TEXAS ADOPTS THE "OUTSTANDING BALANCE"
METHOD OF CALCULATING THE DEFICIENCY OR
SURPLUS AFTER FORECLOSURE OF A WRAPAROUND
DEED OF TRUST: Summers v. Consolidated Capital Special
Trust, 783 S.W.2d 580 (Tex. 1989)

I.

FACTS

On October 1, 1980, B. Robert Sill purchased an apartment
building from English Village Apartments ("EVA").' In connection
with the purchase, Sill executed a promissory note in the amount of
$4,700,000 (the "Sill note"), payable to the order of EVA. 2 The note
to EVA "wrapped around" four prior liens.' To secure the note,
Sill executed a deed of trust in favor of James M. Summers, Trustee.4
Sill then borrowed money from Consolidated Capital Special Trust
("Consolidated") and executed a note in the amount of $6,289,000
(the "Consolidated note").' The Consolidated note was secured by
a deed of trust on the apartment property.6 Sill defaulted on the
Consolidated note and Consolidated acquired the property at foreclosure sale. 7 The property was still encumbered by the Sill note to
EVA, which then became due and owing on October 1, 1983.8 When

1. Summers v. Consolidated Capital Special Trust, 783 S.W.2d 580, 581 (Tex. 1989).
2. Id.
3. Id. The liens encumbering the proaperty were as follows:
Lien
Original
Mortgagee
Principal Sum
New Money
1. John Hancock
$2,450,000
2. Gaslight Square
(Wrapped 1st lien)
2,775,000
$325,000
3. Manchester Group
(wrapped 1st & 2nd lien)
3,250,000
425,000
4. RAIA
500,000
500,000
5. English Village Apartments
(the "Sill note")
(Wrapped 4 prior liens)
4,700,000
950,000
Id. at 581 n.l; see also infra at note 23 (defining wraparound mortgage).
4. Id. at 581.
5. Id.
6. Id.
7. Id.
8. Id.
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Consolidated failed to pay, EVA foreclosed on the property.9 At
foreclosure, EVA was the only bidder and purchased the property
for $2,750,000.10 The property was sold subject to the first four
liens." The problems arose with respect to the second foreclosure
sale.
Consolidated, the defaulting party, filed suit against EVA and
Summers, the trustee, alleging that a surplus resulted from the
12
foreclosure sale and that Consolidated was entitled to the surplus.
Consolidated argued that it owed only the amount of credit actually

received from EVA, which was the difference between the balance
owing on the Sill note and the balance owing on the prior notes."

This difference has been labeled the "true debt.' 1 4 Consolidated
pointed out that EVA and the former notemakers were still primarily
liable for the debts on the prior notes, and that Consolidated was
liable for only the fifth lien debt. 5 Consequently, pursuant to the
terms of the deed of trust securing the Sill note, the fifth lien debt
was the only debt foreclosed.'

6

Since the prior liens were still undis-

turbed and not foreclosed, Consolidated asserted that the amount

9. Id.
10. Id.
11. Id. Together with fees and interest, the total indebtedness on the Sill note at the time
of foreclosure was $6,206,952. Id. The debt on the prior liens was $3,994,266. Id.
The EVA deed of trust granted by Sill at the same time as the EVA note (fifth lien note)
was expressly made subject to and secondary to the "Prior Liens." The "Prior Liens" are
described in the deed of trust as follows:
(1) Promissory note payable to the order of John Hancock Mutual Life Insurance
Company,...
(2) Promissory note payable to the order of Gaslight Square of Houston,...
(3) Promissory note payable to the order of the Manchester Group, ..
(4) Promissory note payable to the order of RAIA, Co., [the "RAIA note"].
Respondent's Response to Application for Writ of Error at 4, Summers v. Consolidated
Capital Special Trust, 783 S.W.2d 580 (Tex. 1989) (No. C-6817).
12. 783 S.W.2d at 581.
13. Id. Consolidated, having bought the property at the earlier foreclosure sale, stood in
the shoes of Sill with respect to the Sill note. See id.
14. See id. "True debt" is not an accurate term, because the purchaser has actually
obligated himself to pay the total amount of the note, not just the new credit. "New debt"
is a more accurate term. However, for the purposes of this discussion, the terms will be
interchangeable.
15. Respondent's Response to Application for Writ of Error at 5, 783 S.W.2d 580 (No.
C-6817). The EVA deed of trust provided, "The [EVA note] constitutes a 'wraparound'
indebtedness .... Grantors have in no way assumed or agreed to pay or to become personally
liable for any of the indebtedness evidenced by the Prior Notes." Id. at 5.
16. Id.
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bid in excess of the new debt belonged to Consolidated. 7 EVA
counterclaimed for a deficiency judgment, alleging that Consolidated
still owed the difference between the outstanding balance of the note
and the foreclosure bid." s
The trial court denied Consolidated's claim and granted summary
judgment in favor of EVA and Summers, deciding that the sale price
should be credited against the total outstanding indebtedness on the
Sill note.' 9 The Fourteenth District Court of Appeals in Houston
reversed, holding that the sales price should be credited only against
the "true debt," and that the excess proceeds should be payable to
Consolidated. 20 Adopting the outstanding balance approach of calculating the deficiency or surplus after foreclosure of a wraparound
deed of trust, the Texas Supreme Court reversed the court of appeals
21
and affirmed the judgment of the trial court.
II.

INTERPRETING FORECLOSURE OF WRAPAROUND MORTGAGES

A.

Case Law in Other Jurisdictions

Few cases address the issues concerning foreclosure of wraparound mortgages. 22 The main problem with the foreclosure of wrap-

17. See 783 S.W.2d at 581. The property was sold "subject to" the prior liens. See id.
at 581. At the time of foreclosure, the relevant amounts were:
Total indebtedness on the Sill note
(together with interest and fees)
$6,206,952
Wrapped Debt (Notes 1-4)
3,994,266
"True Debt"
$2,212,676
Foreclosure price
$2,750,000
True debt
2,212,686
Surplus claimed by Consolidated
$ 537,314
Consolidated Capital Special Trust v. Summers, 737 S.W.2d 327, 330 (Tex. App. - Houston
[14th Dist.] 1987), rev'd, 783 S.W.2d 580 (Tex. 1989).
18. 783 S.W.2d at 581. EVA counterclaimed against Consolidated for the sum of $66,917,
allegedly owing from collected rents and security deposits. See id.
19. Id. at 582. The total outstanding indebtedness on the Sill note was $6,206,952. Id.
Under the outstanding balance approach, Consolidated would then be liable for a deficiency
in the amount of $3,456,952. Id. at 581.
20. 737 S.W.2d at 332.
21. 783 S.W.2d at 583.
22. A wraparound mortgage has been defined as follows:
The wraparound mortgage is a relatively new financing device which is used instead
of a conventional junior lien mortgage. The wraparound mortgage is a subsequent
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around mortgages is determining how the trustee is to distribute the
proceeds of the foreclosure sale. 2 The problem has emerged recently

and subordinate mortgage secured by real property upon which there exists a first
mortgage that is outstanding and unsatisfied. The purchase money wraparound
mortgage differs from a conventional second mortgage in that the wraparound seller
in the transaction remains personally liable under any prior obligation, but the
purchaser never becomes personally obligated for such.
Greenland Vistas v. Plantation Place, 746 S.W.2d 923, 925 (Tex. App. - Fort Worth 1988,
no writ) (citing Note, Wrap-Around Financing: A Technique for Skirting the Usury Laws?,
1972 DUKE L.J. 785, 787 (1972)). The Greenland court went on to explain, "A distinctive
feature of such a transaction is the agreement by the wraparound seller that upon receipt of
the debt service on the wraparound mortgage a deduction will be made therefrom and remitted
directly to the first mortgagee to credit the required debt service on the first mortgage." Id.
at 925.
The wraparound mortgage transaction was developed for several reasons. For example,
buyers could avoid the high interest rates in secondary financing by obtaining the loan at the
interest rate of the prior mortgage. See Prince George's County v. McMahon, 59 Md. App.
682, 477 A.2d 1218, 1220 (Md. Ct. Spec. App. 1984). Lenders could obtain higher effective
yields with less cash investment by computing the rate on the sum of the first mortgage and
any additional funds disbursed. Id.
The difference between a wrap transaction and a typical second mortgage transaction is that
the wraparound note includes, or "wraps around," the balance of a prior loan. Id. However,
the purchaser does not become personally liable for the prior note, although the seller's
personal liability on the prior note does continue. Id.
The primary debtor-creditor relationship is between the wraparound mortgagee (second
mortgagee) and the wraparound mortgagor (mortgagor). See In re Club Assocs., 107 Bankr.
794, 797 (Bankr. N.D. Ga. 1989). The payments flow from the mortgagor to the second
mortgagee to a prior mortgagee (first mortgagee). See id. The mortgagor and the first mortgagee
have no contractual relationship. See id. The relationship between first mortgagee and second
mortgagee is that second mortgagee is obligated to pay first mortgagee the amount of the note
second mortgagee executed when he bought the property. See id. The relationship between
mortgagor and second mortgagee is that mortgagor is obligated to pay to second mortgagee
the amount of the wraparound note. See id. The transactions are linked by the agreement by
the second mortgagee that he will take the payments made to him by mortgagor and pay on
his obligation to first mortgagee. See id.
In contrast, a second mortgage situation produces different results. The mortgagor has a
debtor-creditor relationship with each of the first and second mortgagees. See id. The second
mortgagee is no longer liable to the first mortgagee. See id.
Suppose, for example, that A buys Blackacre from B for $50,000 and executes a note to B
in connection with the purchase which is secured by a deed of trust on the property. Before
making any payments on the note, A sells the property to C who executes a wraparound note
in favor of A in the amount of $75,000 - $50,000 of which represents the debt between A
and B and $25,000 of which represents new credit extended to C. C is not liable for the
$50,000 debt between A and B since there is no contract between C and B and no assumption
by C of the debt. C is contractually obligated to pay only to A the amount of the note C
executed, in this case $75,000. See generally W. BAGGTrT, TExAs FoRECLosuRE LAW AND
PRACTICE § 2.87C, at 41 (Supp. 1988) (example of wraparound mortgage situation).
23. The foreclosure of a wraparound mortgage differs from the foreclosure of a second
mortgage in that the wraparound deed of trust which is being foreclosed includes the wrapped
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because wraparound mortgages are being foreclosed for the first
time, and trustees are uncertain how to correctly distribute the
proceeds of sale. Two polar approaches have been argued in the
courts: the "outstanding balance" approach2 and the "true debt"
approach .25 The few courts which have decided cases in this area
have adopted the outstanding balance approach; however, the outstanding balance approach is far from being "established law."
One of the first cases addressing wraparound mortgage foreclosure issues was decided by the Florida District Court of Appeal,
Second District, in 1974.26 J. M. Realty executed a purchase money
wraparound mortgage payable to Richard Stern in the amount of
$181,953.77.27 The amount represented the balance due on a prior
note secured by the property plus the amount due Stern from J. M.
Realty as a second mortgage. 28 J. M. Realty defaulted and Stern

indebtedness. See W. BAGoETT, supra note 22, § 2.87C, at 41 (Supp. 1988). Two parties are
liable for the amount represented by that wrapped indebtedness. See id. The defaulter is liable
to the forecloser for the amount under the wraparound note, and the forecloser is liable to
the prior lienholder on the prior note. See id. Consequently, each party points a finger at the
other, claiming that the other's liability supersedes his own. See id.
In contract, when a second mortgage is foreclosed, the deed of trust includes only the
amount of the second note, and the superior liens on the property remain intact. See W.
BAGETT, supra note 22, § 2.69 (1984). The documents expressly state the amount of the lien
being foreclosed, to whom the proceeds should go, and which liens are left on the property.
See id. The liabilities are clear in a second mortgage situation.
24. The outstanding balance approach provides for a credit against the wraparound note
of only the amount of the foreclosure bid. See Goren & Meyer, Foreclosing the Wraparound
Mortgage: PracticalConsiderations and the Emergence of Texas Case Law, 51 TEx. B.J. Nov.
1988, at 1051, 1052. For example, assume the wraparound note is in the amount of $75,000;
$50,000 represents the prior debt and $25,000 represents the new credit extended. A foreclosure
bid of $30,000 will be credited against the entire $75,000 note, leaving a deficiency of $45,000.
The defaulter is liable for this deficiency. See id.
25. The true debt or new debt approach provides for a credit against the wraparound
note in the amount of the foreclosure bid and the amount of the prior liens included in the
wraparound note. See id. Applying the new debt approach to the hypothetical in note 24,
supra, would give the following result. The foreclosure bid plus the amount of the prior liens
would be subtracted from the amount of the note.
$75,000
Wraparound note
30,000
Less foreclosure bid
50,000
Less prior liens
80,000
(5,000)
CREDIT
The credit would then be applied to any inferior liens or if no inferior liens exist, the credit
would go to the defaulter. See id.
26. J. M. Realty Inv. Corp. v. Stern, 296 So. 2d 588 (Fla. Dist. Ct. App. 1974).
27. Id. at 588.
28. Id.

TEXAS TECH LAW REVIEW

[Vol. 21:873

foreclosed on the property securing the wraparound note. 29 J. M.
Realty subsequently asserted that it was only liable for the new debt,
and sued to recover the excess bid at foreclosure.30 The Florida court
of appeals examined the wraparound agreement and held that the
entire foreclosure bid was to be credited against the total amount
due on the note." Thus, the Florida court adopted the outstanding
balance approach for calculating deficiency or surplus. The court
rejected J. M. Realty's assertion that only the true debt amount was
being foreclosed, and that J. M. Realty was not liable for any of
the prior debt included in the note.12 The court found that the
mortgagor had agreed to pay the full amount of the wraparound
note and refused to rewrite the obligations of the parties. 3 Therefore,
the court refused to relieve the buyer from his full obligation under
34

the note.

In a later case, the California Court of Appeals used the J.M.
Realty reasoning and adopted the outstanding balance approach. In
Armsey v. Channell Association,3 5 the court held that the defaulting
party owed the outstanding balance of the wraparound note.3 6 In
Armsey, the buyer executed a note in the amount of $600,000.17 At
the time of foreclosure, the amount owing was $621,000, including

29. Id.
30. Id.
31. Id. at 589.
32. Id.
33. Id. The parties agreed that J. M. Realty would pay the entire $181,953.77, the face
amount of the note. Id. This fact was evidenced by J. M. Realty's signature on the note. Id.
34. Id. The judgment ordered that the first lien mortgagor be paid first, unless the
successful bidder was the wraparound mortgagee. Id.
The same court decided another wraparound case recently. In April, 1989, the second district
court of appeal in Florida decided Bayshore Garden Apartments, Ltd. v. Real Estate Apartments, Ltd., 541 So. 2d 158 (Fla. Dist. Ct. App. 1989), a case involving a wraparound
arrangement. The controversy on appeal focused on who was required to pay delinquent
property taxes on the foreclosed property. Id. at 158. The court held that the defaulting
mortgagor had to pay to the prior lienholder the amount of the back taxes. Id. at 159.
The Bayshore court recognized the difficulties which arise with wraparound mortgages. The
court stated, "[Tihis procedural quagmire brings into focus some of the legal pitfalls occasioned
by the use of 'creative financing.' " Id. The wraparound arrangement involves many parties,
and the documents themselves do not make the liabilities of the parties clear.
35. 184 Cal. App. 3d. 833, 229 Cal. Rptr. 509 (Cal. Ct. App. 1986).
36. Id. at 839, 229 Cal. Rptr. at 513. The court in Armsey recognized that the most
difficult problems with wraparound transactions stem from uncertainty about the manner of
declaring default and the foreclosure sale. Id. at 838, 229 Cal. Rptr. at 512.
37. Id. at 835-36, 229 Cal. Rptr. at 510.
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$158,818.56 owed on two prior notes secured by deeds of trust." As
in J. M. Realty, the buyer promised to pay the existing debt in
addition to the amount of new credit extended to him by the seller.3 9
The seller remained liable on the prior notes, but intended to make
the payments on the prior notes out of the funds received from the
buyer on the wraparound note. 40 Noting the absence of California
authority on point, the court relied on the general rule of construction
that a court is not in a position to rewrite the agreement of the
parties. 4' Since the buyer obligated himself to pay the full amount
of the wraparound note, his liability extended to that amount.4 2
Before Summers v. Consolidated Capital Special Trust,43 J.M.
Realty and Armsey were the only judicial decisions specifically addressing the issue of foreclosure of wraparound mortgage. 44 However,
several courts have decided related issues that should be considered
when analyzing foreclosure of wraparound mortgages.
In 1982, the Court of Appeals of North Carolina heard Quality
Inns International v. Booth, Fish, Simpson, Harrison & Hall.5
Greenway, the defaulting party under a wraparound note, sued the
purchaser at the foreclosure sale, Quality Inns. 46 Greenway alleged
that the foreclosure sale resulted in a surplus to which Greenway was
entitled. 47 In response, Quality Inns brought a negligence action
against the substitute trustee alleging that the substitute trustee was
4
negligent in carrying out his duties with regard to the foreclosure .

38. Id. at 835, 229 Cal. Rptr. at 510.
39. Id. at 836, 229 Cal. Rptr. at 511.
40. Id., 229 Cal. Rptr. at 511. A feature of the wraparound transaction is that the
wraparound seller agrees to pay the prior notes out of the payments received from the
wraparound purchaser. See Goren & Meyer, supra note 24, at 1051.
41. Id. at 838-39, 229 Cal. Rptr. at 512 (citing J. M. Realty Inv. Corp. v. Stern, 296 So.
2d 588 (Fla. Dist. Ct. App. 1974)).
42. Id. at 839, 229 Cal. Rptr. at 512.
43. 783 S.W.2d at 580.
44. See id. at 583; Quality Inns Int'l, Inc. v. Booth, Fish, Simpson, Harrison & Hall,
292 S.E.2d 755, 762 n.2 (N.C. Ct. App. 1982) (the court recognized the dearth of authority
in this area of law, pointing to J. M. Realty and Armsey as the only decisions available).
45. 292 S.E.2d 755 (N.C. Ct. App. 1982).
46. Id. at 759.
47. Id. at 757. The unpaid balance on the wrap note at the time of foreclosure was
$601,600. Id. The bid approved at foreclosure was $585,000. Id. Greenway claimed that a
surplus of $505,000 was created by the sale. Id. Apparently, the difference between the amount
of the wrap note and the amount of the underlying indebtedness was approximately $80,000.
48. Id. at 759.
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Fish, the substitute trustee, filed a motion seeking instructions for
distribution of the foreclosure sale proceeds. 49 Thereafter, the superior
court issued a consent order, to which the parties agreed, declaring
that the foreclosure bid should be credited against the balance due
on the face amount of the wrap note. 0 The superior court used the
outstanding balance method to determine the application of proceeds
from the foreclosure sale. 5 A surplus only existed if the foreclosure
bid was more than the balance of the note which was being satisfied

at foreclosure.5 2 Since the bid was less than the balance of the
wraparound note, no surplus was created. 3 After the order was
entered, the superior court then granted the substitute trustee's motion for summary judgment on the negligence claims.14 On appeal,
the court of appeals found that Quality Inns was estopped from

pleading the existence of a surplus, because Quality Inns had consented to the order of the court which stated that there was no
surplus."
B.

Texas Case Law Prior to Summers

Until recently, no Texas decisions have addressed the issue of
foreclosure of wraparound mortgages.16 In 1988, the Fort Worth

49. Id. at 760.
50. Id. at 761.
51. Id.
52. See W. BAGGETT, supra note 22, § 2.68 (1984).
53. See 292 S.E.2d at 761.
54. Id. Quality Inns also brought a malpractice action against its attorney, claiming that
the attorney had negligently advised Quality Inns as to how much to bid at foreclosure, and
had failed to advise Quality Inns of the possibility of a surplus. Id.
In discussing the negligence claim against the attorney, the court refused to hold the attorney
responsible for an error in judgment in what they called an "uncertain" area of law. Id. at
762. The court stated, "Affidavits and depositions of skilled lawyers for both parties reflect
that the so-called 'wrap-around' mortgage is an area of real property law not well understood
by property lawyers in North Carolina, and further, that the foreclosure of such a mortgage
is fraught with questions and uncertainty." Id. This statement by the court illustrates the
extent of confusion in the area of foreclosure of wraparound notes.
55. Id. at 761. The court of appeals explained that the basis of the negligence claim
against the trustee was that the trustee had a duty to handle the sale in such a manner so as
not to create a surplus, and that the trustee failed to do so. Id. The basis of the negligence
claim against the attorney was that the attorney had a duty to inform Greenway of the
possibility of a surplus, and had failed to do so. Id. However, the order which bound the
parties stated that there was no surplus. Id. Therefore, an essential element of Greenway's
claim (a surplus) was missing, and the superior court correctly granted defendant's motion for
summary judgment. Id.
The court of appeals did not decide the question of whether a surplus existed in this case.
See id. Rather, the court of appeals dismissed the case on procedural grounds. See id.
56. The first Texas case involving wraparound issues was French v. May, 484 S.W.2d 420
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Court of Appeals determined the amount that a defaulting party
owed on a wraparound note after acceleration.1 7 In Greenland Vistas,
Inc. v. Plantation Place Associates, 8 Plantation Place defaulted and
Greenland Vistas accelerated the note and demanded payment from
Plantation Place of the entire outstanding balance on the wraparound
note in the amount of $2,944,645.51, including interest.5 9 The amount
of the prior debt which was wrapped was $2,074,830.19. 60 Plantation
Place brought suit based on a usury claim, alleging that the amount
owed was the difference between the amount of the wraparound note
and the preexisting debt. 6' The court held that the amount due upon
acceleration was the entire outstanding balance of the wraparound
note and therefore, no basis for the usury claim existed. 62
To reach the decision in Greenland Vistas, the court of appeals
63
looked to the loan documents to determine the intent of the parties.
The documents provided that Plantation Place was not personally
4
liable on the prior unassumed debt underlying the wraparound note.6
However, the court found that the following scenario would exist if
the seller defaulted on the prior debt. 65 To avoid foreclosure, Plantation Place would have to pay both Greenland Vistas and the senior
lienholder, because: (1) Plantation Place purchased real estate, and
in consideration thereof, executed the wraparound note; (2) the face
amount of the note included the prior indebtedness; (3) Greenland
Vistas undertook to pay the prior indebtedness out of the payments
received from Plantation Place; and (4) Plantation Place took the
property subject to those prior liens .6 Upon acceleration, Plantation
Place would then have to pay the prior liens to keep the property

(Tex. Civ. App. - Corpus Christi 1972, writ ref'd n.r.e.). The Corpus Christi Court of
Appeals held that the prior notemaker (seller) had a claim against the wraparound notemaker
for recovery of sums paid on the prior notes. Id. at 424. In the French case, the wraparound
notemaker assumed the prior debts. See id.
57. See Greenland Vistas, Inc. v. Plantation Place Assocs., 746 S.W.2d 923, 927 (Tex.
App. - Fort Worth 1988, no writ).
58. 746 S.W.2d 923 (Tex. App. - Fort Worth 1988, no writ).
59. Id. at 924.
60. Id.
61. Id.The difference would be the new debt.
62. Id. at 927.
63. Id. at 926.
64. Id. The instrument entitled "All-Inclusive Secured Promissory Note" provided in
paragraph 7(b)(i)(A)(ii) that "[ulnless otherwise provided herein, Payee [Greenland Vistas] does
not hereby assume any obligations under or in respect to the Senior Deeds of Trust." Id.
65. Id.
66. Id.
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from being sold at foreclosure. 67 Based on these facts, the court of
appeals concluded that the parties intended that Plantation Place
would pay the total balance of the note, including the wrapped
indebtedness ."
Case law illustrates the two theories which have emerged with
respect to foreclosures of wraparound deeds of trust: the outstanding

balance theory, which has been adopted in the few cases decided on
this issue, 69 and the true debt or new debt approach, which has
gained the support of commentators in the real estate field during
70
recent years.

III.

ONE SMALL STEP: THE OUTSTANDING BALANCE APPROACH
ADOPTED IN TEXAS

A.

7
Summers v. Consolidated Capital Special Trust '

In Summers, for the first time, the Texas Supreme Court was
faced with the question of how to calculate the deficiency or surplus

upon foreclosure of a wraparound deed of trust. 72 The wraparound

67. Id.
68. Id. at 927.
69. See J. M. Realty Inv. Corp. v. Stern, 296 So. 2d 589 (Fla. Dist. Ct. App. 1974);
Armsey v. Channel Assocs., Inc., 184 Cal. App. 3d. 833, 229 Cal. Rptr. 509 (Cal. Ct. App.
1986).
70. Mike Baggett, a Dallas attorney who has authored a book on Texas foreclosure law
and has written articles pertaining to wraparound transactions argued that, when foreclosing
a wraparound mortgage:
The best solution is to allow the prior note and prior mortgage to remain in place
and undisturbed by a wraparound mortgage foreclosure, but restrict the credit allowed
to the wraparound noteholder to the excess of the mortgage note over the prior note
... with any excess balance to be applied to inferior liens or the current owner.
W. BAOOEIr, supra note 22, § 2.87C, at 43 (Supp. 1988) (At the date of publication of this
article, the first three sections in the 1990 supplement had been removed pending the decision
of a case before the Texas Supreme Court; therefore all citations herein are to the 1988
supplement.). Mr. Baggett sees this solution as consistent with the common-law analysis used
when foreclosing junior liens. See id.
Abe Goren and Larry Meyer have written that the "true debt" approach "looks to the
economic reality and substance of the transaction rather than to the rigid form of the
transaction" because the true debt is the actual amount of money advanced or credit extended
to the wraparound notemaker by the wraparound noteholder. Goren & Meyer, supra note 24,
at 1052.
71. 783 S.W.2d 580 (Tex. 1989). The court also decided the companion case of Lee v.
O'Leary, 783 S.W.2d 586 (Tex. 1989). The facts of Lee were similar to the facts of Summers.
The court decided Lee in the same manner and for the same reasons as Summers.
72. 783 S.W.2d at 580.
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note holder, English Village Apartments, Ltd. ("EVA"), foreclosed
on Consolidated Capital Special Trust ("Consolidated"), the defaulter under the note.7 3 EVA purchased the property at the foreclosure sale with a ',bid that exceeded the difference between the
outstanding balance on the wraparound note and the balance remaining on prior notes that were wrapped.7 4 Consolidated sued,
claiming that the excess proceeds belonged to Consolidated as surplus. 75 EVA asserted that Consolidated was liable for the full amount
of the wraparound note and that there were no excess proceeds.7 6
The Texas Supreme Court agreed with EVA that Consolidated was
liable for the full amount of the note and that the foreclosure bid
should be credited against the entire outstanding balance evidenced
by the wraparound note. 7 However, the court did not agree with
the proposition that there were no excess proceeds. 78 The court
determined that every wraparound deed of trust in Texas contains
an implied covenant requiring the trustee to apply excess proceeds
to the prior debt that was wrapped before paying the defaulter.7 9
1.

The Implied Covenant Modification to the Outstanding Balance
Approach
Even though the Texas Supreme Court expressly adopted the
outstanding balance approach in Summers, the creation of the implied
covenant modified the traditional outstanding balance method. Under
the traditional outstanding balance method, the foreclosure bid would
be credited against the entire outstanding indebtedness on the wraparound note.80 No surplus would exist until the foreclosure bid
exceeded the balance of this note.8 l In the event of a surplus, the
additional funds would go to the defaulter, the balance of his note
having been satisfied. 2 The noteholder-forecloser could bid against

73. Id. at 581.
74. Id. This difference is sometimes called the "true debt." See id.
75. Id. See supra note 17 (calculating the amounts claimed by Consolidated).
76. 783 S.W.2d at 581.
77. Id. at 583.
78. Id.
79. Id. The court prospectively applied the implied covenant requirement by stating that
"[h]enceforth, such a clause, if not expressly set forth, will be implied in every power of sale
clause in a wraparound deed of trust in this state." Id.
80. Goren & Meyer, supra note 24, at 1052.
81. Id.
82. Id.
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the entire balance of the note and not have to come up with any
cash, because the bid would be a credit against the note.8 3 He would
84
only have to come up with cash if there were a surplus.
However, the Summers court found that "excess proceeds" must
be paid to prior lienholders pursuant to an implied covenant in the
deed of trust.85 The court did not expressly define the term "excess
proceeds," but the opinion suggests that this term means the amount
over the "new debt. '8 6 Consequently, if the noteholder buys the
property at foreclosure, he now must come with cash in the amount
87
of the bid over the new debt in order to pay the prior lienholders.
Because the amount over the new debt now has to be paid over
to prior lienholders, the implied covenant created by the court altered
the traditional outstanding balance approach in such a way that the
court appeared to apply the true debt approach. 8 However, the court
applied a modified outstanding balance approach and not a true debt
approach.8 9 The distinction is apparent when the basic assumptions
of each approach are compared. In the true debt approach, the
underlying assumption is that the defaulter is only liable for the
difference between the amount of the wraparound note and the prior
liens. 90 Therefore, if foreclosure of the property brings more than
the new debt, the defaulter is entitled to the surplus. 9' On the other
hand, the outstanding balance approach assumes that the defaulter
is liable for the entire amount of the wraparound note. 92 If the
foreclosure bid brings less than the outstanding balance of the wrap
note, the defaulter is liable for a deficiency. 93
The Texas Supreme Court held that the defaulter was liable for
the entire amount of the outstanding balance of the wraparound
note. 94 Consequently, since the foreclosure bid was less than the
outstanding balance of the wraparound note, the defaulter remained

83.
84.
85.
86.
87.
88.
89.
90.
91.
92.
93.
94.

See W. BAGGETT, supra note 22, §
See W. BAGTr, supra note 22, §
783 S.W.2d at 583.
See id.
See id.
See id.at 582.
See id.at 583.
See W. BAoGErr, supra note 22, §
See id.
Goren & Meyer, supra note 24, at
See id.
783 S.W.2d at 583.

2.56 (1984).
2.68 (1984).

2.87C, at 43 (Supp. 1988).
1052.
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liable for the resulting deficiency. 95 However, the court then found
that there were excess proceeds which the trustee was required to
pay to the senior lienholders.9 The finding of excess proceeds seemed
to suggest a true debt approach, but under a true debt approach,
Consolidated would be relieved of liability and would receive the
excess proceeds. 7 Here, Consolidated remained liable for the full

amount of the note. 98 A practical difference between the Summers
approach and the true debt approach is that under the true debt
approach, the excess proceeds would go to the defaulter. 99 Under the
Summers decision, the excess proceeds go to the senior lienholders.' °°
In effect, the purchaser at foreclosure is being forced to do what he
ultimately will have to do: pay on the prior liens.
2.

The True Debt Approach Rejected

In Summers, the Texas Supreme Court discussed the two competing theories advanced by counsel for both sides. 0 1 The true debt
approach, according to the court, is based on the fact that the maker
of a wraparound note does not become personally liable for any of
the wrapped debt on the property. 0 2 Thus, the maker should only
be liable for the amount of new money actually advanced or credit
extended by the seller. 103 Consolidated argued that a wraparound

95. See id.
96. Id.
97. See id. at 582.
98. See id. at 583. When the Houston Court of Appeals applied the "true debt" approach,
not only was Consolidated not liable for a deficiency, but it received excess proceeds from
the sale. See 737 S.W.2d 327, 332 (Tex. App. - Houston [14th Dist.] 1987), rev'd, 783
S.W.2d 580 (Tex. 1989).
99. Goren & Meyer, supra note 24, at 1052.
100. Compare 783 S.W.2d at 583 (applying the outstanding balance approach) with 737
S.W.2d at 332 (applying the true debt approach).
101. See 783 S.W.2d at 582-83.
102. Id. at 582.
103. Id. Consolidated's argument in this case was that the deed of trust being foreclosed
only secured the fifth lien, or the new money extended to Consolidated. See Respondent's
Response to Application for Writ of Error at 5, 783 S.W.2d 580 (No. C-6817). Even though
the face amount of the note included the balance owing on the four prior notes, Consolidated
contended that the property was sold "subject to" the prior liens and therefore the prior liens
were left intact. Id. Consolidated pointed to well established property law which says that the
foreclosure of a junior lien does not affect the rights of senior lienholders. Id. at 10 (citing
United States v. Sage, 566 F.2d 1114 (9th Cir. 1977)). Consolidated argued that the proceeds
from the foreclosure of a junior lien do not go to pay the senior lienholders, but go to satisfy
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transaction should be treated like any other junior lien transaction
with respect to the foreclosure procedure.1°4 The court of appeals
agreed, and treated this transaction as if it were a junior lien
situation. 013
Rejecting the argument, the Texas Supreme Court stated that
the facts of Summers show the fallacy of the position that the maker
is liable only for the amount of new credit. °0 The court pointed to
the fact that, while it may be true that the wrapped debt remained
the responsibility of the seller, the buyer obligated himself to the
seller in the full amount of the wraparound note. 10 7 The obligation
of the seller to the prior noteholder was not affected by the obligation
undertaken by the wraparound note maker. 08 Likewise, the buyer's
obligation to the seller was not affected by the seller's obligation on
the prior notes.' °9 These facts contradict the "true debt" conclusion
that the buyer, despite having signed the note, was not obligated to
pay the entire amount thereof." 0

the junior lien being foreclosed, with any excess to be distributed to the debtor. Id. The deed
of trust did not authorize any payment to the senior lienholders, because the deed of trust
only controlled the debt which was secured by the instrument. Id. The trustee's power of sale
derives only from the deed of trust. Id. at 10-11 (citing Slaughter v. Quails, 139 Tex. 340,
162 S.W.2d 671, 675 (1942)).
The deed of trust provided as follows:
With the proceeds arising from such sale or sales the Trustee [Summers] shall first
pay all expenses of [the sale] ... and shall next apply such proceeds toward the
payment of the indebtedness secured hereby (principal interest and attorney's fees,
if any), and the remaining balance, if any, shall be paid to [the owners of the
Property; here Consolidated].
Id. at II.
From this document, Consolidated argued that the trustee was required to pay any remaining
proceeds to Consolidated, after paying the expenses of sale and the secured indebtedness. Id.
104. Id.
105. See 737 S.W.2d at 332.
106. 783 S.W.2d at 582.
107. Id.
108. Id. Most wraparound agreements provide that the seller shall pay the prior notes
directly from the payments received from the buyer. See W. BAGGETT, supra note 22, § 2.87C,
at 41-42 (Supp. 1988). However, if the buyer fails to make the payments, the seller is still
obligated to service the underlying note. See id. at 41.
109. 783 S.W.2d at 582. However, wraparound agreements usually contain a provision to
protect the buyer in the event that the seller fails to pay the underlying indebtedness. See
Comment, The Wrap-Around Mortgage: A Critical Inquiry, 21 UCLA L. REv. 1529, 1530
(1974). Most wraparound agreements provide that the buyer has the right, in the event of
seller's failure to pay, to pay the senior lienholders directly and, at the same time, reduce the
debt on the wraparound note. See id.
110. 783 S.W.2d at 582.
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Chief Justice Phillips, writing for the majority in Summers,
pointed out that if the "true debt" approach were adopted, the
buyer would be obligated to pay the full amount of the purchase
price only if he made all the payments."' On the other hand, if
Consolidated defaulted on the note, its liability would be limited to
the amount of the new debt.112 In such a case, the court found that
not only would Consolidated avoid its full obligation, but it would
also obtain a windfall "as a reward for its breach."" 3 The windfall
would occur because under the true debt approach, Consolidated
would receive excess proceeds totalling more than $500,000.14 Consolidated would owe less than it contracted to pay, and would receive
more than $500,000 in return." 5
The Texas Supreme Court found the intent of the parties to be
that the buyer would pay the full amount of the wraparound indebtedness as evidenced by his execution of a wraparound note in
6
the full amount of the new consideration plus prior indebtedness."
The court also determined that the parties intended that the underlying indebtedness be paid by the seller from the payments made to
the seller by the purchaser." 7 Therefore, to effectuate the intent of
the parties, the court implied a covenant into the wraparound deed
of trust requiring the trustee to pay any excess proceeds of the
foreclosure sale to the prior lienholders." 8s
3.

The Dissent

Justice Mauzy, joined by Justice Spears and Justice Ray, dissented, asserting that the majority should have adopted the "true

111. Id.
112. See id.
113. Id.
114. See id. The court of appeals used the "true debt" approach, giving Consolidated
approximately $400,000 in excess proceeds. 737 S.W.2d at 332. The excess proceeds equalled
over $500,000. See supra note 17 (calculating the proceeds). However, the court of appeals
subtracted five percent of the gross proceeds of the sale ($137,500) as a trustee's fee, leaving
$399,814 in excess proceeds to be disbursed to Consolidated. 737 S.W.2d at 332.
115. 783 S.W.2d at 582.
116. Id. at 583.
117. Id.
118. Id. The intent of the parties would be effectuated because, as a result of the implied
covenant, EVA's note would be satisfied and the money which normally would flow from
Consolidated to EVA to the prior lienholders would be paid directly to the prior lienholders.
See id. The court was simply requiring something which had already been agreed to by the
parties.
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debt" approach." 19 The dissenting justices relied on their interpretation of the intent of the parties and "settled case law."' 20
In determining the intent of the parties, the dissenting justices
began their analysis with an examination of the terms of the documents involved in the transaction.' 2' They conceded that the note
and deed of trust clearly provided that the indebtedness owed by
Consolidated was $4,700,000.122 However, they asserted that a further
examination of the provisions of the deed of trust, note, and notice
of trustee's sale ruled out the conclusion that Consolidated was liable
for the entire $4,700,000. 123 They looked at two critical provisions:
(1) a provision in the note that the maker was not assuming any
liability to pay the prior debt; and (2) the "subject to" provisions
in the notice of trustee's sale.' 24 According to the dissent, the two
provisions showed that the intent of the parties was that EVA should
remain primarily liable for the prior debt. 25
Taking this conclusion one step further, Justice Mauzy found
that primary liability was a major factor in this case. 2 6 Since the
documents provided that EVA was primarily liable for the prior
debts and that EVA had taken the property with the liens attached,
Justice Mauzy concluded that Consolidated was not liable for the
amount of the prior notes. 2 7 Justice Mauzy analogized to a junior

119. See 783 S.W.2d at 584 (Mauzy, J., dissenting).
120. Id. at 585-86 (Mauzy, J., dissenting).
121. Id. at 584 (Mauzy, J., dissenting). The relevant documents were the note, the deed
of trust, and the notice of trustee's sale. Id. (Mauzy, J., dissenting).
122. Id. at 585 (Mauzy, J., dissenting).
123. Id. (Mauzy, J., dissenting).
124. Id. at 585-86 (Mauzy, J., dissenting). The Notice of Trustee's Sale stated that "[a]ny
sale made pursuant to this Notice shall be expressly made subject to the 'Prior Liens' described
in item (4) hereinabove." Item (4) stated, "(4) the Deed of Trust is expressly made subject to
and secondary to the 'Prior Liens' described in the Deed of Trust." Respondent's Response
to Application for Writ of Error at 4, 783 S.W.2d 580 (No. C-6817).
125. 783 S.W.2d at 585-86 (Mauzy, J., dissenting). To this point, the dissent did not
dispute anything the majority had stated. Chief Justice Phillips, writing for the majority, also
agreed that EVA was still primarily liable for the prior debts. Id. at 582. However, Justice
Mauzy departed from the majority in his next step. Id. at 585-86 (Mauzy, J., dissenting).
126. Id. at 585 (Mauzy, J., dissenting).
127. Id. (Mauzy, J., dissenting). Chief Justice Phillips, writing for the majority, countered
this argument by stating that the primary liability on the prior notes was not in question in
this case. Id. at 582. The majority did not dispute the fact that EVA was primarily liable;
however, the liability of EVA on the prior notes did not affect Consolidated's liability on its
own obligation. Id. Consolidated's obligation was separate and distinct from the obligation of
EVA to the prior lienholders. Id.
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lien situation, in which a purchaser taking a property "subject to"
instead of assuming a prior deed of trust is only liable for the amount
28
of his lien in the event of a foreclosure.
Justice Mauzy next relied on "settled case law.' ' 29 He compared
the foreclosure in this case to a foreclosure of a junior lien, and
argued that the foreclosure of the wraparound deed of trust in this
case should have been treated in the same manner. 13 0 Justice Mauzy,
in effect, ignored the differences between a wraparound transaction
and a second mortgage situation for purposes of foreclosure, and
argued that the property law which governs junior lien foreclosures
should also govern in wraparound situations. 3'
B.

Texas Case Law Prior to Summers

There have been few Texas cases dealing with wraparound
mortgages, and none deciding the foreclosure issue addressed in
Summers.'32 Chief Justice Phillips, writing for the majority, noted

128. Id. at 585 (Mauzy, J.,dissenting).
129. Id. at 586 (Mauzy, J.,dissenting).
130. Id. (Mauzy, J., dissenting). When a second lien is foreclosed, only the lien being
foreclosed is released, any junior liens are extinguished, and the senior liens continue to
encumber the property. See W. BAGOETT, supra note 22, § 2.76 (1984).
131. 783 S.W.2d at 585-86 (Mauzy, J., dissenting). There are differences between the two
types of transactions. A note on a second mortgage is in the amount of the second mortgage
only, and does not include the amounts of any prior liens. See W. BAGGETr, supra note 22,
§ 2.69 (1984). The amount owed by the purchaser is clear in such a case.
However, in a wraparound transaction, the purchaser obligates himself to pay the amount
of the prior liens in addition to any new money or credit extended to him. See W. BAGEar,
supra note 22, § 2.87C (Supp. 1988).
132. See, e.g., Tanner Dev. Co. v. Ferguson, 561 S.W.2d 777, 779 (Tex. 1977) (usury);
Joy Corp. v. Nob Hill N. Properties, Ltd., 543 S.W.2d 691, 693 (Tex. Civ. App. - Tyler
1976, no writ) (notice and acceleration of wraparound); Newsom v. Starkey, 541 S.W.2d 468,
471, 473 (Tex. Civ. App. - Dallas 1976, writ ref'd n.r.e.) (holding that the wraparound
notemaker could recover against the seller in a suit by wraparound notemaker against
wraparound noteholder for breach of covenant to pay underlying notes in which there was an
express assumption by the maker to assume the underlying notes).
Greenland Vistas, Inc. v. Plantation Place Assocs., 746 S.W.2d 923 (Tex. App. - Fort
Worth 1988, no writ) came closest to deciding the question of how much the maker of the
wraparound note owed at foreclosure. However, the case was not on point because Greenland
Vistas was not a foreclosure situation but was a usury claim after acceleration of a wraparound
note. Id. at 924.
In Greenland Vistas, the court decided that, if a wraparound note is accelerated, the defaulter
must pay the entire balance due on the wraparound note, and not only the amount of the
new debt. Id. at 927. Like the Texas Supreme Court in Summers, the Fort Worth Court of
Appeals pointed out that the buyer executed a note which on its face included the amount of

TEXAS TECH LA W REVIEW

[Vol. 21:873

that there was no Texas authority on point; therefore, the court
looked to other jurisdictions.'33 The court cited the few cases in other
jurisdictions which have dealt with the issue of how to apply foreclosure proceeds after foreclosure of a wraparound mortgage. 3 4 The
Texas Supreme Court adopted the outstanding balance method of
calculation "as have the other courts that have considered this
question."' 35
C.

Results of the Summers Decision

As a result of Summers, a bid at a Texas foreclosure of a
wraparound deed of trust will be credited against the entire balance
due on the face amount of the note. 3 6 In addition, the trustee will
be required to apply any excess proceeds to reduce the senior indebtedness. 3 7 Excess proceeds consist of any amount received at
foreclosure in excess of the new debt. 3 However, the Summers
decision leaves many questions unanswered. A brief discussion of
Summer's impact on the various parties involved in a wraparound
foreclosure can illustrate some of the unanswered questions.
1.

The Trustee

Because of the "implied covenant" that Texas courts must find
in all wraparound deeds of trust, the trustee at foreclosure must
apply any excess proceeds to the loan documents securing prior
liens. 3 9 However, if there are multiple prior liens, the trustee must

the prior indebtedness. Id. at 926. The buyer thereby expressly obligated himself to pay to the
seller the entire amount of the note. Id. The seller remained primarily liable for payment of
the underlying liens, but the seller's liability to the prior lienholders did not affect the buyer's
responsibility to the seller. Id. Since the buyer was responsible for his full obligation, a demand
for such amount could not constitute usury. Id. at 927. Therefore, the court concluded that
there was no basis for the usury claim. Id. Although the Texas Supreme Court in Summers
did not refer to Greenland Vistas, the Summers decision was consistent with the Greenland
Vistas decision.
133. 783 S.W.2d at 583.
134. Id. (citing J. M. Realty Inv. Corp. v. Stem, 296 So. 2d 589 (Fla. Dist. Ct. App.
1974); Armsey v. Channel Assocs., Inc., 184 Cal. App. 3d. 837, 229 Cal. Rptr. 509 (Cal. Ct.
App. 1986)).
135. Id. at 583.
136. See id. at 583.
137. See id.
138. See id.
139. Id.
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determine which senior lienholder to pay. For example, in Summers,
the fourth note which was wrapped had matured at the time of
foreclosure.1 40 In such a situation, if the trustee pays off the fourth
note, it is possible that the holder of the note secured by the first
lien could sue the trustee, alleging that he had a prior claim to the
excess proceeds. If the trustee paid the lienholders in order of priority,
the holder of the fourth note could sue the trustee, alleging that he
4
should be paid first because his note was matured. 1
According to established property law, in an ordinary senior lien
foreclosure, the senior lien is paid with the proceeds of the sale and
any junior liens are paid in order of seniority, with any remaining
proceeds going to the mortgagor. 142 Any unsatisfied junior liens are
extinguished. 43 If a junior lien is foreclosed, the lien being foreclosed
is paid first, any liens junior to it are paid in order of seniority, and
any unsatisfied junior liens are extinguished.'" The senior liens are
not paid and continue to encumber the property. 45 Pursuant to
Summers, the foreclosure of a wraparound involves a different
situation. When a wraparound deed of trust is foreclosed, the senior
liens continue to encumber the property, as in a junior lien situa7
tion.'" However, the trustee must now pay the senior lienholders.1
Since the unsatisfied liens will not be extinguished, it is not clear in
which order they should be paid. To protect himself from possible
liability, the trustee may be forced to have a court determine how
to apply the foreclosure proceeds. 48
2. The Noteholder - Forecloser
The foreclosing noteholder will also have questions with respect
to how he should conduct himself at the foreclosure sale. The

140. 737 S.W.2d at 330.
141. In the appeal from the trial court's decision, EVA argued that it was required to
satisfy the fourth lien debt (RAIA note) because the debt was due and owing before foreclosure.
Brief for Appellees at 4, 737 S.W.2d 327 (No. 14-85-00873-CV). The Houston Court of Appeals
rejected the argument. 737 S.W.2d at 331.
142. See W. BAOGEr, supra note 22, § 2.68 (1984).
143. See W. BAoaETr, supra note 22, § 2.76 (1984).
144. See W. BAOOETrT, supra note 22, § 2.69 (1984).
145. See id.
146. 783 S.W.2d at 582.
147. Id.
148. See W. BAGETT, supra note 22, § 2.64 (1984) (trustee has a fiduciary duty to the
mortgagee and the mortgagor, and thus, she may be liable for damages if one party can prove
the trustee has breached her duty).
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noteholder is still personally liable for the payment of the notes
secured by prior liens. 149 However, the noteholder now must bid
against the total amount of the note. 15 0 He may either: (1) bid only
up to the amount of the new debt or, (2) bid more than the
nonwrapped debt and up to the outstanding balance of his note. 5'
If he only bids the amount of the new debt, another party could
purchase the property for a higher amount. 5 2 A third party purchaser
at foreclosure would take the property subject to the payment of the
prior notes. 5 3 The third party purchaser would then have to service
the prior notes to keep the property from being foreclosed under the
other notes, but the foreclosing noteholder would remain personally
liable on the prior debt. 5 4 If the property is highly leveraged, the
foreclosing noteholder risks the possibility of a subsequent foreclosure
by a prior lienholder and a deficiency suit against the noteholder.1
Once the property is purchased at foreclosure by a third party,
subject to prior liens, the noteholder no longer has any interest in
56
the property, but remains liable for the amount of the prior notes.
If the foreclosing noteholder decides to bid up to the outstanding
balance of the note, he must pay, in cash, any excess over the true
debt to the prior lienholders.'7 In most foreclosure sales, the mortgagee's bid is simply applied as credit against the mortgagor's debt
to the mortgagee.' 5 Under Summers, if the noteholder bids over the
new debt amount he will have to come up with cash, 5 9 and may
even be faced with prepayment penalties for early payment of the
notes secured by prior liens. ' 6
3.

The Notemaker -

Defaulter

As a consequence of Summers, the wraparound notemaker now
is clearly liable for the full amount of his note, and will remain
149.
150.

See W. BAGGETT, supra note 22, § 2.87C, at 41 (Supp. 1988).
See 783 S.W.2d at 583.

151.
152.
153.
154.

See W. BAGGETT, supra note 22, § 2.87C, at 42 (Supp. 1988).
See id. at 43.
See id.
Goren & Meyer, supra note 24, at 1052-53.

155. See id. at 1053; see also W. BAGGETT, supra note 22, § 2.71 (1984) (discussing
deficiency suits after foreclosure).
156. See Goren & Meyer, supra note 24, at 1053.
157. See 783 S.W.2d at 583.
158. See W. BAGOETT, supra note 22, § 2.56 (1984).
159. See 783 S.W. 2d at 583.
160. See Respondent's Motion for Rehearing at 10, 783 S.W.2d 580 (No. C-6817).
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liable for any deficiency where the amount bid is less than the
outstanding balance of the wrap note. 16' Therefore, a wraparound
notemaker can be certain of his position should he default on his
wraparound obligation.
4.

The Third Party Purchaser

After Summers, a third party purchaser may have to bid more
than the amount of the new debt to obtain the property. 62 The
purchaser would then take the property subject to any prior liens to
the extent that such liens are not satisfied by the foreclosure proceeds. 63 However, if the trustee does not correctly apply the proceeds
64
pursuant to the deed of trust, the purchaser may have to pay twice.'
The amount of the bid over the amount of the new debt represents
debt on the prior liens. 65 If the amount is not applied to the prior
liens, the liens are still attached to the property, and still must be
paid by the owner of the property.' 66 Therefore, the purchaser will
be paying the bid amount at foreclosure, and will be forced to pay
that amount again to the prior lienholder to keep his property from
being foreclosed upon. 67 The purchaser would be able to sue the
trustee for misapplication of the foreclosure proceeds, but in the
meantime he still must make the payments on the notes to prevent
68

default. 1

Another question arises with respect to the purchaser, whether
a foreclosing noteholder or a third party. In Summers the fourth
lien was matured and unpaid. 69 In such a situation, if the trustee

161. See 783 S.W.2d at 583. In theory, this deficiency suit could put the foreclosing
noteholder in a position of obtaining a windfall. 783 S.W.2d at 586 (Mauzy, J., dissenting).
If a third party purchaser buys the property at foreclosure, he will purchase it "subject to"
the prior indebtedness. Id. When he acquires the property, he will have to begin servicing the
underlying note[s]. Id. The noteholder will no longer have to pay the underlying indebtedness,
but he can still collect a deficiency from the defaulter up to the full amount of the note. Id.
He will then be receiving the money that he should have had to pay to the prior lienholders,
without having to pay. Id.
162. The noteholder will be able to bid up to the amount of the new debt without paying
any cash. See supra note 151 and accompanying text.
163. See 783 S.W.2d at 582. The property will be sold "subject to" the prior liens.
164. See id. at 583.
165. See id.
166. See id.
167. See id.
168. See W. BAGoarr, supra note 22, § 2.64 (1984).
169. See 737 S.W.2d at 330.
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would be required to pay the prior liens in order of seniority, all of
the excess proceeds over the true debt would be paid to the first
lienholder.' 70 The purchaser, whether a foreclosing lienholder or a
third party, would acquire such property subject to a matured note
secured by a lien against the property he acquired.' 7' Therefore, the
purchaser would immediately have to pay the matured note or face
the possibility of further foreclosure against the property by the
holder of the matured note. 72 This problem exists in all types of
multiple lien situations; however, an element of uncertainty exists in
a wraparound transaction because the purchaser may not know which
prior liens were paid first. 173 The purchaser at foreclosure may not
know whether the property will remain encumbered by a matured
note, or whether any excess proceeds will be applied to unmatured
debt. 74 If excess proceeds are used to pay unmatured notes, and if
such unmatured notes do not permit prepayment without penalties,
a part of the excess proceeds will necessarily be used to pay prepayment penalties. 7 Therefore, the full amount of the excess proceeds
may not be applied to a principal reduction of the notes secured by
prior liens.
D.

Results Under the New Debt Approach

To illustrate the extent of confusion in the area of law dealing
with foreclosure of wraparounds, it should be pointed out that
problems would exist if the court had adopted the new debt approach.
The following sections examine these problems.
1.

The Notemaker-Defaulter

Under the new debt approach, the defaulting notemaker would
get a windfall. 176 The notemaker obligated himself to pay the face
amount of the wraparound note. 177 However, the notemaker would
only be liable for the new debt on the note and not the face amount

170.
171.
172.
173.
174.
175.
176.
177.

See
See
See
See
See
See
See
See

783 S.W.2d at 583.
id.
W. BAGGETr, supra note 22, § 2.05 (1984).
supra notes 139-48 and accompanying text.
Respondent's Motion for Rehearing at 9, 783 S.W.2d 580 (No. C-6817).
id.at 10.
783 S.W.2d at 583.
id. at 582.
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of the note. 71 If the notemaker defaulted, he would only have to
pay a portion of his obligation. 179 If the notemaker made all of the
payments and did not default, he would pay the entire face amount
of the note. 80 Therefore, in the event of a default, the notemaker
would get a windfall by not having to pay the full obligation he
8
would pay absent default. '
2.

The Noteholder

The new debt approach would cause the noteholder to receive
his equity in the property (the amount of the new debt), or the
property if he is the purchaser. 8 2 However, if the noteholder purchased the property at foreclosure with a bid of more than the
amount of the new debt, he would have to come up with cash to
pay the defaulter.' 8 3 In such a case, the noteholder would take the
property fully encumbered by the prior liens, which he would be
obligated to pay, and he also would have to pay extra cash to the
defaulter.'8 In effect, the noteholder could end up paying more than
the balance of the wraparound note because he would pay cash to
the defaulter in excess of the true debt without having his obligations
85
on the underlying notes reduced.
E.

Wraparound Transactions: Still a Risky Venture

Summers v. Consolidated Capital Special Trust' 86 has answered
some of the questions regarding the foreclosure of wraparound deeds
of trust in Texas. Texas courts now follow the outstanding balance
method of calculating deficiency or surplus after foreclosure of a
wraparound note and will imply a covenant in all wraparound deeds
of trust that requires the trustee to apply any excess proceeds to the
payment of the prior debts. 87 However, the questions raised in the
above discussion will certainly surface in future litigation.

178. See id.
179. See id. Not only would the notemaker only be liable for a portion of his obligation,
he would also receive any excess proceeds generated from the sale. See id.
180. See id.
181. See id.
182. Goren & Meyer, supra note 24, at 1053.
183. See id.
184. See id.
185. See id.
186. 783 S.W.2d 580 (Tex. 1989).
187. Id. at 583.
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Summers is an important property decision because it signals a
trend that is likely to be followed in other jurisdictions. Because the
problem of foreclosing wraparounds is surfacing more frequently,
courts' reactions to the foreclosure questions will become more
crucial.
Janet L. Hunter

