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ATTORNEYS AT LAW

Author: Sylvia S. Arostegui

Is The Guaranty Enforceable? Items to Consider in a Loan Modification or
Default

For many years, borrowers have been required by lenders to execute personal guarantees in
conjunction with many types of commercial real estate loans. At the time, no one gave them much
consideration because it was a standard requirement of those types of loans, loan-to-value ratios
were generally within conservative limits, and no one imagined that commercial real estate and land
values would drop by 40% or more.

In this economic climate, with almost no liquidity in commercial real estate, and with loans coming due
at an increasing rate, both borrowers and lenders are reviewing the personal guaranty as backup to
the real estate security, and finding mixed results.

When the loans were made, in a climate of increasing values and abundant liquidity, California
borrowers and lenders alike probably didn't focus on the fact that ours is one of the few states with an
established set of laws intended to protect guarantors from being pursued by a lender under certain
circumstances. When modifying a loan, a lender can make a previously unenforceable guaranty
enforceable, and many lenders and their counsel are attempting to do so as a condition of a loan
modification.

Therefore, during these times, it is important for borrowers and lenders to review the original guaranty
before entering into a loan extension or modification agreement in order to understand the outcomes
that might result from any extension or modification. In this Advisory, | will briefly discuss California
law on guaranties, three loan structures that borrowers and lenders should be aware of when entering
into a loan modification or extension, and what is the impact of such structures on a lender's ability to
enforce a particular guaranty.

California Law

In California, a guaranty is enforceable against the guarantor if the guaranty is a separate obligation of
such party (separate and apart from the loan obligation itself), and such party is not otherwise already
obligated on the loan, which is what the courts call a "true guarantor." For example, a guarantor who
is the general partner of a borrowing partnership already has liability for the partnership's debt as the
general partner. Therefore, even though the general partner may have signed the personal guaranty,
the guaranty is not valid because that general partner is not a "true guarantor.”

Three California cases which analyze the legal theory of a "true guarantor” are the most cited in legal
literature:

In 1962, in the case of Riddle v. Lushing, the appellate court held that the general partners were not
liable on a guaranty of a note signed by their partnership (as in the foregoing example). Three
decades later, in the case of Torrey Pines Bank v. Hoffman, another appellate court held that
individual guarantors were not liable on a guaranty of a note where the individual guarantors were the
settlors, trustees, and primary beneficiaries of the trust which was the borrower. The reasoning used
by the courts in these two cases was that, in situations where there is "insufficient separation of
identity" between the borrower and the guarantor, such guaranty will not be enforced because the
courts view the guarantor as, in essence, the same obligor as the borrower. Hence, the guarantee is



