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I.

OVERVIEW
For the commercial real estate practitioner, the acqui-

sition of distressed debt presents a far more interesting subject than originating a loan or buying real property because
it involves components of lending, acquisition, workout,
foreclosure, and possibly bankruptcy law. The presence of a
default and the fact that either or both the asset and the borrower are having trouble layers in a set of circumstances and
issues lawyers must understand to assist their clients. “Loan to
own” — or the purchase of distressed debt with the ultimate
goal of acquiring the underlying real property security — has
become a strategy of many real estate investors in the current
economic climate. But, many investors who buy debt also
implement a broader strategy that includes not only property
acquisition, but also working out a distressed loan to becoming a performing asset.
This Article will highlight material considerations and
provide counsel with a framework for advising clients regarding the acquisition of real property secured debt.
To understand the complexity of buying distressed debt,
this Article tracks the lifecycle of a distressed debt acquisition.

ment successfully (“Purchase Agreement”) depends on several factors,
including whether the acquisition
will be accomplished through a
negotiated transaction or a competitive bid transaction. Typically,
the Purchase Agreement is drafted
by Seller’s counsel as an “as is”
sale with very limited representations and warranties from Seller. In
negotiating the loan sale agreement
for Buyer, we recommend Counsel
be as aggressive as possible within
reason because the motivations for
selling a loan vary from bank to
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bank. Bear in mind however, that
achieving Buyer-favored provisions similar to those identified
below is directly proportional to the Seller’s financial strength
and may be subject to caps and time limitations. The Buyer
should be prepared to negotiate important provisions in the
Purchase Agreement, including the following:
a.

To price and underwrite the deal, a prudent debt buyer will

Description of Assets Buyer is Purchasing

preview the entire transaction from loan acquisition to pos-

The Purchase Agreement should provide that Buyer is

sible workout and enforcement of remedies. When an investor

purchasing all of Seller’s right, title, and interest in the loan,

buys debt with the intent to access the real property security

the loan documents, and the loan file. This provision should

before assuming ownership of the property, it must appreciate

include, without limitation, the rights to payment, servic-

that it will first be a lender — perhaps for a day, a month, a

ing rights with respect to the loan, rights under any pending

year, or longer. This topic will be considered in two sequen-

enforcement actions (such as foreclosures and receivership

tial parts: first, acquiring the loan, and second, negotiating the

orders), and claims filed by Seller in any pending bankruptcy

workout or, alternatively, undertaking enforcement action.1

case or insolvency proceeding.

II. THE LOAN ACQUISTION

b.

Representations and Warranties

Buying debt initially involves two steps: negotiating the

There are several representations and warranties from

loan purchase agreement and executing thorough due dili-

Seller that are important to Buyer. Here are a few key ones to

gence to understand the loan, the borrower, and the property.

consider:

A. The Loan Purchase Agreement
1.

Negotiating the Loan Purchase Agreement

The Buyer’s ability to negotiate the loan purchase agree-

- Authority and Consents. Loans may have several
participating banks or may have been assigned one
or more times to a lender before it comes across
Counsel’s desk. Seller should represent that it has
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the authority to sell the loan and does not require

The provisions should also state, without qualification, that

the consent or approval of any other party, includ-

if Buyer does not proceed for any reason (or no reason at

ing loan participants. Alternatively, if approvals are

all), the deposit will be returned. Counsel should be aware

necessary, Seller should represent that it has obtained

that sometimes the deposit language is more complex, allow-

the required consents. Buyer should require evidence

ing Buyer to terminate only for specific reasons or requiring

of such consents at or before the closing of the sale.

Seller’s approval for a return of Buyer’s deposit upon termina-

- Loan File Disclosed. Seller should represent that
it has provided all of the documents and materials
related to the loan and the collateral in Seller’s possession or reasonably obtainable by Seller, including

tion. The due diligence provisions in the Purchase Agreement
do not require the same complexity as an agreement for the
acquisition of a fee interest because Buyer is not taking title to
real property.
d.

copies of all correspondence between Seller and

Allocation of Risk

Borrower. This is a critical representation because

The Purchase Agreement should provide that Seller is

Buyer needs to know it has access to the universe of

responsible for the loan before closing, and Buyer is respon-

information available to Seller regarding the loan and

sible for the loan only after closing. If the Purchase Agreement

2

the real and personal property collateral.

- Unpaid Principal Balance. Seller should provide a

is not clear on this issue, then Buyer may acquire unanticipated liabilities.
e.

representation as to the current principal balance
of the loan, and the location and amount of all
escrowed funds held by Seller, as of the closing date.
After the closing date, Buyer will be responsible to
Borrower for funds originally held by Seller prior to
the sale. In California, the application of escrowed
funds to amounts due after a default may trigger
the “one action rule”3 if the lender has no separate
security interest in such funds. A personal property
security agreement identifying deposit and escrow
accounts is an important collateral document.
- Notices. In addition to obtaining copies of all notices
of default given by Seller to Borrower as part of the
loan file, Seller should represent that such notices
were delivered in compliance with the loan documents and applicable law.

Seller Defaults and Indemnity

The Purchase Agreement should address the scope and
nature of Buyer’s remedies upon Seller’s default. For instance,
can Buyer terminate immediately and get its deposit back, or
is Buyer required to allow Seller time to cure its default? Buyer
should seek an indemnity from a financially strong Seller for
Seller’s acts prior to closing and in the event of Seller’s default
under the Purchase Agreement. If Seller’s default is discovered
after closing, then the Purchase Agreement can provide for
the repurchase of the loan after the expiration of an acceptable
cure period.
B. The Due Diligence Process
At the outset of the due diligence process and before
launching an in-depth review of the loan documents, Counsel should help Buyer understand some key elements about the
lending relationship between Seller and Borrower, and where

- Cross Collateralization. Borrower may have an

applicable, between Seller and other participating lenders.

extensive relationship with Seller and therefore,

Counsel should understand early in its review whether the dis-

Buyer should seek a representation that the loan is

tress relative to the loan is the result of a failure of the property

not cross-collateralized or cross-defaulted with any

to perform, a problem with Borrower as operator, or simply an

other loan with Seller that is not the subject of the

inability to refinance a maturity default. Guaranty agreements,

Purchase Agreement.

updated title, correspondence between Seller and Borrower, and

c.

Deposit and Due Diligence Period

intercreditor or participation agreements are key documents to
preview at the beginning of the due diligence process. Review-

The deposit and due diligence provisions should state
that Buyer has complete discretion to decide whether to proceed with the transaction within the due diligence period.
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ing these items early may help Counsel discover material issues
that may alter Buyer’s interest in acquiring the loan.

2.

Notwithstanding the foregoing, Counsel should perform
an exhaustive due diligence review of the loan documents, real
property documents, title documents, and related materials,
as well as prepare a summary outlining material due diligence
issues for Buyer’s consideration.
Buyer may find it difficult to perform physical inspections of the property because Seller is the lender and not the
owner, and Seller may have a strained relationship with Borrower. As a result, a certain amount of Buyer’s underwriting
and pricing may be based on educated guesswork.
1.

Document Request List

Written Due Diligence Report

Counsel should produce a concise but inclusive memorandum (“Due Diligence Report”) summarizing material
legal due diligence items and pointing out defects and deficiencies to assist Buyer in developing a strategy — whether
that strategy includes proceeding with the transaction, a
price adjustment, or a decision to walk away from the deal.
Counsel should not merely summarize the loan documents
but rather highlight for Buyer the most important issues
first.
The Due Diligence Report should be updated con-

Pre-acquisition due diligence is essential on distressed

tinually during the due diligence period, resulting in a final

loan assets because more often than not, issues relating to

product that can be referred to by Counsel and Buyer as

the structure of the loan and the lending relationship with

needed. The Due Diligence Report should be used to cre-

the Borrower can affect the value of the transaction to Buyer.

ate follow-up questions and additional document requests to

Problems range from the misspelling of Borrower’s name on a

Seller as well as a reference piece for pre-acquisition “roll-up”

UCC filing to title being vested in the wrong borrower entity.

calls with Buyer’s underwriting team. It should also contain a

Other problems include unpaid taxes, mechanics liens, and

document audit or checklist of items reviewed.

defective guaranties (guaranties that do not include the requisite real property waivers essential to maintaining a separate
claim against the guarantor).
Sellers typically do not provide a complete due diligence

3.

Due Diligence Review

The due diligence review can be extensive and should
include some or all of the following elements.
a.

package at the outset of the transaction. Therefore, during

Overview of the Defaulted Loan

the letter of intent stage Counsel should develop with Buyer

Counsel should identify all of the relevant parties,

a “Document and Due Diligence Request List” specific to the

including Borrower parties, guarantors, sponsors, sureties,

loan and asset type, which should be sent to Seller prior to

and relevant third parties. In addition, Counsel should iden-

the commencement of the due diligence period. Counsel can

tify defaults, including payment defaults and nonmonetary

develop this list by combining a loan origination or work-

or technical defaults. Payment and technical defaults can be

out checklist with an asset class-specific property acquisition

cured, whereas typically, maturity defaults are cured only by

due diligence list.4 The list should require Seller to deliver

a full payoff of the loan. However, just because a loan is being

without limitation all documents and amendments, includ-

sold as a distressed loan, Buyer should not assume there is a

ing all loan documents and the original loan commitments,

clear path to the property.

guaranties, title insurance policies, intercreditor agreements,

b.

The Loan Commitment

third-party reports, leases, appraisals, and contracts (franchise agreements, management agreements, co-restrictive

Counsel should review the original loan commit-

easement agreements, etc.), CC&Rs, the servicing file, cor-

ment and Seller’s origination checklist, which may pro-

respondence with Borrower, loan and payment history, Bor-

vide a roadmap regarding loan documentation that should

rower entity documents, and standard real property due

have been produced and executed by Borrower. Lender

diligence items. The request should also include Seller’s

liability claims may arise out of differences between the

origination checklist, showing what documents were created

loan commitment and the loan documents. However,

at origination, such as intercreditor agreements. Intercredi-

most well-drafted loan agreements include a clause that

tor agreements often contain notice provisions and rights of

the provisions of the loan agreement supersede all other

junior lenders that need to be addressed before foreclosure

agreements between the lender and Borrower (oral and

can be initiated.

written).

29

c.

The Loan Documents

Buyer should never assume that the loan documents are
enforceable. Rather, Counsel should review the loan documents to determine whether the rights and obligations of the
parties are clear and unambiguous, and whether any of the
loan documents are open to attack or re-characterization.
Counsel should ensure the loan file contains the original note
(and any endorsements relating to an assignment of the note),
copies of the as-recorded deed of trust, and assignment of
rents along with an assignable lender’s policy of title insurance. When a loan has traded hands several times, the original
note may be hard to find. Despite the acceptance of fax signatures today, it is still important to receive the original wet-ink
promissory note. Without the original note, the Buyer might
encounter trouble foreclosing on the collateral.5 In addition,
Counsel should determine whether the deed of trust and
assignment of rents were properly executed and recorded.6
d.

The Loan Agreement

Loan agreements are typically lender-favorable documents. Nonetheless, Counsel should review the loan agreement for provisions imposing post-closing obligations on the
lender. The loan agreement may contain complex provisions
such as rebalancing payments, funding obligations for additional improvements (construction and tenant improvement
draws), and nonrecourse carve-outs for guarantors. The loan
agreement may also contain provisions regarding escrowed
funds belonging to the Borrower. Those amounts may be significant in the aggregate, and Buyer will be responsible for
them post-closing unless otherwise agreed in the Purchase
Agreement.
e.

Guaranty

The guaranty agreement may be full-recourse, nonrecourse with carve-outs, or in some cases worthless. A welldrafted guaranty might mean the difference between recovery
in full or relegation to the value of the collateral, and is an
important tool for a lender to maintain its bargaining position throughout the workout or foreclosure process. A lender’s
right to sue on a guaranty is enhanced if the guaranty agreement contains specific waivers of the election of remedies
and anti-deficiency protections otherwise afforded guarantors.7 Such protections include the “One Form of Action” rule,
which was enacted in California to eliminate multiple actions
when a creditor elects to sue a debtor after a default on debt
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secured by real property. The rule provides: “There can be but
one form of action for the recovery of any debt, or the enforcement of any right secured by mortgage upon real property.”8
In addition to preventing multiple actions, the One Action
Rule compels exhaustion of all security before a deficiency
judgment is entered, and it ensures that debtors are credited
with the fair market value of the real property collateral before
they are subjected to personal liability.9 Guarantors can waive
defenses under the One Action Rule.10 Without the proper
waivers, a lender’s election to complete a trustee’s sale would
prejudice the guarantor and thus exonerate it.11 The presence
or absence of properly drafted waivers affects whether a lender
can pursue a deficiency judgment as part of a separate action
on the guaranty agreement, and it influences whether the
guaranty will be effective in pressuring Borrower to accept a
workout or friendly foreclosure.12
f.

Title Report

The status of title of real property collateral will materially affect foreclosure strategy and perhaps Buyer’s decision whether to buy the loan. The title report may show title
encumbrances, such as mechanics’ liens that relate back to a
date prior to the recording of the deed of trust, junior liens,
judgment liens, and delinquent taxes. Counsel may also find
CC&Rs (covenants, codes, and restrictions), laws affecting condominium developments, and covenants restricting
building and modifications in a redevelopment district. The
coverage of a standard ALTA lender’s policy will benefit the
originating lender’s successors and assigns; however, the lender’s ALTA Policy will not insure the title Buyer receives after
foreclosing on a property because it is not an owner’s policy.
g.

Environmental and Other Property Issues

Environmental issues may pose problems for a lender even
before the lender takes title to the property. Counsel should
review third-party agreements and reports, such as the Phase
1, other environmental reports including property inspection,
soils, and engineering reports. If the Phase 1 report required
additional study, then Counsel should recommend that Buyer
update the environmental reports if necessary to evaluate the
risks of any environmental problems. Pre-foreclosure liability
may arise if Seller participated in the financial management or
exerted any control over Borrower that may have influenced
Borrower’s treatment of hazardous wastes.13 The loan documents may include an environmental indemnity from Borrower

j.

(and from the guarantor) that survived foreclosure. Litigation
commenced by a lender to enforce an “environmental provision” (a representation or covenant made by Borrower relating
to hazardous substances) does not constitute an action within
the meaning of the One Action Rule, nor does it constitute a
money judgment for a deficiency.14
h.

Forbearance Agreements and Enforcement
Action Filings

Other Third Party Agreements

Some retail and office properties are subject to crosseasement and tenant-in-common agreements, requiring
notice and cure rights to a third party. Where the collateral
consists of a hotel, Counsel should review tri-party agreements (franchise) and property improvement reports with the
franchisor.
k.

Servicing File and Lender Liability

Where the loan is in default, Counsel must determine
what actions Seller has taken to enforce the loan. Documents

Counsel and Buyer should review the history of the

to review include Seller’s notices to Borrower, amendments to

loan administration to identify potential enforcement prob-

the loan documents, copies of any recorded notices of default,

lems and lender liability claims. The increased use of email

and any litigation filings, including, for example, a motion

has resulted in the (unintended) documentation of negligent

seeking the appointment of a receiver. Counsel should cau-

loan management practices. Counsel should carefully read all

tion Buyer that prior to closing on the acquisition of the loan,

of the correspondence between Seller and Borrower, as well

Buyer should not get involved in Seller’s negotiations with

as between Seller and any guarantors. The servicing file may

Borrower. If Buyer is involved with Seller’s management of its

include:

loan prior to closing (especially when the original lender is

- Notices. Distressed borrowers may be quick to sue

modifying or extending a loan), Buyer may become liable to

a lender. Therefore, it is critical to confirm that all

Borrower for the acts of Seller.15

notices (including default and acceleration notices)

i.

Intercreditor and Participation Agreements

have been sent to the Borrower and relevant parties in strict accordance with the loan documents.

Intercreditor and participation agreements usually affect

Although most loan documentation does not require

Seller’s rights to service the loan and make decisions in the

lenders to provide written notice in the event of a

event of Borrower’s default. Seller may be required to comply

default, it is prudent for a lender to provide notice to

with specific provisions in the intercreditor agreement, such

Borrower with an adequate opportunity to respond

as notice and consent provisions, prior to commencing a fore-

and cure. Failure by a lender to provide notice of a

closure. Counsel must verify whether Seller has the authority

default could be viewed as a violation of the covenant

to sell the loan and has received the authority to take enforce-

of good faith and fair dealing.18

ment action or enter into workouts prior to the closing date.
If the intercreditor agreement is silent, then California Civil

- Promised Advances. Where Seller and Borrower

Code section 2941.9 provides guidance regarding decision-

entered into forbearance and modification agree-

making procedures among creditors.16

ments, the file may contain correspondence that cre-

Although the subject matter of commercial mortgage

ates a reasonable expectation on the Borrower’s part

backed securities is well beyond the scope of this Article, Coun-

of more of the same. While it is difficult to determine

sel should recognize that resolution of securitized loans can be

if any oral representations were made to Borrower,

complex. In securitized transactions, the original lender (who

email correspondence between Seller and Borrower

negotiated the loan) has likely assigned its interest and is out of

may show that advances were promised after the loan

the picture. Securitized loans are not based on traditional lender-

was in default.

borrower business relationships and documentation. Rather, they

- Modifications in Writing. While servicing the loan,

are governed by specific standards set forth in pooling and servic-

Seller may have inadvertently modified loan terms

ing agreements, which may authorize a special servicer to com-

through its actions. Seller’s loan documents may

mence and pursue collection activities. Further, federal tax laws

contain covenants for Borrower related to opera-

may limit the alternatives available to the parties.17

tions and reporting (for example, financial reporting,
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l.

operating income, and debt service coverage levels).
However, if Seller has not enforced loan covenants,

Understanding
Investment

Borrower’s

Psychological

Seller or Buyer (as Seller’s assignee) may be pre-

Finally, Counsel and Buyer should get a sense of Bor-

cluded from relying on technical defaults to enforce

rower’s psychological investment in the property to determine

payment of the loan in the absence of the maturity

whether Borrower will toss the lender the keys or fight to keep

default.19

the property (regardless of the logic to do so). Counsel and

- Lender’s Liability in Tort. A lender’s actions may

Buyer should consider whether Borrower brings anything

give rise to a tort claim based on control and inter-

unique to the operation and success of the property. Addition-

ference with the Borrower. When a lender becomes

ally, they should consider whether a transfer of title to another

an active participant in the construction enterprise

owner-operator gives the property a better chance at success.

of Borrower, it can be held liable for its negligence
in exercising control over Borrower’s enterprise.
When the lender’s conduct goes beyond that of a
typical money lender in its involvement with the borrower, the lender may become liable to third parties
(e.g., purchasers of defective homes).20 In addition,
Borrower might successfully assert a breach of contract claim. Breach of contract claims by borrowers
have included, among other claims, breach of a loan
commitment,21 refusal to advance funds,22 breach
of good faith and fair dealing, failure to provide
adequate notice prior to enforecement or a material change in the conduct of lender, and failure to
provide new financing or to restructure the terms
of an existing loan.23 Further, defaulted construction loans often give rise to lender liability claims,
including negligence claims relating to supervision of
construction projects. Finally, a construction lender
may be liable to the Borrower and its guarantor for
the negligent disbursement of funds in excess of a
project’s stage of completion.24
- Correspondence with Guarantor. The correspondence between the lender and the guarantor is often

4.

Special Considerations for Construction Loans

In today’s market, many loan purchasers are encountering distressed construction loans, especially for condominium
projects. For construction loans, Buyer must review the lender’s existing title policy for relevant title endorsements, including coverage for optional advances. In addition, Buyer must
review construction and liability insurance policies. Further,
the stage of completion and the cost to complete remaining
improvements will be relevant to determining the pricing of
the transaction. Counsel should determine if any additional
advances are required or whether advances have been made by
Seller post-default.
Counsel must also analyze mechanics’ liens shown on the
title report. A deed of trust recorded before any work is commenced will have priority over subsequent mechanics’ liens to
the extent of required advances under the loan agreement.26
However, if construction work on the project commenced
before the deed of trust was recorded, properly perfected
mechanics’ liens will take priority over the deed of trust.27 Certain mechanics’ liens may be vulnerable to attack because they
were not properly perfected; or the liens may not relate back
to the period prior to the recording of the deed of trust. In the
latter case, they can be eliminated through foreclosure.

overlooked. Even though the guarantor is familiar

If there are mechanics’ lien claims and undisbursed loan

with the loan process and the Borrower, adverse

proceeds, then there are likely to be stop notices (which are

material facts about a lending relationship known by

independent of lien claims). Stop notices are essentially claims

the lender should have been disclosed to the guaran-

asserted directly against the construction lender to garnish

tor. For example, the lender may owe the guarantor a

undisbursed construction loan proceeds.28 Stop notices are

duty to disclose facts if the lender believes those facts

not affected by a foreclosure sale and are not insured by the

increase the risk to the guarantor beyond which the

lender’s title policy. In addition, construction lenders can be

guarantor intended to assume.25

liable to third parties for construction defects if the damage is
the result of or is exacerbated by an act of the lender outside
the scope of its role as a lender.29
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5.

Payment or Maturity Default

Lender should establish whether Borrower is in payment
default or maturity default. Where a loan has not matured,
Borrower can reinstate a defaulted loan up until five business
days before the date of the trustee’s sale by bringing the loan
current (including default interest and fees), thereby stopping
the sale.30 If the loan has matured by its terms, Borrower will
need to pay off the entire loan balance to cure the default.
6.

The Borrowing Entity and Public Record Searches

Counsel should review all of Borrower’s entity documentation to determine who has authority to execute loan related
documentation. Consideration should be given to whether the
Borrower was formed as a single purpose entity (“SPE”) such
that the assets are isolated from Borrower’s unrelated activities and whether Borrower maintained SPE status. If the bor-

dent loan administration practices. Buyer should also engage in
conduct with Borrower that is appropriate for a money lender
without controlling Borrower’s business. A lender may be held
liable for damages to a Borrower for exercising control over,
or interfering with, a Borrower’s business, which includes its
corporate governance and management of operations.32 Buyer
should not engage in conduct that usurps Borrower’s prerogatives or conduct that takes control of or exercises undue influence over Borrower’s governance or operations. As the lender,
Buyer must also be careful to avoid inadvertent waivers or modifications of terms under the loan documents.
B. Elements of Sound Servicing Practices
Sound loan servicing practices aimed at striking the
right balance between legitimate lender conduct and overreaching may include:

rowing entity acquired additional real property or undertook

- Bringing experienced servicing personnel in-house

additional business activities, Borrower may no longer be

or retaining the services of an outside servicing com-

treated as a “single asset real estate.”

pany with a clear understanding of who is respon-

Additional public record searches, including bankruptcy,
criminal, and money judgments against Borrower or guarantors might be helpful in rounding out the due diligence profile.

sible for the lending relationship with Borrower(s);
- Maintaining an arm’s length relationship with the
governance and operations of Borrower;

The road through a bankruptcy may be somewhat more difficult than otherwise planned.31 Counsel should advise clients
to conduct full UCC lien searches, as well as federal and state

- Refraining from recommending consultants or contractors for Borrower unless requested to do so;

tax lien and judgment searches to ascertain whether Borrower

- Documenting all communication with Borrower in writ-

has further encumbered the real and personal property col-

ing on all matters, whether relating to Borrower activities

lateral. There may be a pattern of litigation or other judgments

or material terms and conditions of the loan. Buyer’s

against Borrower or its guarantors, which may predict how

servicing personnel should not engage in casual com-

Borrower responds to a foreclosure action.

munication with Borrower or make any verbal promises;

III. POST-CLOSING STRATEGY: FORECLOSURE AND
LOAN MODIFICATION

- Reviewing the loan documents often to confirm both
Borrower’s and Buyer’s compliance;

Buyer becomes the lender after it acquires a loan. As a
lender holding a distressed loan, Buyer’s options include working
out the loan to a performing asset, selling the loan, or taking the
property. Regardless of the actual next steps for Buyer, developing
sound servicing practices and healthy communication with Borrower are important focus points for avoiding liability.
A. Develop Sound Servicing Practices
Prior to entering the market for distressed real estate debt,

- Ensuring all notices are given to Borrower under
the loan documents, including written notice and a
reasonable time for cure in the event of default before
steps are taken to enforce terms of the loan documents;33 and
- Documenting all changes to the loan documents.
C. Avoiding Lender Liability in the Workout Process

Buyer should have servicing procedures in place to reduce liabil-

To avoid lender liability, Buyer as lender should not tell

ity risk. Whether moving to foreclose or entering into workout

Borrower that it is willing to engage in a workout if it is not.

negotiations, Buyer should service the loan consistent with pru-

Additionally, Buyer should not give Borrower advice or exer-
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cise any measure of control over Borrower or the collateral.

may provide insight into how cooperative Borrower will be

The administration of the loan will require frequent inter-

during a workout or foreclosure. Counsel should note that

action with Borrower. Depending on how Buyer deals with

many banks and servicers have adopted a take-it-or-leave-it

Borrower, that constant interaction may increase the risk of

position with borrowers regarding the pre-negotiation agree-

Buyer being considered a fiduciary. Giving business advice

ment. They consider it “drawing a line in the sand” to deter-

as a lender, taking a personal stake in Borrower, conversing

mine whether to invest time and resources in a workout with

with Borrower about its business strategy, and establishing a

Borrower or proceed immediately to a foreclosure sale with-

relationship with Borrower where Borrower relies on busi-

out looking back.

ness advice from the lender may result in the formation of a
fiduciary relationship beyond that of a mere money lender,

E. Forbearance Agreements and Loan Modification
Agreements

thereby, increasing the likelihood of lender liability.34
1.

Good Faith Requirement

D. The Pre-Negotiation Agreement
Before Buyer begins discussions with Borrower, it is
highly advisable to enter into a pre-negotiation agreement
with Borrower to set the ground rules for any discussions
after a default and to secure certain waivers from Borrower.
The pre-negotiation agreement should at least secure Borrower’s written understanding of the following: (i) the loan is
in default; (ii) any conversations are settlement discussions,
can be discontinued at any time, are non-binding, and not an

Buyer should be sure to enter workout negotiations in
good faith. If Buyer’s sole goal is to get title to the property,
any negotiations for forbearance or loan modification may be
subject to a fraud claim by Borrower or breach of the covenant
of good faith and fair dealing.35 The concept of negotiating in
good faith would not, however, require the Buyer to give in to
a one-sided deal favoring the Borrower.36
2.

Forbearance Agreements

amendment or forbearance to the loan documents without a

The purpose of a forbearance agreement is to postpone

mutual writing evidencing the same; (iii) Buyer has reserved

the exercise of lender’s remedies while leaving the delinquency

all of its rights under the loan documents; and, if applicable,

status of the loan unchanged. The forbearance period gives

(iv) forbearance discussions may be held simultaneously with

Buyer and Borrower time to explore solutions before Buyer

Buyer pursuing foreclosure.

commences foreclosure. Solutions may include a sale or refi-

The execution of the pre-negotiation agreement is also
an opportunity for Buyer to clean up Seller’s mistakes before

nancing of the property, an infusion of “rescue capital,” or
modification of the loan.

documenting a workout or modification, that is, correct exist-

Similar to the pre-negotiation agreement, a forbearance

ing defects in the loan documents. The pre-negotiation agree-

agreement can be used to affirm the loan documents, includ-

ment is also an opportunity for Buyer to improve its position

ing guaranties, the amount of the debt, the occurrence of

by seeking assurances in the form of releases from Borrower

default, and provision of waivers of possible claims Borrower

and guarantors of any existing lender liability claims.

may have against Buyer and Seller.37 A forbearance agreement

The negotiation of this document can also be an oppor-

can also provide for the completion of improvements during

tunity for Buyer as the new lender to “smoke out” any poten-

the forbearance period. Without violating the covenant of

tial lender liability claims. Liability claims often lie dormant

good faith and fair dealing, Buyer can enter into negotiations

until a lender seeks to enforce the loan through foreclosure

for a forbearance agreement and simultaneously commence a

and pursuit of guarantors.

trustee’s sale to start the clock running on the foreclosure pro-

To be effective, the pre-negotiation agreement must be

cess. That step should provide motivation to Borrower. Buyer

executed by the parties prior to any discussion. Pre-negotia-

may also require Borrower to deposit in escrow a deed in lieu

tion agreements require confidentiality and may also preclude

of foreclosure to be recorded on a date certain if Borrower’s

matters discussed during negotiations from being admitted

obligations under the forbearance agreement are not met.

as evidence in any judicial proceeding. While Buyer may not

Counsel should discuss the “deed in a drawer” with the title

be able to achieve all of the concessions identified above, a

company before raising it in negotiations because certain title

discussion with Borrower about a pre-negotiation agreement

companies may have specific rules for those matters.
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Prior to negotiating the forbearance agreement, Coun-

foreclosure sales result primarily from (i) claims based on the

sel should refresh its review of the loan documentation and

lack of a material default justifying a foreclosure; and (ii) a

use the forbearance agreement as an opportunity to eliminate

defect in the foreclosure process.

errors and omissions now that its client is the lender. Buyer

In anticipation of the trustee’s sale, Buyer must calculate

must take care not to amend the loan documentation without

all monetary and nonmonetary defaults for possible inclusion

also obtaining the guarantor’s written affirmation guarantying

in the Notice of Default (“NOD”) recorded under California

payment of the amended loan obligations.

Civil Code section 2924. The failure properly to describe a

During the forbearance period, Buyer should give Bor-

claimed default in a recorded NOD precludes the lender from

rower notice in writing of any deviations by Borrower under the

requiring a particular default be cured as a condition to rein-

forbearance agreement. For example, if Buyer accepts a partial

statement of the loan.41 The NOD must specify amounts due

payment but does not clarify to Borrower that the payment is

from Borrower as principal or interest to enable Borrower

being applied to the debt instead of to a new repayment schedule,

to determine the amount necessary to reinstate the loan. A

38

Buyer may be prevented from proceeding with its foreclosure.

defective NOD may also excuse Borrower from performance

Counsel should be watchful for “mortgagee in possession” issues,

and prevent Buyer from asserting any default by Borrower.42

which will raise the liability stakes for the lender.

If a defect in the NOD or notice of sale is discovered, the sale

3.

Loan Modification

should be re-noticed. Counsel should also be prepared to
advise the Buyer on bidding strategies, including practical rea-

Loan modification agreements can include a simple
extension of the maturity date, changes to the economic terms
of the loan, or a complete restructuring of the lender-borrower

sons for underbidding to protect post-sale damage actions.43
G. Deed in Lieu of Foreclosure

relationship. As with other workout agreements discussed

While foreclosure is sometimes the only viable path in

above, Buyer should seek reaffirmation of Borrower’s and

connection with a defaulted loan, in certain situations, Buyer as

guarantor’s obligations under the loan documents and waiv-

the new lender may benefit from taking a deed in lieu of fore-

ers of potential claims against the lender as conditions to the

closure. If there are no material lien issues of record against the

modification. The consent of a guarantor to any loan modifi-

collateral, the borrower is prepared to give up the asset, or there

cation is imperative because a guarantor may be exonerated

are complexities regarding the transition of ownership of the

if the guaranteed obligation is modified without its consent.39

property, then a deed-in-lieu of foreclosure may be the best and

Buyer may also seek additional forms of credit and security.

fastest route to the property. Deed in lieu agreements are similar

In addition, Counsel should at least consider obtaining the

to purchase agreements and typically contain representations

consent and subordination of junior lienholders to modifica-

and warranties, as well as other important covenants from Bor-

tions since material modifications to the loan that are detri-

rower benefitting Buyer, the “purchasing” lender.

mental to non-consenting junior lienholders may result in the

Hotels are prime candidates for deeds-in-lieu because of

modified portion of the senior loan being subordinated to the

the complexity of the transition to a new owner and manager.

junior lienholders.40

A lender may also want the borrower on an unfinished condo

F.

Trustee’s Sale

development to remain in place as the developer and sell the
units to avoid construction defect liability.

In California, a trustee’s sale (or non-judicial foreclosure) takes at least four months to complete. Any defect in
the foreclosure process can delay the sale, subject the Buyer
to claims such as wrongful foreclosure, or both. Borrower may
be able to enjoin a trustee’s sale if the lender fails to follow
statutory procedures. Counsel should advise Buyer to seek the
assistance of default services at title companies or reputable
third-party foreclosure service companies to ensure compliance with statutory procedures. Challenges to non-judicial

Alternatively, when there are junior lien issues or an
uncooperative borrower, it is advisable to pursue foreclosure
because a deed-in-lieu transaction requires the lender to take
title subject to all liens and encumbrances. Title obtained
through judicial or non-judicial foreclosure is free from any
junior liens and other interests subordinate in priority to the
deed of trust. In most instances when a client pursues a deedin-lieu agreement, Counsel should advise a dual track pursuit
with a foreclosure action.
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A few cautionary notes: The title policy that is issued

other loan documentation contains an “assignment of rents”

upon recording of the grant deed in a deed-in-lieu situa-

clause, regardless of the adequacy of the security.45 To get a

tion will contain exclusions from coverage relating to credi-

receiver appointed, Buyer must file an action against Borrower

tors’ rights issues, which expose the lender to risks arising

for specific performance of the assignment of rents clause or

from “borrower’s remorse.” For example, Borrower might file

as part of a judicial foreclosure.46 Alternatively, a lender and

a bankruptcy following the deed-in-lieu transaction in an

Borrower may stipulate to the appointment of a receiver. The

attempt to recover the property. Accordingly, Counsel should

stipulation must be filed as part of a court action as a court

request and review all endorsements to the title policy prior to

order is required to confirm the receivers’ appointment and

closing. Lender should obtain an owner’s policy of title insur-

duties.

ance on conveyance of title to lender resulting from either a

2.

Understanding the Borrower

foreclosure or a deed-in-lieu transaction. The deed-in-lieu
agreement should contain a “no merger” clause so that loan
documents and the secured obligations remain in full force
and effect after the closing of the deed-in-lieu transaction. In
this way, after the deed-in-lieu closing, the lender can foreclose on its loan to eliminate any junior liens discovered on
title. Finally, the parties to a deed-in-lieu transaction should
be aware that the transaction otherwise looks like a sale of real
property and might involve transfer taxes and escrow costs.
H. Receiverships and Judicial Foreclosure
A foreclosing lender’s strategy may include seeking a
court-ordered receiver or judicial foreclosure. In California,

Understanding Borrower is a key element in deciding
when to seek the appointment of a receiver. A loan may be
distressed not only due to market conditions, but also as a
result of Borrower’s actions. Borrower may simply not be the
best operator of the subject asset. Buyer may also decide Borrower is untrustworthy or that there are potential third-party
liabilities, in which case the appointment of a receiver is recommended. The appointment of a receiver provides certain
protections because the receiver is an agent of the court and
not of the lender. Receivers not only collect rents and manage properties, but can also conduct court-approved sales of
assets.

a judicial foreclosure typically is used only when the Buyer

The appointment of a receiver is authorized by certain

is seeking recourse against Borrower for an anticipated defi-

provisions in a variety of documents. Construction loan agree-

ciency, or to resolve particular issues that require litigation.

ments and workout agreements sometimes contain provisions

1.

Assignment of Rents

authorizing the lender or a receiver to complete improvements
in the event of default.47 So long as the provisions authorize

Post-default, the Buyer can enforce an assignment of
rents by taking one or more enforcement steps, including: (i)
appointment of a receiver; (ii) taking possession of the rents;
(iii) delivering a written demand for rents to one or more of
the tenants; and (iv) delivering to Borrower a written demand
for the rents.44 Rents received are applied to the debt or otherwise in accordance with the assignment of rents or other loan
documents. It is important to note that taking the rents from a
property may result in Buyer being deemed a “mortgagee-inpossession” with certain obligations to the property’s tenants.
Buyer should be mindful that if Buyer receives all of the rents,
Borrower may have no other source for operating expenses
associated with the property (e.g., utilities, maintenance, etc.).
When foreclosure is initiated on a construction loan
project, apartment building, hotel, or other income producing

the appointment of a receiver for the purpose of completing
improvements and state the completion of improvements
pending a foreclosure sale is necessary to preserve and protect the value of the real property security, then the court will
likely appoint a receiver to complete improvements upon the
lender’s request.
Generally, a receiver may do anything with the assets
of the receivership estate that the Borrower could have done,
subject to the terms of the order of appointment.48 To complete
the work, Buyer (now as the lender) typically advances funds
to the receiver authorized through the court. These advances
are evidenced by “receiver’s certificates” and are the equivalent
of a secured advance to the underlying loan.
I.

Pursuing the Guarantor

project, the appointment of a receiver is often advisable. Buyer

The presence of a well-drafted guaranty throughout the

can seek the appointment of a receiver if the deed of trust or

workout process will aid Buyer in obtaining Borrower’s coopera-
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tion and be helpful in pursuing a deficiency judgment. Buyer may

larly when there is pending construction and possible sales

“double-track” by filing both a judicial and non-judicial foreclo-

of residential condominiums to consumers. Naming Buyer as

sure. Each type of foreclosure has its benefits and drawbacks. The

an additional insured on Borrower’s original policy will not

majority of foreclosures in California are non-judicial.

be sufficient. Insurance policies covering construction defects

Buyer may use the judicial foreclosure to seek appoint-

should also include the ten-year “tail” component mandated

ment of a receiver and add a cause of action to the complaint

by Code of Civil Procedure section 337.15. Further, even

against the guarantors. Filing a judicial action is expensive and

though Seller’s title insurance survives a foreclosure, Buyer

may not be necessary depending on the circumstances and

should purchase an owner’s policy insuring title when it takes

asset class. But, a non-judicial sale may render the guaranty

title on the closing of a deed-in-lieu agreement or foreclosure

unenforceable unless Buyer has taken certain steps to preserve

sale.
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the guaranty or the guaranty contains proper waivers.

Upon satisfaction of guaranty obligations, a guarantor is
subrogated to the rights of the original lender, Seller, against Borrower. Once a guarantor pays the guaranty, it may then seek reimbursement from Borrower. After a non-judicial foreclosure sale,
however, a guarantor is precluded from obtaining reimbursement
from Borrower because the collateral has been sold.50
The suretyship provisions of the California Civil Code
effectively require that the lender first seek to recover against
the property before pursuing the guarantor. When a guaranty
agreement contains express waivers of the relevant suretyship
defenses provisions because the guaranty is deemed to be an
obligation separate and distinct from the underlying debt,
the lender may proceed directly against the guarantor without first exhausting its remedies against the borrower. A state
of the art guaranty will contain a so-called “Gradsky waiver,”
in which the guarantor waives any and all subrogation rights.
Such waivers are expressly enforceable and broadly construed.
A lender may procure a valid waiver of the guarantor’s suretyship defenses, but not of the borrower’s anti-deficiency protections. Many guaranty agreements drafted in recent years
contain waivers, however it is incumbent on Counsel to review
and confirm that the full complement of waivers is included in
the guaranty agreement.51

IV. BANKRUPTCY ISSUES
A. Effect of Borrower’s Bankruptcy on Enforcement of
Debt
Distressed debt acquisitions often involve distressed borrowers. Distressed borrowers may resort to filing for bankruptcy. While this article is not meant to be an inclusive piece
on bankruptcy law, Counsel and buyers should be mindful
of some material issues a Borrower’s bankruptcy filing might
cause. Counsel should be aware of the major issues and assist
Buyer in retaining competent bankruptcy counsel.
Clients often ask lawyers to draft clauses in forbearance or pre-negotiation agreements to procure the Borrower’s
agreement not to file bankruptcy. However, agreements made
in advance to waive the automatic stay under the Bankruptcy
Code are generally deemed invalid as a restraint against filing bankruptcy, which is in violation of public policy.53 Buyer
should factor into its underwriting analysis the cost of protracted bankruptcy litigation. Several key facts will affect
a lender’s ability to obtain relief from the automatic stay to
enforce its rights under the loan documents.54
B. The Automatic Stay
When a debtor files for bankruptcy protection, an automatic stay under Bankruptcy Code section 362 immediately

If Buyer wishes to continue an action against the guaran-

stops any action by the lender to collect the debt or enforce the

tor following a foreclosure sale, Buyer should tender the loan to

lender’s rights to foreclose on the real property. The purpose

the guarantor for full payment prior to the sale to preserve its

of the stay is to give the debtor time to liquidate or reorganize

deficiency under the guaranty. If the guarantor refuses the ten-

for the benefit of all its creditors.55

der, that refusal establishes a factual waiver to the defense that the
52

foreclosure destroyed the guarantor’s subrogation rights.
J.

Taking Ownership

Before Buyer takes title to property of any asset class,
Buyer should obtain specific insurance policies that cover
construction defects and other general liabilities, particu-

The automatic stay under section 36256 temporarily freezes
most lender efforts to recover property or take other legal action.
The stay blocks litigation, lien enforcement, and other lender
self-help remedies.57 However, a lender may seek a court order
allowing relief from the stay to proceed against specific property
in certain circumstances. Lenders should plan on no less than 60
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to 120 days to get relief from the automatic stay. The actual period

theory, it should not be difficult to assess the business of a single

of time may be much longer in instances where there is equity or

asset real estate venture and propose a plan. As a result, a lender

the debtor can prove the lender is adequately protected.

may obtain relief more quickly from the automatic stay than if

C. Can the Lender Get Relief from the Automatic Stay?

the debtor has multiple assets. In a single asset real estate case,
the debtor must take one of two actions within 90 days after

After the debtor files for bankruptcy and the automatic
stay is in effect, the Bankruptcy Code provides four possible
grounds for obtaining relief from the automatic stay.58
1.

Lack of Adequate Protection

the petition date: (i) file a plan of reorganization that the court
believes has a reasonable possibility of being confirmed within a
reasonable time; or (ii) make monthly payments to the secured
creditor in an amount equal to interest at the non-default con-

Lender can establish lack of adequate protection of its inter-

tract rate on the portion of the claim secured by the real prop-

est in the property by showing erosion in the value of the collat-

erty.64 The 90-day period can be extended by the bankruptcy

eral resulting from declining market values, unpaid real property

court for cause, otherwise this deadline effectively fast-tracks a

taxes, waste, deferred maintenance, or failure to maintain ade-

single asset real estate case.

quate insurance.59 Defenses developed by debtors include the
ability to make periodic cash payments or bringing in new cash
investment to the extent of the decrease in value of the property.60
2.

4. A Scheme to Delay and Defraud Creditors
The bankruptcy filing may be part of a scheme to delay
and defraud the lender, involving a transfer of the real estate

Debtor Holds Insufficient Equity and the Property Is
Not Necessary to an Effective Reorganization61

without lender or court consent, multiple bankruptcy fil-

Lender bears the burden of establishing whether the

Sometimes debtors become serial bankruptcy filers to prevent

debtor has equity in the property. If the debtor has no equity in

foreclosure. When there is only a short period between the

the property and has little or no chance of successfully reorga-

dismissal of a prior bankruptcy case and the filing of a new

nizing, there is no reason to delay a secured lender’s enforce-

petition, some courts have required debtors to show there has

ment of its rights, even if the lender’s interest in the property

been a change in circumstances justifying the new case.66 In

is adequately protected for the moment. On the other hand,

other instances, Borrower may transfer a percentage interest

if there is significant equity in the property, maintaining the

in title to one or more third parties who, in turn, file petitions

stay gives the debtor an opportunity to maximize the value of

for relief under Chapter 7 or 11 of the Bankruptcy Code. Typi-

the property for its unsecured creditors and interest holders,

cally in such a case, the “debtor” in bankruptcy is a fictitious

either through orderly liquidation or retention of the property

person or business entity that files a “bare bones” petition with

under a confirmed plan.62 If the property is necessary for reor-

incomplete schedules and exhibits. The bankruptcy court can

ganization (that is, it generated significant cash flow to sup-

issue an “in rem” order for relief that, upon recordation in the

port the asset and provide additional cash to assist debtor’s

real property records, acts as a complete relief from stay with

reorganization effort), then a lender needs to be concerned

respect to the property, even as to other future bankruptcy fil-

about a “cram-down” — that is, the approval of a plan with-

ings. It may take two or even three such cases to be filed before

out the lender’s consent — particularly if the asset value is less

the court will enter such an order.

than the total lien. The fact that the property’s market value
is less than the total lien does not mean that relief from stay
is automatic. Current and future projections of cash flow are
equally important from the debtor’s and the court’s perspective.
3.

Single Asset Real Estate Cases63

ings affecting the property, or simply the debtor’s bad faith.65

D. Settling the Automatic Stay Litigation
As with any litigation, there is the possibility of settling
with the debtor during the automatic stay. The lender can
negotiate a stipulation with the debtor or trustee modifying
the automatic stay, which might include “drop dead” dates or
periodic protection payment agreements. Any such stipula-

As part of the 2005 amendments to the Bankruptcy Code,

tion is, of course, subject to approval by the bankruptcy court

Congress made it harder for a single asset real estate borrower

after notice to other creditors and the U.S. Trustee’s office.

to use bankruptcy to protect itself from a foreclosing creditor. In

With “drop-dead” date agreements, a lender and debtor can
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execute an agreement allowing the lender the freedom to foreclose if the debt is not paid in full or reinstated by a stipulated
date certain — the “drop-dead date”.
A lender and the debtor can also agree on a schedule of
periodic adequate protection payments or use of cash collateral through a stipulated order terminating the stay, whereby
the lender agrees to refrain from enforcing the loan documents conditioned on receipt of the agreed payments and the

6
7

debtor’s use of cash proceeds according to a specified budget.
Cash collateral agreements can be very useful in protecting
lender’s interest in proceeds from a business or property.
E. The Effect of Lender Involvement in Debtor’s
Business

8
9
10

Finally when a lender becomes heavily involved in the
management of its debtor’s affairs, the lender is at risk of being
treated as an “insider” if Borrower files bankruptcy.67 In such

11
12

a case, payments made to the lender may be attacked as being
preferential, and the bankruptcy court may also subordinate
the claims of the lender to those of other creditors.68
V.

CONCLUSION
A buyer must consider many issues in the acquisition

of distressed real estate secured debt. A transaction may take
many months to complete resulting in significant legal and
due diligence costs for Buyer. Nonetheless, the acquisition

13

of distressed real estate debt can be profitable for clients, as
well as an enjoyable professional challenge for the real estate
practitioner, so long as there is an approach and strategy that
anticipates the full lifecycle of the transaction and accounts for
the risks inherent therein. !
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