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Adviser Foreclosure

Case Resolves Unsettled Definition of ‘ Fair Value

By Jeffrey Huron

In San Paolo U.S Holding Co. v. 816 South Figueroa Co. Inc., 98 Daly Joumd DAR. 3287 (2 Dig. March 31, 1998), the
Cdifomia Cout of Apped inlepreted “far vadug’ far puposss of deamining the anount of any ddfidancy fdlowing a judad
foredoare Thetwo casssintapreing theterm prior to San Padla werenat entirdy dear asto itsmeaning. Because San Paolo deatly
odinesfar vaue the caseshould resdlve the unsettied differencesbetiwean lendersand martgegorsin ddemining theamount of ddfidency

judgmernts

CdifomiaCode of Gvil Procedure Sadtion 726(b) provides thet addfidancy judgment islimited to “the amount by which theamount of
the inddoteniness . . . exosadsthefar vdue of the propatty . . . asof theddle of se”  The CdifomiaLegdature enected the fair vdue
limitation as areaut of the Grest Degpresson to pratedt martgegars

Asaigndly eneded, the etute limited ddfidency judgmenisto “the amount by which the entire amount o theinddtiedness due @ the
timedf sdeexoasdad thefair market vdued thered proparty.” However, during the Depression, the shartage of money and depressed]
land vduesmeat litleor no market vduefar foredosed propaties: Conssquently, mortgegesswereableto aoguirefored osad propartties
for afradion of thar intringc velue and datain large ddfidendes againg mortigegors

To prevant lendarsfrom defedting the purpose of the anti-ddfidency lans the Legidature adoressad theloophdle aregted by theterm “fair
make vaue’ in Sadtion 726. The Legdaurefird conddered an anendmant thet would have ramoved the term and provided for the
gopanimant of an goprass whowould dgeminethe“intingcvaug” of theproparty. But the Legidatureingieed amended Sadion 726
to refer only to thefar vaue — as opposad to the fair market vdue - of the foredased propaty.

Ndson v. Orasco, 117 Cd App.3d 73 (1981), wasthe firg case to interpret the tam “far vaug” in amended Sedtion 726. Orosoo
hed purchesad apiece of property from Ndson in exdnenge far apromissory note secured by assoond desd of trugt on anather piece
of propaty Orosoo owvned. Aftawards Orosoo sold his encumbered proparty to athird party, Woodbum, who assumed anote
soured by afird trust desd on the proparty. Orosoo did nat disdose to Woodboum the second trust deed in favar of Ndson. Orosoo
then defaulted on hisnateto Ndson, who therestter datained ajudgment for foredoaure Rriar to the ordered sele, Woodbum filed suit
agang Ndson and Orosoo and recorded alis pendens

At the foredoare sde, Ndson purdiesad the proparty and therediter sought addidency. In determining the amount of the dedfidancy,
thetrid court refused to consider ather the dfect of Woodboum'slis pendans or his possession of the praparty. The Court of Apped



reverssd, hading thet ““fair vaue isdgermined by dl of the droumdances attending the propaty a aforedoare sde induding the dete
o itstite and merchenizlity.”

Thenedt casetointapre far valug Rainer Mortgagev. Slverwood Ltd., 163 Cd . App.3d 359 (1985), parted company with Nelson.
Rainer invaved an goped from addfidency judgmant thet took into acoount theimpedt of the faredaure procssdings on the propaty’s
vaue Thelada, rdyingon Ndson, argued thet ajudidd foredoaure dfedstitle and merdnanizhility becausethe borrower may redeam
the propaty within one year dter the sde C.CP. Sadtions 720.010(8) and 729.030(b).

TheRainer court ddinguished Ndson. It aosaved thet thelis pendensin Nelson wes unrdaed to the faredcaure itsalf. It dso found
thet the Nelson court “did nat had thet any draumdianceaising from the fared osure sdle mudt necesstily be conddared” The Rainer
court therefore conduded Ndlson did nat ddfine fair vdue to indude the pricereduding araundances of the foredoare

Having ddinguidhed N son, the Rainer cout wert ontointarret fair vdue: It conddered thelegdaive hidory of thefair vauelimitation,
induding the Legdatureé sproposd. to rgdacefar vaduewithintringc value Although the Rainer court recognized the L egidatLre utimetdy
dropped this proposd, it nevathdess hdd thet the Legidaure, in amanding Sedion 726, intended to limit the amount of ddfidency
judgments and thereby pratect margegors, by teking into acoount theintringc value of the faredosad praparty. Rainer thusegueted fair
vaduewith iningc velue

TheRainer court ramarked thet in meny ingances; the intingic velue of foredosed proparty will cainddewith itsfair market velue But,
the court dosarved, market vdue is only one fedtor the court should consider in detemining far velue It held thet the intrinsic vdue of
foredosad propaty isdetemined by “teking into congdaration dl the draumdances dfeding the undarlying warth of the propaty & the
time of the sle, without consdaration of theimpedt of foredosure procesdings on thisvaue”

The court reesoned thet lendars cannat complain about the price-reduaing affect of the redemption period because they may dotain dear
tilethrough privatefared cauresindeed of dedting to sask ddfidency judgmantstivoughjudiad foredoaures The court dso ressonad thet
the martgegor' s right of redamption is limited to one year and theredfter no longer advarsdly effedts the markethlity of the foredosad
property.

By ddinng far vdue usng intingc velug, Rainer arested ambiguity. Lendarsfoousad on the court sremarksthet intingc vaue coinaded
with merket vaue and thus argued thet fair vaue meant the praparty’ sfair market vaue without condderation of the diminuiive feds of
foredoaure Martgegors on the ather hend, argued thet intinsic vdue as used in Rainer meart something ather thenthefar market vdue
of foredosad praparty. According to martgegars intingc vaue rdfiared to the value o the property prior to the economic conditions thet
congared to dgressitsvaue Trid coutsweare therdfore left to interret whet the Rainer court meart by intinscvdue: Asaret, the
Ogermingtion of ddfidency judgments became unoatain, unpredidable and urfar.

San Paolo adoressad thet ambiguity and attempted to resdlveit. Thetrid court rdied on the mortgegor’ sgpprdsdl in deteamining thefair
vaued theforedossd propaty. Onthebedsof Rainer, themortgegor’ sgopraisal conduded thet the propaty’ sfar vduewesitsintringc
vaue Itsiningcvaue acoording to thegopraisal, washbest represented by prerecession market conditions— thet i the nommd” market
conditions thet existed betwean 1985 and 1989.

Because the dgressad market conditions exiding a the ime of theforedosure sdleweare tamporary in néture, the martgegar’ sgoprasd
dd nat condder the market conditions & the time of sdle: Indieed, it rdlied upon comperale sles during nomd market conditions and
adugted exiding rentsto comparadle rentsin 1989, Consoueantly, the mortgegor’ sgaprasdl vaued the fored osed proparty subdantialy



highe thenitsfar market vdue

The lender’s aprasd do rdied on Raingr. It dd nat meke any domwad adusmants in vauing the proparty because of the
faredosuresdeor themortgegor’ sright of redamption. Thelender sgpprasdl dso nated thet thelender hed received purdese dffersand
thus esadlished that the praparty wes markdiadle SUljet to these conddarations the lenda’'s goprasd conduded, on the beas of
tradiiondl market valugtion prindiples thet the fair value of the propaty equeled its market vdue

Thelends gopeded thetrid court' sdgaminetion of fair valug, which saved to Sgnificantly limit theamount of the ddfidency. Thelender
aguad thet thetrid aourt, in rlying upon the morgegor’ s gaprasd, misntapreted Rainer” sadfinion of far vdue The San Paolo court
agred.

San Paolo ddfinad “far vaug within the context of [Sedtion 726(0)], asthe fair market vadue of the red propaty, as of the dete of the
foredoaure e without any redudions for the advarse impect of the faredoaure and the oneyear right of redamption thet would
tamparaily lover the market vdue of the red prapaty.” The San Paolo court intapreted Rainer’s use df the tam intrinsic vdue as
meaning nathing morethenthefar merket vauewithout teking into acoount the priceredudng dfeds of thefaredoaure Totheextat there
isany doubt about its condusion, the San Padlo court condrued Raingr’ s rference to intringic value as didaand dedlined to fdllow it

Apayingitscdfiniion of fair velug, the San Paol o court r§ected the mortgegar’ s gppraisdl ssflaved. The gprasdl failed to evduate the
property’ sadud veue as opposad to some hypatheticd vduea any pant intime The plain languege of Sedion 726 requires vaugion
a0 thedete of e Nevathdess to minmizeany ddfidency, the mortgegor’ sgoprasdl did nat tekeinto acoount the merket condtions
exiding when the praparty was sdld. The San Paolo court therefare hdld thet the mortgegor’ sgpprasl wasimproper, and revarsad the
trid court' sjudgmat.
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