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IN THE UNITED STATES BANKRUPTCY COURT

FOR THE DISTRICT OF ARIZONA

In re ) Chapter 11
)

MORTGAGES LTD., ) CASE NO. 2:08-bk-07465
)

Debtor. )
_____________________________________)

)
JEFFREY C. STONE, INC. d/b/a SUMMIT )
BUILDERS, an Arizona corporation, )

)
Plaintiff, ) ADVERSARY NO. 2:09-ap-00424-RJH

)
                                 v. )

)
CENTRAL AND MONROE, L.L.C., an )
Arizona limited liability company; et al., ) MEMORANDUM DECISION

) GRANTING PARTIAL SUMMARY
Defendants. ) JUDGMENT IN FAVOR OF

_____________________________________) MORTGAGES LTD
)

SUMMERS GROUP, INC. d/b/a REXEL )
PHOENIX ELECTRIC, a corporation, )

)
Cross-Claimant/Counter-Claimant, )

)
                                 v. )

)
CENTRAL AND MONROE, L.L.C., an )
Arizona limited liability company; )

)
Cross-Defendants; and )

)
JEFFREY C. STONE, INC. d/b/a SUMMIT )
BUILDERS, an Arizona corporation, )

)
Counter-Defendant )

)
and related counterclaims and cross claims. )
_____________________________________)

SIGNED.

Dated: February 15, 2011

________________________________________
RANDOLPH J. HAINES
U.S. Bankruptcy Judge

________________________________________
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The issue here is whether various mechanics’ lien claimants, who claim priority

dating from the commencement of construction in November 2006, have priority over a

construction deed of trust that was recorded in May of 2007.  Among other defenses, the

construction lender asserts the doctrine of equitable subrogation gives it priority back to that of a

prior deed of trust because a portion of the construction lender’s loan was used to pay off the

prior debt.  

BACKGROUND FACTS

The construction project at issue is the remodeling or refurbishment of an existing

building commonly known as the Hotel Monroe.  Its owner, Central and Monroe, LLC, first

obtained a loan from First Commonwealth Mortgage Trust in the amount of $3.2 million,

secured by a deed of trust recorded in May, 2002.  In July, 2005, that loan was refinanced by an

$8.5 million dollar loan provided by Mortgages Ltd., secured by a deed of trust recorded that

same month.  Almost $3 million of the proceeds of that loan were used to satisfy the First

Commonwealth debt and obtain a release of the First Commonwealth deed of trust.

In December, 2006, the owner obtained a new loan from Choice Bank in the

amount of $9.3 million.  It was secured by a deed of trust recorded that same month. 

Approximately $7.3 million of the proceeds of the Choice loan were used to satisfy the debt to

Mortgages Ltd. and obtain a release of its 2005 deed of trust.

By the time the Choice Bank deed of trust was recorded in December, 2006,

however, work was already underway on the remodeling.  KGM was the general contractor who

had a contract with the owner in October, 2006, to perform demolition work.  KGM asserts, and

it is apparently undisputed, that KGM first supplied labor and materials to its construction

project on November 15, 2006, more than a month prior to the recordation of the Choice Bank

deed of trust.1

The Choice Bank debt was refinanced by another loan from Mortgages Ltd. in the

amount of $75.6 million, in May, 2007.   The deed of trust securing that debt was recorded on

1As a general rule, Arizona law provides that all mechanics’ and materialmen’s liens have the
same priority as of ?the time labor was commenced.”  A.R.S. § 33-992(A).
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May 16, 2007.  From the proceeds of this second Mortgages Ltd. loan, more than $8.9 million

was used to satisfy the Choice Bank debt and obtain a release of its 2006 deed of trust.  

More than six months later, the owner signed another contract with another general

contractor, Summit Builders.  It commenced work on January 1, 2008, and recorded its notice

and claim of mechanics’ and materialmen’s lien in July, 2008.  

Summit claims that although it had a separate contract with the owner, some of the

work it contracted to do was on the same “project” that KGM had worked on, the demolition of

the interior of the building to prepare for the substantial remodeling. 

THE ISSUES

Mortgages Ltd. has moved for summary judgment against Summit Builders and all

of its subcontractors on essentially three theories: 

Mortgages Ltd. asserts that at a status conference on July 6, 2010, Summit’s

counsel announced in court that it would be dismissing its lien claim.  It was not until a

subsequent status conference on October 25 that Summit’s counsel announced that Summit had

changed its mind and would not be dismissing its lien claim.  Mortgages Ltd. argues that the

intended dismissal that was announced on the record should be enforced as a settlement

agreement.  

Mortgage’s second basis for summary judgment is that Summit’s lien is invalid

because Summit failed to provide Mortgages Ltd with a preliminary twenty-day lien notice as

required by statute.2  

Finally, Mortgages asserts that because portions of the proceeds of its loan were

used to pay off prior secured debts, Mortgages Ltd is entitled to the priority of those prior deeds

of trust under the doctrine equitable subrogation.

ANALYSIS

2 A.R.S. § 33-992.01(B) provides, in pertinent part, that any person asserting a mechanics’ lien
shall “as a necessary prerequisite to the validity of any claim of lien, serve the owner or the reputed
owner, the original contractor or reputed contractor, the construction lender, if any, or reputed
construction lender, if any, and the person with whom the claimant has contracted . . . with a written
preliminary twenty-day lien notice . . . . ” 
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The court is not inclined to grant summary judgment on the theory that Summit’s

stated intent to dismiss its lien claim constituted a settlement agreement.  It does not appear that

it was so much of an agreement as merely a unilateral decision and announcement by Summit. 

Although a unilateral statement of position can be enforced either as a judicial estoppel or as

quasi-judicial estoppel, those doctrines generally apply only if there has been some benefit

obtained as a result of this statement, or some detrimental reliance by the court or other parties. 

Here no such showings have been made.  

PRELIMINARY 20-DAY NOTICE ISSUE

But Mortgages Ltd. might be entitled to summary judgment due to the failure of

Summit to provide the preliminary 20-day notice required by A.R.S. § 33-992.01(B).  There can

be no dispute that Mortgages Ltd qualified as a “construction lender” or a “reputed construction

lender” as referred to in this statute.  Summit had constructive notice at the time that it

commenced work in January of 2008 that Mortgages Ltd was such a construction lender because

its deed of trust had been of record for more than seven months.

Summit’s defense is that it substantially complied with the statute by providing a

preliminary 20-day notice to the owner, and that Mortgages Ltd. was not prejudiced by the

failure of notice because it had actual knowledge that the construction was going on.  But while

case law has upheld liens when there has been substantial compliance with the 20-day

preliminary notice requirement even though the notice failed to include all of the statutorily

required elements,3 neither the statute nor case law suggests that failure to serve a party any

notice can constitute substantial compliance because other parties were served.  It is

undoubtedly true that the primary purpose of the 20-day notice requirement is to protect owners,

primarily by advising them of what might otherwise be regarded as secret lien rights.4  It is also

true that statutory purpose has been substantially fulfilled here, both by the service of the notice

3 E.g., Peterman-Donnelly Engineers & Contractors Corp. v. First National Bank of Arizona, 2
Ariz. App. 321, 323, 408 P.2d 841, 843 (1965)(substantial compliance found and lien upheld when
notice to the owner failed to include a copy of the written construction contract).

4 Columbia Group Inc. v. Jackson, 151 Ariz. 76, 725 P.2d 1110 (1986) (the legislative purpose
behind § 33-992.01 was “to promote a fairer” and more equitable system by allowing owners to have
knowledge of those hitherto secret lien rights).
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on the owner and by the alleged actual knowledge of Mortgages Ltd.  But another key factor in

ascertaining substantial compliance is “the nature and extent of the deviation from the statutory

plan.” 5  This court cannot predict that an Arizona Court would find substantial compliance

despite a complete failure to provide any kind of preliminary 20-day notice to one of the parties

that is statutorily entitled to it.

Summit has a better argument that Mortgages is statutorily estopped from asserting

the preliminary 20-day notice defense because the owner failed to correct the failure of the

notice to identify Mortgages Ltd. as its construction lender.  Arizona law provides that the

owner has ten days after receipt of a preliminary 20-day notice to identify its construction lender

and to correct any misinformation contained in the notice.6  The statute further provides that if

the owner fails to furnish or correct that misinformation, then the owner is estopped ?from

raising as a defense any inaccuracy of the information contained in a preliminary twenty-day

notice.”7 

Of course Mortgages Ltd. was not the owner at the time that the preliminary

twenty-day notice was given to the owner.  But Mortgages Ltd. is now the owner because it

bought the property by a credit bid at its own trustee’s sale.  

The statute defines the “owner” to be “the person, or the person’s successor in

interest, who causes a building, structure or improvement to be constructed, altered or

repaired.”8  Mortgages has no response to the argument that it qualifies as the original owner’s

successor in interest.  It certainly seems an odd result that a construction lender who was

protected by the preliminary 20-day notice statute could lose that protection by foreclosing and

becoming the owner.  But it would not seem such an odd result in the case of a consensual sale. 

An owner who has lost defenses to lien claims by failing to timely correct misinformation in a

preliminary 20-day notice should not be permitted to obtain the value of those defenses by

5  Matcha v. Wachs, 132 Ariz. 378, 381 646 P.2d 263, 266 (1982).

6 A.R.S. § 33-992.01(I). 

7 A.R.S. § 33-992.01(J).  

8 A.R.S. § 33-992.01(A)(3).
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selling the property to a new owner who would not be estopped from asserting the defenses. 

Because the statute clearly requires estoppel of the subsequent owner in that circumstance, the

result must apply equally to anyone who becomes a successor in interest by whatever means.

Because Mortgages Ltd. is a successor in interest to an owner who failed to correct

the misinformation contained in the preliminary 20-day notice that was served on the owner,

Mortgages cannot assert the failure to serve the notice on the construction lender as a defense.  

EQUITABLE SUBROGATION

Probably the most accurate and authoritative statement of the doctrine of equitable

subrogation as now recognized in Arizona is found in the 1965 Court of Appeals decision in 

Peterman-Donnelly:

[A] third person, having agreed to advance money to discharge an
encumbrance on property of another, where he is not a volunteer, and
where payment is made under an agreement that he will be
substituted in place of the holder of the encumbrance, is entitled to
subrogation, whether such agreement is express or whether such
agreement is implied.9

There is no dispute here that Mortgages Ltd. agreed to advance money to discharge

the owner’s obligation to Choice Bank.  Nor is there any dispute that in doing so, Mortgages

was not acting as a volunteer.  Most of the argument has focused on the nature of the express or

implied agreement that Mortgages would be substituted in place of Choice Bank as to lien

priority.

Arizona case law seems to hold conclusively that the subsequent lender’s intent to

obtain first lien priority is sufficient to satisfy the agreement requirement.  In Lamb,10 the Court

of Appeals found sufficient evidence of the agreement to subrogate from the escrow closing

instructions that required a title insurance policy showing the lender to have a valid first lien

against the property.  Those same facts exist here. It is significant that in Lamb, the trial court

had denied equitable subrogation, but the Court of Appeals reversed based upon that escrow

9 Peterman-Donnelly Engineers and Contractors Corp. v. First National Bank of Arizona, 2
Ariz. App. 321, 325, 408 P.2d 841, 845 (1965). 

10 Lamb Excuvation Inc. v. Chase Manhattan Mortgage Corporation, 208 Ariz. 478, 95 P.3d
542 (App. Div. 2 2004).
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closing instruction.  Summit’s only argument on this point is that “the fact that ML required that

a title insurance policy insure it for first lien position does not evidence the meeting of the minds

required for an express or implied agreement.”  But that is essentially the holding of Lamb, that

such an escrow requirement does satisfy the agreement element.   

In the argument and in the memoranda the mechanics’ lien claimants assert various

arguments why it would not be equitable to recognize equitable subrogation here.  Most of these

arguments hinge on Mortgages’ sophistication as a lender, its alleged notice or knowledge of the

likelihood of mechanics’ lien claims because construction was already underway when it

recorded its deed of trust, and that it could have obtained an actual assignment of the Choice

deed of trust if it wanted to ensure maintenance of its priority.  These arguments, however, are

all essentially rejected by Lamb.  The Court of Appeals’ decision rejected the trial court’s

reliance upon the lender’s constructive notice of the potential for the filing of mechanics’ liens,

holding that that “finding is irrelevant, given our determination that constructive notice is not an

element of equitable subrogation under Arizona law.”11

The Lamb opinion similarly rejected the trial court’s reliance on the argument that

the bank had a “superior position” over the “truly innocent intervening lien holders.”  The

decision did so by noting that the mechanics’ lien holders were in no worse position then they

had been when they undertook to perform work on property that was already subject to the prior

deed of trust.12

There is apparently no argument here, as there has been in connection with some

other Mortgages Ltd. loans, that Mortgages should be denied an equitable remedy because it

was the cause of the financial disaster for everyone, due to its failure to fully fund the loan it

committed to make.  But even if there were such an argument, it would similarly seem to be

rejected by Lamb’s indication that the requisite inequity must be based on some fact or

circumstance that would make it inequitable to leave the lien claimants in a position junior to the

11 208 Ariz. at 484, 95 P.3d at 548.

12 “We fail to comprehend the nature of the perceived prejudice or inequity, as it appears the
lien holders would remain in the same position they occupied before subrogation if that doctrine were
applied.”  208 Ariz. at 483, 95 P.3d at 547.
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prior deed of trust.

Finally, the original contractor, KGM, argues that it commenced work in

November of 2006, prior to the December, 2006, recording of the Choice Bank deed of trust. 

KGM therefore argues that equitable subrogation of Mortgages to the Choice Bank deed of trust

cannot render it superior to KGM’s lien.  Other lien holders also assert that same KGM priority

by arguing that although it was done under a different contract,13 the work was “all going to the

same general purpose” so the two contracts should be treated as one.14 Mortgages’ response is

that once it is subrogated to the Choice deed of trust, it also thereby obtains the rights Choice

Bank would have had to be subrogated to the first Mortgages’ deed of trust in the amount of

$8.5 million that was recorded in July of 2005.  There is no factual dispute that the Choice deed

of trust and the escrow instructions for its recordation similarly required that the first

Mortgages’ deed of trust be paid off from the proceeds, and that Choice’s deed of trust be

recorded in first lien position.

No party has been able to cite a case applying equitable subrogation in this daisy-

chain fashion.  But such a two-step subrogation seems to be entirely consistent with the general

principles and purposes of the doctrine.  The effect of equitable subrogation is simply to

substitute one lien holder to the lien-priority position of a prior lien holder.15  Provided that

Mortgages Ltd. can satisfy all of the elements, there is nothing inherent in the doctrine that

would preclude Mortgages from asserting it on behalf of Choice Bank, to give the Choice Bank

deed of trust the lien-priority position of the prior Mortgages’ deed of trust.  If equitable

subrogation applies there, then the lien-priority position of the first Mortgages deed of trust

would be the lien-priority position to which Mortgages is entitled when it is equitably

subrogated to the lien-priority position of the Choice Bank deed of trust.

CONCLUSION

13 KGM’s contract was dated October 12, 2006.  Summit Builders’ contract was dated
December 12, 2007.

14 SK Drywall Inc.v. Developers Financial Group, Inc., 169 Ariz. 345, 349, 819 P.2d 931, 935
(1991).

15 208 Ariz. at 480, 95 P.3d at 544.
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For the foregoing reasons, Mortgages Ltd. is entitled to partial summary judgment

establishing a lien priority date of July 1, 2005, to the extent of the $7.3 million portion of the

Choice Bank loan that was used to discharge the first Mortgages’ deed of trust.  Mortgages is

also entitled to partial summary judgment establishing a lien priority date of May 16, 2007, to

the extent of the $8.9 million loan proceeds that were used to discharge the Choice Bank deed of

trust.  Mortgages is entitled to these summary judgments as against KGM, Summit Builders and

all of their subcontractors. 

DATED AND SIGNED ABOVE

Copy of the foregoing e-mailed
this 14th day of February, 2011, to:

Scott A. Malm, Esq.
Gust Rosenfeld P.L.C.
Attorneys for ML Parties
samalm@gustlaw.com

Sharon B. Shively, Esq.
Sacks Tierney P.A.
sharon.shively@sackstierney.com
Attorneys for Jeffery C. Stone, Inc. d/b/a Summit Builders

Nathaniel B. Rose, Esq.
Sherman & Howard LLC
nrose@shermanhoward.com
Attorneys for Rolling Plains Construction, Inc.

Margaret A. Gillespie, Esq.
Collins, May, Potenza, Baran & Gillespie
mgillespie@cmpbglaw.com
Attorneys for Summer Group, Inc.

Hillary P. Gagnon, Esq.
Jennings, Haugh & Cunningham
hpg@jhc-law.com
Attorneys for Climatec, Inc.

John W. Storer, III, Esq.
Swenson Storer Andrews & Frazelle
jstorer@swensonlaw.com
Attorneys for Otis Elevator Co.

Karen A. Palecek, Esq.
Palecek & Palecek, P.L.L.C.
Karen@paleceklaw.com
Attorneys for KGM Builders, Inc.

 /s/ Pat Denk                       
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 Judicial Assistant
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