UNI TED STATES BANKRUPTCY COURT
For the Southern District of |owa
In the Matter of
COUNTRYSI DE | NVESTMENT 5 Case No. 88-554-C H
COVPANY, a Partnership, :

Chapter 7
Debt or .

DONALD F. NEI MAN, CHAPTER 7
TRUSTEE OF COUNTRYSI DE :
| NVESTMENT COMPANY, a . Adversary No. 90-00061
Part ner ship, :
Plaintiff,
V.
HFC COMMERCI AL REALTY, | NC.,

Def endant .

ORDER ON MOTI ON FOR SUMMARY JUDGVENT

On August 23, 1991 a telephonic hearing was held on a
nmotion for summary judgnent filed by defendant HFC Conmerci al
Realty, Inc. (hereinafter HFC). M chael L. Mdlinaro and
Charles D. Hunter appeared on behalf of HFC and M chael P.
Mal | aney spoke for the Plaintiff/Trustee. A the conclusion
of the hearing, the Court took the matter under advi senent and
the Court considers the matter fully submtted. This is a
core proceeding pursuant to 28 U.S.C. § 157(b)(2). The Court,
upon review of the pleadings, argunents of counsel, and briefs
subm tted, now enters its findings and concl usi ons pursuant to

Fed. R. Bankr. P. 7052.



El NDI NGS OF FACT

The following findings are taken mainly from the
statenment of undisputed facts submtted by the parties July
15, 1991. Addi tional facts were found from the exhibits
submtted by the parties.

1. Countryside Investnent Conpany (hereinafter Debtor)
executed and delivered to HFC a prom ssory note dated June 25,
1985 in the original princi pal anount of $3, 090, 000
(hereinafter referred to as the Debtor's note or note).

2. The note was secured by a nortgage, assignment of
rents, and security agreenment dated June 25, 1985, executed
and delivered by Debtor to HFC, encunbering certain real
property and inprovenments described in the nortgage and
commonly known as 6215 Fleur Drive, Des Moi nes, | owa
(hereinafter, the hotel property). The nortgage was perfected
by its recording with the Recorder's O fice of Polk County,
| owa on June 28, 1985.

3. To further secure the note, Debtor executed and
delivered to HFC an assignnment and security agreenent dated
June 25, 1985 (hereinafter assignment of Virginia note and
deed of trust) granting to HFC a security interest in a
certain prom ssory note (hereinafter the Virginia note) dated
Decenber 14, 1984 payable to the Debtor in the principal
anount of $1,424,000 and in a deed of trust (hereinafter
Virginia deed of trust) dated Decenmber 14, 1984. The Virginia
deed of trust was junior to two prior deeds of trust all of

whi ch encunmbered certain real estate in Petersburg, Virginia



(hereinafter the Virginia property). The assignnent and
security agreenent provides that it shall constitute a
security agreenent under and pursuant to the Uniform
Comrer ci al Code, as enacted in the state of Virginia.

4. Debtor assigned its right, title, and interest in
the Virginia deed of trust to HFC pursuant to the collatera
assi gnnment of deed of trust dated June 25, 1985.

5. Venod and Surekha Vashi, the general partners of the
Debtor, also guaranteed the Debtor's note by the execution of
a guaranty dated June 25, 1985 (hereinafter, the guaranty).

6. As a result of Debtor's default under the note and
ot her |l oan docunments, HFC sent a letter dated Septenmber 11,
1987 to the maker of the Virginia note requesting that all
future paynents under the Virginia note be paid to HFC in
accordance with the terns of the assignnent of Virginia note
and deed of trust. Paragraph 6 of the assignnent & security
agreenment dated June 25 provides for HFC s rights in the event
Countryside defaults under the U C.C. including the right to
collect on the note, sell or dispose of Countryside's interest
in the note, and to bid at a sale of the note. The proceeds
of the exercise of those rights "shall be applied by
HFC...first to all costs and expenses of collection... and
then to the repaynent of the indedtedness...."

7. HFC and Debtor entered into an agreenent dated
Cct ober 27, 1987 (hereinafter letter agreenent), whi ch
provided in part that beginning with the October 1987 paynent,

all payments due under the Virginia note would be paid



directly to HFC to be deposited in an escrow held by HFC for
payment of real estate taxes on the property encunbered by the
nort gage. The letter agreenment further provided that wupon
default by Debtor under the note or letter agreenent, HFC was
entitled to apply the paynents received fromthe Virginia note
to the i ndebtedness ow ng under the note.

8. By letters dated January 6, 1988, February 4, 1988,
and March 10, 1988, HFC notified Debtor of its default under
the note and other |oan docunents and denmanded paynent of
sane.

9. On March 14, 1988, Debtor, Countryside Investnent
Company, filed a voluntary petition under Chapter 11 of the
Bankruptcy Code.

10. HFC had received nmonthly paynents from the maker of
the Virginia note in the amunt of $10,846.83 from October
1987 to July 1989. In total, HFC collected $244,032.70 from
the Virginia note.

11. Pursuant to the Court's Decenber 8, 1988 order, HFC
spent $103,474.83 to preserve the hotel property. HFC reduced
the collections from the Virginia note by the above anount
pursuant to the terns of the assignment of Virginia note and
deed of trust, and the letter agreenent. HFC has held the
remai nder of the <collection from the Virginia note as a
reduction to the bal ance of the debt owi ng by Debtor under the
Debtor's note.

12. On Decenber 19, 1988, the Court entered an order

converting the Chapter 11 case to a case under Chapter 7 of



t he Bankruptcy Code.

13. On January 4, 1989 the Court entered an order
term nating the stay allowing HFC to foreclose the lien on its
col l ateral pursuant to applicable state | aw.

14. HFC filed a petition for foreclosure including a
wai ver of its rights to a deficiency judgnent. On April 13
1989 the lowa District Court for Polk County entered a Decree
of Foreclosure wth respect to the hotel property and a
judgnment in favor of HFC in the ampbunt of $3,019.208.58 plus
interest, |ate charges, expenses, and costs. Because HFC
wai ved its right to a deficiency judgnent, the court reduced
the period of redenption to ninety days pursuant to |Iowa Code
8§ 628. 28.

15. On June 8, 1989 HFC bought the hotel property at
sheriff's sale with the only bid of $2,500, 000.

16. After HFC foreclosed on the hotel property, it
received two nonthly paynents on the Virginia note totalling
$21, 693. 66. One paynment was made in June 1989 in the anount
of $10,846.83 and the other payment was in July 1989 in the
anount of $10,846.83. The nmaker of the Virginia note made no
payments to HFC after July 1989. As of July 7, 1989, the
bal ance remaining of the funds collected by HFC from the
Virginia note was $140, 558. 75.

17. On August 30, 1989 the United States District Court
for the Northern District of Illinois Eastern Division entered
an order granting summary judgment in favor of Vinod M Vash

and Surekha V. Vashi dism ssing HFC s conpl ai nt agai nst them



HFC had been seeking to enforce the terns of the guaranty
executed by the Vashis and was seeking to recover the
i ndebt edness due and owi ng under the note, which anpunted to
$3,347,126.45 plus fees, costs, and per diem interest of
$1,090. 27 accruing from and after Septenmber 13, 1988. The
conpl ai nt had been filed Septenber 15, 1988.

18. On Novenber 20, 1989 W M Scaife, Jr., Trustee for
the holder of the second deed of trust on the Virginia
property sent HFC a letter, enclosing copies of the
advertisement of the sale of the Virginia property.

19. The Virginia property was sold at a foreclosure sale
on Decenber 29, 1989 as a result of a default on the second
deed of trust. Prior to the foreclosure sale of the Virginia
property, HFC, which did not institute or participate in the
foreclosure, did not advise the Debtor or Chapter 7 Trustee of
the notice it received from W M Scaife, Jr. with regard to
the Virginia property.

20. HFC as of this date still has possession of the
Virginia note.

21. Trustee has filed a four count conplaint nam ng HFC
as defendant. The counts are as foll ows:

a. Count | requests turnover of the Virginia note
and nmoni es col |l ected thereon or judgnent agai nst
HFC for the value of the sane.

b. Count I al | eges HFC has willfully and
mal i ci ously converted the Virginia note and
noni es collected thereon to its own use so that

in addition to actual damages, Trustee requests
punitive exenplary damages.



cC. Count 11l alleges HFC breached an inplied
covenant of good faith and fair dealing.

d. Count 1V alleges a breach of contract in regards
to HFC s duty of good faith.

DI SCUSSI ON

Feder al Rul e  of Bankruptcy Procedure 7056, whi ch
i ncorporates Federal Rule of Civil Procedure 56, sets forth
the standard to be applied by the court in detern ning whether
to grant a notion for summary judgnment. Federal Rule of
Bankruptcy Procedure 7056 provides in pertinent part:

(c) The judgnent sought shall be rendered
forthwith if the pleadings, depositions,
answers to interrogatories, and adm ssions
on file, together with the affidavits, if
any, show that there is no genuine issue as
to any material fact and that the noving
party is entitled to a judgnent as a matter
of | aw.

Summary judgnent should not be viewed as a disfavored
procedural shortcut, but rather as an inportant nethod to be

used to secure the just, speedy, and inexpensive determ nation

of every action. Celotex Corp. v. Catrett, 477 U. S. 317, 330,

106 S. Ct. 2548, 2556 (1986); Sternco Inc. v. Associates

Leasing, Inc. (In re Rose Way. 1Inc.), 113 B.R 527, 528

(Bankr. S.D. lowa 1990).

Def endant HFC has filed a nmotion for summary judgment.
I n opposition, Plaintiff argues that its statenent of materi al
facts and brief reflect there are material facts in dispute.
Plaintiff does not, however, specify what facts are in

di spute. VWhile the parties certainly dispute the applicable



law and their respective rights and obligations, the Court is
unable to find any dispute as to the material facts in this
case. Trustee has, however, raised the issue of whether HFC s
conduct in proceeding on the Virginia note was comrercially
reasonabl e--an issue for which the Court does not have facts
sufficient for a grant of sunmmary judgnent dism ssing the
case. Therefore, as discussed below, the Court will grant HFC
sunmary judgnment as to all but the issue of comercial
reasonabl eness as a matter of |aw.

Resolution of this dispute hinges on the rights of the
parties with respect to the Virginia note and its proceeds
Trustee alleges HFC is barred from enforcing its security
interest in or claim to the Virginia note or any nonies
collected therefrom 1) by HFC s decision to forego a
deficiency judgment in its foreclosure action; 2) by nerger;
and 3) by res judicata pursuant to the August 30, 1989 decree
of the United States District Court for the Southern District
of Illinois, which dismssed HFC s conplaint seeking to
enforce the personal guarantees of the Debtor's partners for
the obligation owed to HFC. That is, Trustee argues the debt
to HFC has been satisfied in full by the hotel property
foreclosure action; thus HFC has no right to the Virginia note
or funds collected thereon. In the alternative, Trustee
argues that iif the Debtor is found to have forfeited the
Virginia note to HFC in 1987 or if HFC exercised its rights
against the Virginia note in 1987, then the value of the

Virginia note and collections nmade therefrom should be



properly credited against HFC s claim In this vein, Debtor
argues HFC did not apply or credit the Virginia note value
against the Debtor's obligation as required by lowa Code 8§
554.1203 (good faith requirenent). This issue of good faith
in HFC s collection on the Virginia note, clainms the Trustee,
is a factual issue precluding sumary judgment. Thus, Trustee
prays the Court find that the escrow account funds of
$244,032.70 representing funds collected on the Virginia note
and the Virginia note be turned over to the Trustee as
property of the estate.

Trustee also conplains that HFC sought and received in
its April 13, 1989 judgment for foreclosure anmpbunts that had
already been paid (or were l|later paid) by HFC s offset of
escrow funds agai nst the noney HFC spent to preserve the hotel
property, specifically $10,283.48 (Jan. 1989 power bill plus
Bell Bros. bill) and $4,802.25 (real estate taxes). I n
addi tion, Trustee argues HFC breached a duty of good faith and
fair dealing it owed to the Debtor and the estate by failing
to advise of the foreclosure action against the Virginia note

property. (Trustee's Brief at 22).

Effect of the U.S. District Court Decree

After buying the hotel property at sheriff's foreclosure
sale for $2,500,000.00, HFC sought to recover the remninder of
their $3,968,951.98 debt from the Vashis in the United States
District Court for the Northern District of Illinois. The

District Court denied HFC relief holding that HFC waived not



only its right to a deficiency judgnment against the Debtor but
also any right to recover a deficiency from the Vashis. HFEC

Comm Realty, Inc. v. Vashi & Vashi, No. 88-C7926 Menorandum

Opinion at 4 (N.D. Ill. Aug. 30, 1989). The Court further
held that when HFC foreclosed, the Debtor fully satisfied any

obligation it had to HFC Id. (citing Decorah State Bank V.
Zidlicky, 426 N WwW2d 388, 390 (lowa 1988). Zidlicky

reiterated, in dicta, the general rule that paynment of a debt
by the principal obligor discharges the guarantor and
term nates the obligation. Zidlicky, 426 N.W2d at 390.

The District Court decree does not, under the doctrine of
res judicata, affect HFC s rights in the Virginia note.
First, the issue before the District Court was whether HFC
could recover its debt by proceedi ng agai nst the guarantees of
the Vashis. Here, HFC is proceeding against additional
coll ateral pledged under a separate security agreenent. Thi s
|atter issue was not litigated or even raised before the
District Court. Nor would this issue have been material or
relevant to the action on the Vashi guarantees. Furt her nore,
the District Court did not even address whether HFC may pursue
this additional collateral to satisfy the debt owed to it.
Thus, the doctrine of res judicata is not applicable in this

action. See In re Neill, Case No. 90-2754-D op. at 5 (Bankr

S.D. lowa Nov. 22, 1991) (#203) (citing lsrael v. Farnmers Mit.

Ins. Ass'n, 339 N.W2d 143, 146 (lowa 1983) and Harrison v.

State Bank, 440 N.W2d 398, 401 (lowa Ct. App. 1989)).
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Ef fect of Foreclosure on HFC s Rights in the Viraginia Note

The doctrine of nerger does not bar HFC from retaining
the Virginia note. The Debtor pledged the Virginia note to
HFC as additional collateral in a security agreement separate
fromthe nortgage. HFC foreclosed on the nortgage foregoing a
deficiency judgnent. Plaintiff has cited no case |aw that
woul d indicate that under lowa law a foreclosing creditor,
whi ch wai ves a deficiency judgnment, loses its right to proceed

agai nst other additional collateral. Brenton State Bank v.

Tiffany, 440 N WwW2d 583, 586 (lowa 1989) supports HFC s
contention that the principles of merger and res judicata do
not preclude HFC from proceedi ng agai nst additional personal
property collateral--here, the Virginia note--evidenced by a
separate security agreenent. The debt remains unpaid and
under lowa law and the parties' agreenents, HFC may proceed
agai nst each item of collateral the Debtor pledged until the

debt is satisfied. See id. at 586.

Application of Virginia Note to the Debtor's Cbligation

Trustee has an alternative argunent, if the Court should
find that HFC is entitled to retain the Virginia note and its
payments. Trustee raises issues about whether HFC acted in
good faith (lowa Code 8 554.1203) and in a comercially
reasonable manner in its application of the Virginia note
payments and the note itself against Debtor's obligation when
it was allegedly forfeited to HFC. Trustee conplains 1) that

HFC had a duty to apply the paynments and note against the
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Debtor's note upon receipt instead of placing the paynents
into a non-interest paying account and allow ng interest on
the Debtor's note to accrue at nore than $1000/day; 2) that
HFC in effect is collecting the debt twi ce because a) it
i ncluded preservation expenses in its fully satisfied hotel
foreclosure judgnent and b) it already received reinbursenment
of those expenses out of the escrow account allegedly contrary
to this Court's Decenmber 8, 1988 ruling that preservation
funds advanced should be added to the principle amunt of
HFC' s secured claim (Trustee's Brief at 19). Final |y,
Trustee conplains HFC violated a duty to give Debtor or the
Bankruptcy Trustee notice of a pending foreclosure sale of the
Virginia note property.

The Court rejects Trustee's argunment that HFC is getting
paid twice on the Debtor's note because the Debtor's note was
fully satisfied by HFC s election to waive a deficiency
judgment when it foreclosed on the hotel property. Thi s
argument was addressed above. Whet her the preservation
expenses were added to the principal amunt of HFC s secured
claimor were paid out of the escrow account of Virginia note
payments appears to matter only if this Court decides that
HFC s forecl osure fully satisfied t he Debtor's not e
obl i gati on. This Court has already decided the foreclosure
judgnment did not. Therefore, the Court need only consider the
reasonabl eness of HFC s application of the Virginia note and
its paynents agai nst Debtor's note and whether HFC owed a duty

to Debtor or Trustee to give notice of the inpending
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foreclosure sale of the Virginia note property.

Trustee alleges HFC did not act in a commercially
reasonable manner and therefore violated its duty of good
faith under lowa Code 8 554.1203 by failing to apply the
Virginia note and its collections properly against the
Debtor's obligation. Essentially, Trustee asks the Court to
deci de to what extent HFC had a duty to apply the funds so as
to mnimze Debtor's obligation to HFC.

The Court finds that the issue of whether HFC proceeded
in a comercially reasonable manner wth regard to the
Virginia note is an issue precluding summary judgnent.
Specifically, the issue of how the collections on the Virginia
note and the Virginia note itself were or should have been
properly applied against the Debtor's note is not capable of
bei ng resolved by summary judgnent. |In addition, the issue of
whet her the facts might indicate that HFC had a duty to notify
the Debtor or Trustee of the foreclosure sale of the Virginia
note property is not capable of being resolved by summary

det erm nati on.

ORDER
IT IS HEREBY ORDERED that HFC's notion for summary
judgnment is partially granted and partially denied as follows:
i the Trustee's argunment that HFC is precluded from
proceedi ng against additional <collateral, nanely,
the Virginia note, because of foreclosure wthout

deficiency judgnent against the hotel property is as
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a matter of |aw without nerit.

the Trustee's argunent that No. 88-C7926 (N.D. I1I1I.
Aug. 30, 1989) bars HFC from proceedi ng agai nst the
Virginia note is also as a matter of |aw w thout
merit.

the issue of whether HFC acted in a comercially
reasonabl e manner with regards to the Virginia note

is an issue precluding summary judgnment.

I T 1S SO ORDERED

Dated this 28t h day of May, 1992.

RUSSELL J. HILL
U. S. Bankruptcy Judge
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