bankruptcy case that indicates a non-insider creditor such as a bank will be held to a 
fiduciary standard for equitable subordination “only where his ability to command the debtor’s 
obedience to his policy directives is so overwhelming that there has been, to some extent, a 
merger of identity.”98  The court also cited a case stating that the “creditor must exercise virtually 
complete control to be treated as a fiduciary.”99  The court concluded its analysis by finding that 
the bank’s suggestions and threats did not make it a fiduciary of the debtor; and that under either 
the fiduciary or non-fiduciary standard the bank did not engage in inequitable conduct sufficient 
to warrant subordination.100 
 
 An example of a case in which equitable subordination was applied, leaving a 
construction lender’s mortgage lien to be transferred to the bankruptcy estate and thus 
subordinated from its otherwise first mortgage lien position, is In re Ambassador Riverside 
Investment Group.101  In this case, the same individual acted as both a loan broker for the 
purchaser of a hotel to be renovated and as agent for a lender that was to provide both an 
acquisition and renovation loan and also a permanent take-out loan.  Although the lender closed 
on the acquisition and renovation loan, it experienced delays in funding that loan due to 
difficulties in obtaining loan participants, and in fact this first mortgage lender never made the 
permanent take-out loan.  Naturally, the hotel quickly ran out of money during renovations and 
had to file for bankruptcy.  The court found that the acquisition and renovation lender misled 
other creditors, including a contractor, an architect, and a bank providing a subordinate loan, as 
to the existence of a commitment for the take-out loan and the satisfactions of the conditions for 
that loan.  While it was encouraging others to participate in the project, the lender knew it did not 
have funds to provide the permanent loan.  The court noted that not every lender is a fiduciary, 
but that the dual relationship of the broker as an agent for the debtor and as contemporaneous 
(and not fully disclosed) agent of the lender put this case in a different posture.102  The court did 
state that even if the lender was not a fiduciary but “merely a lender, it is incorrect to conclude 
the equitable subordination is appropriate only when the defendant is a fiduciary.”103  All 
elements for equitable subordination were present: inequitable conduct in misleading virtually 
every other party involved that the take-out loan was imminent (far beyond the stage when 
substantial harm could have been avoided); there was harm in that the seller went from owning a 
hotel to having a worthless second mortgage and the contractors and architects had performed 
work for which they now had a worthless claim in bankruptcy; and causation was clearly 
established.104  Finally, subordination was in harmony with bankruptcy, as “where a holistic 
picture of an equitable dealing is present, equitable subordination serves a useful function in 
bankruptcy administration.”105  Other cases in which equitable subordination has been applied to 
secured lender claims include one in which a credit association with superior knowledge and 
position as to the agricultural debtor made misrepresentations that induced a feed company to 

                                                
97 Id. at 129. 
98 In re Teltronics, 29 B.R. 139, 171 (7th Cir. 1938). 
99 Bank of New Richmond v. Production Credit Assoc. of River Falls, Wis., 42 B.R.988, 997 (W.D. Wis. 1984). 
100 In re Ludwig, 46 B.R.at 129. 
101 62 B.R. 147 (Bankr. M.D. La. 1986). 
102 Id. at 153. 
103 Id. 
104 Id. at 154. 
105 Matter of Multiponics, Inc., 622 F.2d 709, 721 (5th Cir., 1980). 
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provide product,106 and one in which a mortgagee, who knew that the debtor was chronically 
behind in its payments, and was on the verge of accelerating its loan, provided a subcontractor 
with assurances that it would be paid.107   
 

Equitable Subrogation 
 
 Equitable subrogation is not even a distant cousin to the concept of equitable 
subordination, but it is another way in which the lender can lose priority of its mortgage lien due 
to an action in equity pursued by another creditor.  As a common law doctrine that operates 
outside of the bankruptcy context, it is entirely a creation of state law, with some variations from 
state to state as one might expect.  Equitable subrogation allows a lender who has paid off the 
secured debt of another lender to succeed to the rights of that secured creditor.  The doctrine 
originated in English courts of equity, as a way for sureties to seek repayment from defaulting 
debtors.108  The doctrine is now much broader than principal and surety, and can apply to any 
lender that uses loan proceeds to pay off a prior secured debt.109   
 
 In most states, there are five elements necessary to establish a claim for equitable 
subrogation:  (1) payment must have been made by the lender to protect their own interest; (2) 
the lender must not have acted as a volunteer; (3) the debt paid must have been one for which the 
lender was not primarily liable; (4) the entire prior debt must have been paid off; and (5) the 
subrogation must not work any injustice to the rights of others.110  The Restatement of Property 
takes a similar, though not identical approach:  
  

(a) One who fully performs an obligation of another, secured by 
a mortgage, becomes by subrogation the owner of the 
obligation and the mortgage to the extent necessary to 
prevent unjust enrichment.  Even though the performance 
would otherwise discharge the obligation and the mortgage, 
they are preserved and the mortgage retains its priority in the 
hands of the subrogee.   

(b) By way of illustration, subrogation is appropriate to prevent 
unjust enrichment if the person seeking subrogation performs 
the obligation:  

(1) in order to protect his or her interest; 
(2) under a legal duty to do so; 
(3) on account of misrepresentation, mistake, duress, 

undue influence, deceit, or other similar imposition; 
or 

(4) upon a request from the obligor the obligor’s 
successor to do so, if the person performing was 

                                                
106 In re Osborne, 42 B.R. 988 (Bankr. W.D. Wis. 1984). 
107 Figgie Acceptance Corp. v. Abatement Sys., Inc., 142 B.R. 442 (Bankr. N.D. Okla. 1992). 
108 Gregg H. Mosson, Equitable Subrogation in Maryland Mortgages and the Restatement of Property: A Historical 
Analysis for Contemporary Solutions, 41 U. Balt. L. Rev. 709, 715 (2012). 
109 See, e.g., E. States Petroleum Co. v. Universal Oil. Prods. Co., 44 A.2d 11, 15 (Del. Ch. 1945). 
110 E.g., E. Sav. Bank v. Cach, LLC, No. 695-2014, 2015 Del. LEXIS 468, at *9 (Del. 2015). 
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promised repayment and reasonably expected to 
receive a security interest in the real estate with the 
priority of the mortgage being discharged, and if 
subrogation will not materially prejudice the holders 
of intervening interests in the real estate.111 

 
Lenders that can lose priority due to the application of equitable subrogation are those 

that start out in a subordinate or second lien position, which are prevented from being elevated in 
priority due to payoff of a prior lien by another.  Because the equitable subrogation doctrine 
directly confronts first-in-time recording statutes, courts are rarely going to use the doctrine to 
the advantage of refinancing mortgage lenders who find an unexpected lien ahead of them.  A 
recent example of this is Eastern Savings Bank, FSB v. Cach, LLC, in which a lender refinanced 
a property, paying off several prior mortgages and judgments.  Unknown to the lender, a 
judgment lien was recorded after the loan closing, but before the lender’s mortgage was 
recorded.112  The court declined to apply the doctrine or allow the refinancing lender to prime the 
prior-recorded judgment lien, because to do so would fly in the face of Delaware’s pure race 
recording statute, and would have excused the lender’s failure to properly have its settlement 
agent insure that it was placed in a first lien position before completing settlement.113 

 
There is some variation among the states as to the application of equitable subrogation.  

The majority will not permit a lender with actual knowledge of a prior lien to use the doctrine to 
take priority over the lien; a small minority of states will not permit a lender with either actual or 
constructive knowledge to use the doctrine; but the Restatement allows equitable subordination 
even if there is knowledge of the prior lien.114  Regardless, under all of these approaches, it is the 
rare first mortgage lender that is going to be affected adversely by the doctrine. 

9. Agricultural Issues:  These Issues May Not Impair the Lien, but They Do 
Impair Cash Flow to the Lender 

While some of the issues addressed in this paper actually can result in the impairment of 
the lien of the mortgage, the issues addressed in this paper have an adverse effect upon the ability 
of the borrower to pay the debt. In the worst case, the laws discussed below may create a trust as 
priority encumbrance on the borrower’s assets and even result in a disgorgement of payments that 
have been received by a lender and credited against the debt.  
 

PACA and PASA 
 

If the borrower is involved in the meatpacking, produce or grocery business, the Perishable 
Agricultural Commodities Act115 (“PACA”) and the Packers and Stockyards Act116 (“PASA”) may 

                                                
111 Restatement (3rd) of Property:  Mortgages § 7.6. 
112 Eastern Savings Bank, supra. 
113 Id. 
114 Glenn R. McGillivray, What’s Your Priority?:  Revitalizing Pennsylvania’s Approach to Equitable Subrogation 
of Mortgages After First Commonwealth Bank v Heller, 58 Vill. L. Rev. 301, 310 (2013). 
115 7 U.S.C. §§ 499a et. seq. 
116 7 U.S.C. §§ 181 et. seq. 
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apply.  These statutory structures, among other things, create a trust upon the cash held by a 
business entity for the benefit of the farmers and growers who supply the business.  
 

A hypothetical example follows: 
 

Cattle Raiser sells cattle to Meat Processor. Happy Bank has a revolving line of 
credit with Meat Processor that is secured by a lien on all of Meat Processor’s 
assets, including its real estate and accounts receivable. Meat Processor sells the 
product created from the cattle purchased from Cattle Raiser to Quick and Spiffy 
Burgers who in turn pays Meat Processor for its product. Meat Processor deposits 
the payment into its general operating account which is used for many purposes, 
including the payment of Happy Bank’s debt.  Because the funds in the account are 
not sufficient to pay all of Meat Processor’s accounts payable, Cattle Raiser is not 
paid for the cattle it sold to Meat Processor. 

 
The Floating Trust 

 
Both PACA and PASA contain the legislative finding that a burden has been placed upon 

commerce in perishable agricultural commodities, poultry and livestock by financing 
arrangements under which meatpackers, live poultry dealers, commission merchants, dealers or 
brokers who, not having paid the sellers of those commodities, encumber or give security interests 
to lenders in such commodities, or inventories of food or other products derived from such 
commodities, and any receivables or proceeds from the sale of such commodities or products.117  
These laws then go on to provide that any receivables or proceeds from the sale of such 
commodities or products shall be held by the meatpacker, live poultry dealer, commission 
merchant, dealer or broker in trust for the benefit of all unpaid suppliers or sellers of such 
commodities or agents involved in the transaction, until full payment of the sums owing in 
connection with such transactions has been received.118  Thus, the growers and sellers of perishable 
produce and farm products are given a priority interest in the assets of the intermediary.119 The 
poultry grower, meatpacker or seller of agricultural commodities is not required to trace the trust 
assets back to the sale. Rather, if the proceeds of the PACA or PASA sale are found to be held in 
trust and comingled with other funds not subject to the trust, then a lien on the entire commingled 
fund exists for the benefit of the beneficiaries of the trust and those who receive payment from the 
commingled fund with actual or constructive notice of the trust are subject to the enforcement of 
that lien.120 
 

While there are some procedural requirements with which the seller of the agricultural 
commodities must comply,121 for purposes of this paper it is assumed that the commodity seller 
has taken the appropriate steps to preserve its PACA/PASA rights to the trust assets.  
 

                                                
117 7 U.S.C. §§ 196(a), 197(a), 499e(c)(1). 
118 7 U.S.C. §§ 196(b), 197(b), 499e(c)(2). 
119 D. M. Rothman & Co., Inc. v. Korea Commercial Bank of New York, 411 F.3d 90 (2d Cir. 2005). 
120 First State Bank v. Gotham Provision Co. (In re Gotham Provision Co.), 669 F.2d 1000 (3d Cir. 1994). 
121 See, e.g., 7 U.S.C. §§ 196(b); 197(d); 499e (c)(3) & (4). 
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This somewhat unique trust is a “floating, non-segregated, statutory trust” that extends not 
only to agricultural commodities, but also to the inventories of food or other products derived from 
those commodities and receivables or proceeds from the sale of the commodities or products.122  
 

The Consumers Produce case involved just such a financing arrangement, a line of credit 
and a loan to finance capital needs secured by a first lien on the borrower’s assets, including its 
real estate. Over the course of time, including when the borrower was in financial distress, the 
lender received loan repayments made in breach of the PACA/PASA trust. The court framed the 
test as being whether the lender was a bona fide purchaser for value with respect to the loan 
repayments and whether the lender received such payments without notice of the breach of the 
trust by the borrower.  
 

General trust theory provides that a transfer of trust assets in satisfaction of a pre-existing 
debt is normally not “for value” but an exception exists where the transferred trust property is a 
negotiable instrument or money. This result follows for practical business reasons in that a payee 
of money in due course of business should not be put upon inquiry at its peril as to the title of the 
payor.123 The court held that because the lender received the repayment in the form of trust assets 
in the ordinary course of business as monetary loan repayments, the transfer was “for value.” As 
a result, a lender receiving loan payments in the ordinary course should qualify as a transferee for 
value. 
 

The other part of the test may be a bit more difficult for a lender to pass, especially if the 
lender is vigilant. Mere notice of the existence of the PACA/PASA trust does not expose the lender 
to liability or disgorgement of loan payments made by a borrower, even if those payments are 
made from trust assets in violation of the trust. The lender must also know that the borrower is 
breaching the trust by making the payment. Traditional trust law theory runs to the effect that the 
lender has notice that the borrower is acting in breach of the PACA/PASA trust by making the 
loan payment if the lender knows or should know of the breach of the trust. The concept of inquiry 
notice is applicable in this context to the effect that a party has notice of a breach of trust if that 
party knows of facts which under the circumstances would lead a reasonably intelligent and 
diligent person to inquire whether the trustee is committing a breach of trust. 

Many loan documents, especially if the financing arrangement involves revolving credit, 
require the borrower to provide periodic financial reports to the lender. Such was the case in the 
Consumers Produce case. As it developed, however, the financial information provided to the 
lender was not accurate and indeed, the trial court found that the borrower concealed its financial 
difficulties from the lender. The court found that under these facts, the information provided to the 
lender did not put the lender on notice that the payments were being made in breach of the 
PACA/PASA trust.124   

What would the outcome have been if the borrower’s financial statements and borrowing 
base certificates that were provided to the lender were accurate and portrayed a business that was 
experiencing financial difficulties? Could the lender have met its burden of proof? The implication 

                                                
122 Consumers Produce Co., Inc. v. Volante Wholesale Produce, Inc., 16 F.3d 1374 (3d Cir. 1994). 
123 4 Austin W. Scott & William F. Fratcher, The Law of Trusts § 304. 
124 But see Albee Tomato Co., Inc. v. Korea Commercial Bank of New York, 282 F. Supp. 2d 6 (S.D.N.Y. 2003). 
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of the holding of the Consumers Produce case is to the effect that the lender would have knowingly 
received the payments in breach of the trust and be subject to disgorgement.125  
 

Applicability of Constructive Trust Laws 
 

A fair question is to what businesses do these acts apply? Should lenders and their counsel 
only be concerned with businesses that are the “first stop” in the distribution system of agricultural 
commodities or should they look further down the line in integrated businesses? PASA applies in 
an appropriate case to retailers126 and restaurants127  who maintain integrated facilities. In the right 
case, a retailer who obtains meat products from a slaughterhouse and processes those products at 
a facility to make them ready for retail consumption is subject to the act.128 While the Safeway 
case dealt with the issue of whether the business was subject to the PASA’s regulatory provisions, 
it is likely that the other provisions of the act, including the constructive trust provisions are also 
applicable.  
 

Impact on Secured Lenders 
 

Why should a lender who has a security interest in real estate care about the implications 
of these laws? Some lenders, as in the case of Happy Bank in the example given above,  have a 
mixture of collateral with both real and personal property standing as security for their loan. In the 
typical example of a revolving credit and term loan facility made with a business in the 
meatpacking, poultry or agricultural commodity business, the implications can be important. Thus, 
if the collateral that secures the loan is real estate that is somehow involved in the storage, 
processing or sale of the borrower’s foodstuff items, a danger signal is provided to the lender that 
the loan payments could be subject to PACA/PASA trust implications.  
 

The PACA/PASA laws impose an additional burden on such secured lenders because it is 
not for those seeking to disgorge the payments made to the lender in violation of the PACA/PASA 
trust to carry the burden of proof. That burden lies on the lender to prove that is was a bona fide 
purchaser for value with respect to the loan payment.129 In light of the facts of the case at hand, it 
may not be possible to carry that burden, especially if the lender knows of the borrower’s financial 
difficulties or does not take action to obtain the financial reports that the borrower is required to 
give under the loan documents.130 
 

Some sample provisions to be used in documenting loans made to borrowers in the food 
industries follow in Appendix 1 below. As can be seen, these provisions are promises and 
agreements of the borrower and contain the protections afforded only to the extent that the 
borrower complies with those provisions.  
 
                                                
125 See Nickey Gregory Company, LLC v. Agricap, LLC, 597 F.3d 591 (4th Cir. 2010) (lender had knowledge of the 
borrower’s excessive aging of its PACA payables). 
126 7 U.S.C. § 499a(b)(6). 
127 In re Country Harvest Buffet Restaurants, Inc. 245 B.R. 650 (B.A.P. 9th Cir. 2000).  
128 Safeway Stores, Inc. v. Freeman, 244 F. Supp. 779 (D.D.C. 1965), aff’d 369 F.2d 952, 125 U.S. App. D.C. 175 
(D.C. Cir. 1966). 
129 Consumers Produce, supra, at 1383.  
130 Movsovitz & Sons of Florida, Inc. v. Scotiabank, 447 F. Supp. 2d 156 (D.P.R. 2006). 
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10. Exercise of Remedies 
 

Many states have restrictions on recoveries based upon remedies.  In California, for 
example, the “One (Form of) Action Rule” provides (in its simplest form) that “. . . . [t]here can 
be but one form of action for the recovery of any debt, or for the enforcement of any right 
secured by a mortgage on real property. . . .”131  One implication is the so-called “Security First 
Principal,” which holds that a lender who has a deed of trust on real property is required to look 
to its security before suing on the debtor's note.132  The corollary is the “Sanction Rule,” which 
provides that a lender who does not include collateral in its one action waives its security interest 
in such omitted security.   
 
 Nevada also has its own version of one form of action rule.133  There, the one form of 
action rule even grants some protection to guarantors, the effect of which is (unless waived) that 
the lender must pursue the property prior to pursing the guarantor.134  
 
 Even if lawyers are versed in remedy restrictions such as the One Action Rule, clients 
(and their lawyers) can run afoul of the rules in ways not entirely predictable.  For example, 
Epstein v. Enterprise Leasing Corp.135 stands for the proposition an “action” occurred when the 
lender pursued a claim and delivery personal property repossession action combined with non-
judicial foreclosure sale of such property and application of proceeds to a debt.  The court's 
rationale was based on casting of the sale and application of proceeds to the debt within the net 
of the initial judicial action.  Had the action been merely for the securing of possession of 
collateral for security purposes there would have been no California Code of Civil Procedure 
section 726 action. 
 
 In most instances, though, lenders and their counsel will follow a predictable script of 
remedies that will avoid any sanctions. Where things become more unpredictable is in 
transactions where the lender has a loan secured by multistate collateral—there is the potential 
for a required judicial remedy taken in one state to be deemed a violation of another’s rules.  For 
example, what is the lender’s road map to recovery of remedies where it has a loan secured by 
properties in California and a second state, where the second state is a “mortgage” state with the 
only way to recover being commencement of a judicial foreclosure under the mortgage and 
where lenders can take other judicial actions without prejudicing their rights? 

 

                                                
131 California Code of Civil Procedure (“CCP”) § 726. 
132 CCP § 726. 
133 Nev. Rev. Stat. § 40.430. 
134 See McDonald v. D.P. Alexander & Las Vegas Boulevard, L.L.C., 121 Nev. 812, 816, 123 P.3d 748, 750 (2005). 
135 E.g., Epstein v. Enterprise Leasing Corp., 189 Cal. App. 3d 834 (1987) (review denied and ordered not to be 
officially published May 14, 1987). 
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APPENDIX 1 
Documentary Provisions Regarding Paca/Pasa 

DEFINED TERMS: 
 

“Agricultural Statute” means, collectively, PACA, PASA and any other federal, state or 
local law that creates trust fund rights or other liens against the assets of a purchaser of agricultural 
products and that provides that the trust fund rights or liens granted by or pursuant to such statute 
have priority over a security interest granted by Borrower, and the regulations promulgated under 
any of the above. 

“Agricultural Statute Notice” means any notice pursuant to the applicable provisions of 
any Agricultural Statute from (i) any Farm Products Seller, (ii) any lender to any Farm Products 
Seller or any other person with a security interest in the assets of a Farm Products Seller, or (iii) 
the Secretary of State (or equivalent official) or other governmental authority of any state, 
commonwealth or political subdivision thereof in which any Farm Products purchased by the 
Borrower are produced, in any case advising or notifying the Borrower and the recipient of such 
notice of the intention of such Farm Products Seller or other person to preserve the benefits of any 
trust applicable to any assets of the Borrower established in favor of such Farm Products Seller or 
other person under the provisions of any law or claiming a trust, security interest in or lien upon 
or other claim or encumbrance with respect to any perishable agricultural commodity or any other 
Farm Products which may be or have been purchased by the Borrower or any related or other 
assets of the Borrower. 

“Farm Products” shall mean crops, livestock, poultry, products and supplies used or 
produced in a farming or agricultural operation and the products thereof. 

“Farm Products Sellers” shall mean, collectively, sellers or suppliers to Borrower of any 
Farm Product and including any perishable agricultural commodity (as defined in PACA) or 
livestock (as defined in the PASA), meat, meat food products or livestock products derived 
therefrom or any poultry or poultry products derived therefrom.  

“PACA” means the Perishable Agricultural Commodities Act, as amended, 7 U.S.C. §499a 
et seq. or any other statute of similar import. 

“PASA” means the Packers and Stockyard Act, 1921, 7 U.S.C. § 181 et seq., as amended. 
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SUBSTANTIVE PROVISIONS: 

AGRICULTURAL PRODUCTS.   Borrower agrees that, so long as this Agreement shall 
remain in effect or the principal of or interest on the Note, any fee or any other expense or 
amount payable under the Note or this Agreement or any other Loan Document shall be unpaid, 
and notwithstanding anything contained in this Agreement or any other Loan Document to the 
contrary, Borrower shall:  

(a) At all times comply with any existing and future Agricultural Statutes Notice during 
its period of effectiveness under any Agricultural Statute, including, without limitation, directions 
to make payments to the Farm Products Seller by issuing payment instruments directly to the 
secured party with respect to any assets of the Farm Products Seller or jointly payable to the Farm 
Products Seller and any secured party with respect to the assets of such Farm Products Seller, as 
specified in the Agricultural Statutes Notice, so as to terminate or release the trust, security interest 
or lien in any Farm Products or the proceeds thereof maintained by such Farm Products Seller or 
any secured party with respect to the assets of such Farm Products Seller under any Agricultural 
Statute. 

(b) Take all other actions as may be reasonably required, if any, to ensure that any Farm 
Products are purchased free and clear of any security interest, lien or other claims in favor of any 
Farm Products Seller or any secured party with respect to the assets of any Farm Products Seller. 

(c) Promptly notify Lender upon receipt by or on behalf of Borrower of any 
Agricultural Statutes Notice or amendment to a previous Agricultural Statutes Notice, including 
any notice from any Farm Products Seller of the intention of such Farm Products Seller to preserve 
the benefits of any trust applicable to any assets of Borrower under the provisions of any 
Agricultural Statute and promptly provide Lender with a true, correct and complete copy of such 
Agricultural Statutes Notice or amendment, as the case may be, and such other information 
delivered to or on behalf of such Farm Products Seller pursuant to any Agricultural Statute. 

(d) In any event, comply with and observe all provisions of any Agricultural Statute 
applicable to it. 

 
 


