
 

 

The details of this trial court decision were 

obtained from the lender’s brief to the 

Court of Appeal, prepared by the law firm 

of K&L Gates. CBA filed an amicus brief 

in support of lender, which was prepared 

for CBA by Joseph Poppen with the law 

firm of Bryan Cave. 

 

A case to watch now before a California 

Court of Appeal is called LSREF2 Clover 

Property 4, LLC v. Festival Retail Fund 1 

357 North Beverly Drive, LP. It addresses 

whether a guarantor on a commercial real 

estate loan could evade its obligations under 

a number of related legal theories, the 

application of which in this case is 

detrimental to all commercial real estate 

lenders. 

 

In this case Borrower (organized as a limited 

partnership), its General Partner (a limited 

liability corporation), and the Guarantor 

(also a limited partnership) all had been 

formed before the Lender
1
 was approached 

for a loan. The loan agreement included 

provisions in which Borrower and Guarantor 

represented and warranted to Lender that 

they were valid and distinct entities. 

Guarantor also represented and warranted 

that the payment obligations under the 

guaranty violated no laws. The guaranty also 

included a waiver of the anti-deficiency 

protections of Code of Civil Procedure 

                                                           
1
 The original lender was Anglo-Irish Bank. 

Section 580d,
2
 which (except as to a 

borrower) is permitted.
3
 

 

After Borrower defaulted, Lender sought to 

enforce the guaranty. Guarantor defended by 

alleging that it should not be treated as a 

separate legal entity. Rather, it was the “alter 

ego” of General Partner and, as such, was 

entitled to anti-deficiency protection as if it 

were the borrower. The alter ego doctrine is 

normally applied to place liability by 

“piercing the corporate veil” or ignoring the 

protective corporate structure where 

recognizing it would unfairly defeat the 

rights of third parties. The doctrine is not 

intended to shield a corporation from its 

own contractual obligations or allow persons 

who control a corporation to ignore its own 

corporate form.  

 

The crux of Guarantor’s argument, which 

the trial court accepted, was that Lender had 

intentionally structured the loan to look 

primarily to Guarantor, rather than 

Borrower, as the primary source for 

repayment of the loan, and it did so in order 

to circumvent the anti-deficiency statutes.  

  

                                                           
2
 This section provides in part 

that a lender, following a non-judicial 

foreclosure sale, may not pursue a 

deficiency judgment against the borrower. 
3
 See Civil Code Section 2856, which 

expressly permits such waivers. 



 

In support of its position, Guarantor 

presented evidence that General Partner had 

no assets, no bank account, no employees, 

and that it had the same principals and 

mailing address as Guarantor. General 

Partner did not observe certain corporate 

formalities such as hold meetings and may 

have had some of its expenses paid by 

Guarantor. Despite the fact that Lender 

largely had no knowledge of these acts, 

which occurred after the loan had been 

made, the court concluded, based on this 

evidence, that Guarantor had stepped into 

the shoes of General Partner and was thus 

the primary obligor on the loan. As such, it 

cannot legally waive the protections of 

Section 580d. 

 

The court’s conclusion is suspect because it 

allowed Guarantor to take advantage of its 

own improper acts, that is, by commingling 

funds and failing to comply with its own 

corporate duties, which also amounted to 

breaches of Guarantor’s representations and 

warranties to Lender. 

 

The trial court also couched its decision in 

the language of the related “sham guaranty” 

doctrine, where a lender structures a 

transaction in a way that attempts to 

characterize a primary obligor as if it were a 

guarantor. But this finding cannot be correct 

since all of the borrowing entities had been 

created before Lender was approached for a 

loan. Lender had no role in dictating their 

formation. Of course Lender reviewed the 

formation documents of the entities, but 

there are strong reasons for doing so and, 

besides, it is standard practice in the 

industry.  

 

The court relied on the fact that Lender 

conducted a review of Guarantor’s financial 

condition. There is, of course, nothing 

nefarious about this as doing so is not just 

routine but a part of any prudent lender’s 

loan underwriting process if a guaranty is 

required. As CBA argued in its amicus brief 

to the Court of Appeal in this matter, a 

guarantee by a judgment-proof guarantor 

would be worthless.  

 

The trial court may also have been swayed 

by the fact that the separate borrowing 

entities were related. But the reality is that 

developers create separate legal entities to 

meet their own needs and, typically, 

unrelated third parties do not guarantee large 

commercial loans obtained by strangers. Not 

unlike many other transactions, Borrower 

here was formed as a “single purpose entity” 

or “SPE” for the sole purpose of taking title 

to the subject property. There are several 

advantages of doing this. Among them are 

(1) insulating the SPE’s parents and 

affiliates from exposure incident to owning 

and operating property (such as premises 

liability claims), and (2) shielding the 

project from claims asserted against a 

developer’s other projects. Similarly, this 

type of ownership structure also makes the 

SPE more attractive to lenders, who would 

also benefit from insulation from liabilities 

that are unrelated to the subject property. 

 

It should be evident by now that the trial 

court’s decision to release Guarantor from 

its obligation, in light of these facts, is not 

just wrong but bad policy. There is nothing 

unusual about Lender’s actions in this case. 

Lender did not dictate how the property 

should be held, how Borrower and 

Guarantor should be formed, or how or 

whether Borrower and Guarantor should be 

related.  

 

It is prudent for all lenders to confirm that 

the entities have legal authority to enter the 

transaction and that they would be bound by 

the loan agreement and other contracts. As 

Lender argued in its brief to the court of 

appeal, the trial court’s decision invites 



 

commercial entities to commingle funds and 

disregard corporate formalities as 

permissible means to escape their 

contractual commitments that they make to 

induce lenders to finance their projects. 

 

The case is now pending. CBA’s amicus 

brief has been accepted. 
 

 Leland Chan 
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