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J ONES, Chief Justice

This case involves a certified question from a bankruptcy
court in California. W address first the jurisdictional issue.
The Arizona Constitution confers jurisdiction on the state suprene
court as “provided by law.” Article VI, 8 5(6). By statute, this
court has jurisdiction over questions certified to it by other
courts, including the Suprene Court of the United States, a court
of appeals of the United States, a United States district court, or
a tribal court. Arizona Revised Statutes 8§ 12-1861 (1994)
(AR S.). Section 12-1861 is based on the 1967 version of the

Uniform Certification of Questions of Law Act. That act was



nmodi fied in 1995 specifically to include bankruptcy courts.® Wile
Ari zona has not directly amended its version of that |awto include
any federal court, the intent of the statute as it currently
exists, coupled wth our own suprene court rule allowng
certification of questions from federal and tribal courts,
sufficiently provides this court wwth the discretionary authority
to answer the bankruptcy court’s certified question. Ariz. S. C.
R 27(a)(1); see also 28 U S.C A 8 151 (1993) (bankruptcy judges
constitute “a unit of the district court.”).

The Honorable Peter Bowie of the United States Bankruptcy
Court for the Southern District of California has certified the

foll ow ng question to this court upon stipulation of the parties:

Where real property is subject to a first priority deed
of trust, a second priority nechanic’s lien, and a third
priority deed of trust, where the holder of the first
priority deed of trust and the holder of the third
priority deed of trust enter intoa witten subordination
agreenent pursuant to which the holder of the first
priority deed of trust agrees that the third priority
deed of trust shall constitute a lien or charge upon said
| and which is unconditionally prior to and superior to
the lien or charge of the first priority deed of trust,
and where the holder of the second priority nechanic’s
lienis not a party to the subordi nati on agreenent, what
effect, if any, does the subordinati on agreenent have on

YUnif. Certif. Questions of Law Act § 3, 12 U L. A 73 (1996).
“The [Suprenme Court] of this State nmay answer a question of |aw
certified to it by a court of the United States . . . .” The
coment notes that “[t]his section has been revised to repl ace the
previous list of federal courts with the term ‘“a court of the
United States.’ This is intended to permt a court in a State
adopting the section to answer questions certified by any United
States court including bankruptcy courts.”
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the relative priorities of the liens of the three parties

based on the facts set forth bel ow?

The bankruptcy court then attached a statenent of facts. W wll
summari ze those facts as foll ows.

Fai rway Condom ni umDevel opnent, Inc. (Fairway), areal estate
devel opnent conpany, obtained a | oan froma Canadi an conpany known
as 494597 B.C. Ltd. (the Canadian conpany) for $7.5 nmillion to
devel op real property. This $7.5 mllion | oan becane the first
| ien on the subject property. The Canadi an conpany | ater went into
bankruptcy in British Colunbia, Canada. An ancillary bankruptcy
proceeding is underway in California commenced by Pricewaterhouse
as the Canadi an conpany’s trustee.

Decca Design Build, Inc. (Decca) had a second position
nmechanic’s lien on the sane property. This nmechanic’s |lien was for
$350, 000. An additional $3 mllion in funding was sought by
Fai rway for the devel opnent of the property. First Mrtgage Bank
(First Mortgage) supplied that additional funding, taking back the
third priority deed of trust, and the property was then subject to
three Iiens. The Canadi an conpany and Fairway entered into a
subordi nation agreenment with First Mrtgage at the tine Fairway
sought the additional $3 mllion funding. That subordi nation
agreenent specified that the $7.5 nillion loan would be
subordinated to the $3 million lien of First Mortgage. First

Mortgage’'s $3 million lien would then becone the first priority



lien on the property. The foreclosure sale of the property yiel ded
$5 mllion.

The Agreenent

The subordi nati on agreenent was between the Canadi an conpany
that funded the first $7.5 mllion | oan and Fai rway, the borrower,
and First Mortgage. First Mrtgage agreed to fund the second $3
mllion loan to the developnent conpany in exchange for the
priority of its lien before the Canadian conpany’'s |ien. The
agreenment did not involve or consider Decca s intervening second
priority mechanic’s |ien.

The | anguage of the agreenent reads:

This subordination agreenent results in your security

interest in the property becom ng subject to and of | ower

priority than the lien of sonme other or |ater security
instrument . . . it is acondition precedent to obtaining

said [$3 million] | oan that said deed of trust | ast above

menti oned shall wunconditionally be and remain at al

times a lien or charge upon the land . . . prior and

superior to the lien or charge of the deed of trust first

above nentioned .

Appendi x re Order re Stipulation re Request to Certify State Law
Question to the Arizona Suprene Court, Exhibit C p. 1 (Appendi X,
Ex. ©. The Canadi an conpany “intentionally and unconditionally
wai ves, relinquishes and subordinates the lien . . . first above
mentioned in favor of thelien. . . in favor of [First Mrtgage].”
Appendi x, Ex. C, p. 3. “[T]lhis Agreenent shall be the whole and

only agreenent with regard to the subordination of the lien...and

shal | supersede and cancel, but only insofar as would affect the



priority between the deeds of trust hereinbefore specifically
descri bed, any prior agreenents as to such subordination . . . .7
Appendi x, Ex. C., p. 2.

Anal ysi s

The issue, requiring that we determne the effect of a
subordi nati on agreenent between first and third |ienhol ders,
presents a case of first inpression in Arizona. W are aware that
courts fromother jurisdictions have approached the sanme issue in
two di fferent ways. One approach follows the partial subordination
anal ysis of the Suprene Court of Texas in ITT Diversified Credit
Corp. v. First City Capital Corp., 737 S.W2d 803 (Tex. 1987). The
other follows the conplete subordination analysis of the Suprene
Court of Al abama in Ansouth Bank v. J & D Financial Corp., 679 So.
2d 695 (Ala. 1996). For the reasons stated bel ow, we adopt the
partial subordination anal ysis.

Partial subordination neans that this alteration of the
priority of liens between the first and third |ienholders has no
effect on the second priority lienholder. The shift in priority
relates only to the amount of the original third priority lien. |If
the third priority lienis larger than the original first priority
lien, then the original first priority |ien noves conpletely to the
third position. The original third priority lien noves into first
position but only to the ampunt of the original first priority

l'ien. If the third priority lien is smaller than the original



first priority lien, then the difference between the two anmounts,
up to the total of the original first priority lien, is still in a
priority position relative to the second priority lienholder. The
hol der of the second priority lien is neither advantaged nor
di sadvant aged by the agreenent. The second priority lienholder is
not a party to the agreenent and should not be affected by it. H's
status remains the sane to the extent of any remaining assets
avail able once the anobunt of the first priority lien has been
satisfied. The consequence of a subordination agreenent is that
t he anobunt of the first lien sinply goes toward satisfying in whol e
or in part two |liens as opposed to one.

Wt hout any subordination agreenent, the follow ng would be
the distribution of assets:

Canadi an conpany--$7.5 nmillion

Decca- - $350, 000

First Mortgage--$3 nmillion
Wth the subordi nati on agreenent, the followng is the distribution
of assets:

First Mortgage--$3 nmillion

Canadi an conpany--$4.5 nillion

Decca- - $350, 000

Canadi an conpany--$3 nillion
The sumtotal of |iens ahead of Decca remains at $7.5 million both

before and after the subordination agreenent.



The foreclosure sale of the subject property yielded only $5

mllion. The first $3 mllion of that anmount goes to First
Mort gage under the subordination agreenent. The renmmining $2
mllion goes towards satisfying the $4.5 million lien still ow ng
to the Canadi an conpany. No additional funds are available to

satisfy Decca’'s lien.

This is a fair result under the circunstances as $7.5 mllion
in liens were in priority ahead of Decca's second priority lien
prior to the subordination agreenent, and the sane $7.5 mllion in
liens is still ahead of Decca after subordination, but it will be
distributed in respective anobunts to First Mirtgage and to the
Canadi an conpany. Decca’s position has not been altered or
nodified in any way by the agreenent to which it was not a party.
Decca has not received a wndfall nor has it suffered negative
consequences. The agreenent between t he Canadi an conpany and Fir st
Mort gage has no effect whatever upon Decca’s |ien.

O her courts follow this line of reasoning. Gise v. Wite,
247 N. E.2d 385 (Mass. 1969); ITT, id. at 804; In the Matter of
Cliff's Ridge Skiing Corp., 123 B.R 753 (Bankr. WD. Mch. 1991);
Durafl ex Sales & Service Corp. v. WH. E. Mechanical Contractors,
110 F. 3d 927 (2d Gir. 1997); Md-Onhio Chemical Co., Inc. v. Petry,
140 F. Supp. 2d 828 (S.D. Chio 2000); Bratcher v. Buckner, 109 Cal.
Rptr. 2d 534, 541 (Cal. Dist. C. App. 2001); see also Glnore,

Security Interests in Personal Property § 39.1 at 1021 (1965).



Decca advances the theory that conplete, not partial,
subordi nation occurred here. Under such a reading of the
agreenent, the original first priority Iienhol der woul d have wai ved
all priority tothe third party |ienhol der unl ess sone reservation
of first priority status occurred in the | anguage of the agreenent.
Decca argues that no such reservation |anguage exists in this
agreenent. It would have the result appear as follows after the
subordi nati on agreenent:

First Mortgage--$3 nmillion

Decca- - $350, 000

Canadi an conpany--$7.5 nmillion
Decca reasons that where other liens on the same property exist,
parties to subordination agreenents are presuned to know about and
consi der them

Some courts have followed this |ogic. Shaddi x, et al. wv.
Nat i onal Surety Co., 128 So. 220 (Ala. 1930); J.C. MConnell, et
al. v. Mrtgage Inv. Co., 292 S.W2d 636 (Tex. Civ. App. 1955);
Ladner v. Hogue Lunber & Supply Co., Inc., 91 So. 2d 545 (M ss.
1956); A d Stone Mortgage and Realty Trust v. New Ceorgi a Pl unbi ng,
Inc., 236 S.E.2d 592 (Ga. 1977); Ansouth, id. at 695; In re Exec
Tech Partners v. Resolution Trust Corp., 107 F.3d 677 (8th Cr.
1997) .

W reject the |atter reasoning because it affects the rights

of others not in privity. Decca was not intended to be a



beneficiary of this agreenent and is not entitled to a windfall.
Because Decca’ s positionis unaffected, a result that appears fully
equi table, we enbrace the partial subordination analysis.
Concl usi on

W find that a partial subordination occurred from the
subordi nation agreenent in this matter. Decca's status as second
priority lienholder remains undisturbed by the subordination

agreenent between the other parties.

Charl es E. Jones
Chi ef Justice
CONCURRI NG

Ruth V. MG egor, Vice Chief Justice

Stanl ey G Fel dman, Justice

Thomas A. Zl aket, Justice
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