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REAL ESTATE TRANSACTIONS

Fall 2003, Prof. Tracht

A. MORTGAGE LENDERS AND MORTGAGE LOANS

1. Introduction to the Mortgage Market

a. Real Estate is thought of as state law; each state is a sovereign government

1) Usually governed by juris where property is located; fragmented, not uniform across 50 states

2) 2 main areas of federal preemption:

a. Due on sale XE "Due on sale"  – mortgage becomes due on sale XE "Due on sale"  of property; Garn-St. Germain XE "Garn-St. Germain Act"  act (1982) preempted state law on “due on sale XE "Due on sale" ” clauses

b. Usury laws – state-law restrictions on interest rates that could be charged; Congress said that these laws could not apply to first mortgage loans on real property

3) Since at least Depression, federal government has taken role in fostering home ownership

4) Before Depression, mortgages typically made by Thrifts (S&Ls, Savings Banks)

a. Mortgage – a promise by someone to make a stream of payments in the future, secured by something (a house); security interest in real property

b. 2 separate documents – note that evidences the loan terms and mortgage that creates and evidences the mortgage

c. Deed: document that creates and/or transfers an interest in property

5) Mortgages financed are different than those we’re used to today (2 ways):

a. Terms were relatively short (5 and 7 years common, maybe 10 years) [today, 15-30Y]

b. Low loan-to-value ratio (LTV) – relationship between the amount of the loan and the value of the property (typically <50%) [today, 80%, 90%]

b. Depression – run on banks due to excessively risky investments; how to stop risky investments?

1) Close monitoring of types of loans that could be made; more active regulation

2) Essentially, S&Ls could only invest in residential mortgages and within 50 miles of home office, and could only have intra-state offices (no interstate offices)

3) Government also put caps on interest rates that could be paid to depositors

c. 1934, federal government creates FHA to insure mortgages that meet certain criteria

d. 1938, federal government steps in and encourages market in mortgages – FNMA XE "Fannie Mae (FNMA)"  (Fannie Mae)

1) FNMA XE "Fannie Mae (FNMA)"  chartered to sell bonds to the public, get $, and buy mortgages from S&Ls with that $

2) Result: secondary mortgage market

3) Purpose: increase liquidity to banks/S&Ls (not create mortgages itself)

e. 1968, FNMA XE "Fannie Mae (FNMA)"  split into 2 – FNMA XE "Fannie Mae (FNMA)"  (federal national mortgage association) and GNMA (government national mortgage association)

1) This was attempt to rectify capital shortage due to disintermediation – high interest rates and capped mortgage rates meant S&Ls paid out $ to depositors and ( less available to borrowers

2) GNMA remained part of federal government (HUD) – limited to low-income loans

3) FNMA XE "Fannie Mae (FNMA)"  split off and became quasi-independent, owned by shareholders

a. Similar to FHLMC XE "Freddie Mac (FHLMC)"  (Freddie Mac) (Federal Home Loan Mortgage Corporation)

4) GSEs (government-sponsored entities): FNMA XE "Fannie Mae (FNMA)" , GNMA, FHLMC; boards mixed elected/appointed

f. 1980, government removed caps on interest rates (real source of problem); many Reagan changes

2. Thrifts and Commercial Banks

a. What happens when interest in a mortgage is sold?

1) Debt/Equity ratio: the higher your D/E ratio, the riskier you look and the less credit-worthy you are; a low D/E ratio is a more financially solid company

2) Loan participation XE "Loan participation"  (or mortgage participation XE "Mortgage participation" ): undivided interest in pool of all mortgages

3) Mortgage-backed bonds: bonds secured by the loans (not done much any more)

4) Participation Certificates XE "Participation Certificates"  (or pass-through securities): certificates that represent interests in the mortgages

a. By doing PCs instead of mortgage-backed bonds, D/E ratio decreased and bank looks better

b. An interest in the pool – when someone makes a payment, servicer passes the money through to the owners of the certificates

c. If a borrower defaults, the holders of the PCs suffer the loss

5) Modified Pass-Through Securities XE "Modified Pass-Through Securities" : undivided interests in the pool of securities; here, payments are guaranteed by FNMA XE "Fannie Mae (FNMA)" , FHLMC, GNMA, etc.
a. If someone defaults, the guarantor will make the payments – you are guaranteed to receive the principal and interest as expected; safer investment, so lower yield

6) Collateralized Mortgage Obligations XE "Collateralized Mortgage Obligations" : long-term and short-term investments from the same pool

a. 2 types of CMOs – IOs (Interest Only) and POs (Principal Only)

i. If interest rates drop, people re-finance and pre-pay existing mortgages, so the POs get their principal back quickly (POs go up in value and IOs go down)

ii. If interest rates rise, people don’t prepay and IOs get continuing interest payments (IOs go up in value and POs go down)

b. Regulators and servicers began to treat IOs and POs as debt; S&Ls lobbied and in 1986 they got Congress to allow REMIC – Real Estate Mortgage Investment Conduits

i. The REMIC receives ownership of the mortgages from the bank, and in turn creates the IOs and POs and sells them to the public – also called off-balance-sheet financing; assets and liabilities of REMIC are not on the company’s books (reminiscent of Enron)

b. Securitization

1) Exploded in the past decade to 15 years – $3.5T currently

2) Diversification – advantage for small investors offering 

3) Liquidity – can sell them quickly through a broker

c. Functional view of mortgage market

1) Steps required:

a. Aggregate capital [Capital]

b. Find and screen potential borrowers [Origination]

c. Negotiate [Origination]

d. Execute documents [Origination]

e. Servicing [Servicing]

2) Who does loan origination?

a. Thrifts – down from 50% to 19% of market

b. Commercial banks – comparable to Thrifts at 20-25% of residential mortgages

c. Mortgage banks/companies – up from 25% to over 50% today

d. Mortgage brokers – don’t buy, sell, lend or borrow themselves, but bring together parties

e. Real Estate Brokers – they’re a in a great position to get the borrower’s business

f. Internet mortgages – it’s “pure information crunching,” so should be able to be done online

3) Servicing (e.g., WaMu, GMAC, Wells):

a. Servicer typically gets 0.25% of outstanding principal of mortgage – a lot in aggregate

d. Securitization of commercial mortgages recent development due to high transaction costs

1) Ratings agencies (investors don’t have to rate themselves) and credit enhancements helped

e. Standardization – FNMA XE "Fannie Mae (FNMA)" /FHLMC only buy conforming mortgages (meet all of their standards)

1) Forms: if a lender wants FNMA XE "Fannie Mae (FNMA)" /FHLMC to buy a loan, they have to use their forms

2) LTV ratio: 80% max, unless borrower buys private mortgage insurance (PMI)

3) Limits: maximum amount of loan accepted is $322,700 (this year)

3. The Credit Quartet

a. Valuing a Mortgage

1) Financial leverage – amount of your money vs. borrowed money that you put into the deal

a. Equity (ownership interest) – value of property less debt owed

b. Effects of leverage on borrower – incentive to invest in or maintain property

c. Risks to lender – the higher the leverage, the greater the possibility that the borrower won’t maintain the property properly (if more equity, more likely to maintain properly)

d. Parties are usually interested in high LTV – from the borrower’s perspective, higher LTV is better; key relationship is the one b/w the free-and-clear return and the cost of financing

2) Example: buy property for $400k:

a. Rent = $125k

b. Operating expenses = $75k

c. NOI (Net Operating Income) = $50k

d. Cash-on-cash return = $50k/$400k = 12.5%

e. This is the free-and-clear return – return you’d get w/o any financing (if you bought outright)

3) Add $300k loan (75% LTV) with $30k/year payments

a. Now CFBF/NOI (Cash Flow Before Financing / Net Operating Income) = $50k

b. CFAF (Cash Flow After Financing) = $20k

c. Cash-on-cash return = $20k/$100k = 20%

4) Mortgage payment calculation – [chart, pg A19]

a. Debt Service Constant (from chart) = (annual payment) / (amount of the loan)

5) Net Present Value: FV = PV (1 + i )^n  //  PV = FV / (1 + i )^n – [A 21 shows the amount of increase/decrease of an existing loan at a given current interest rate and time left]

b. Length of Mortgage

1) Due On Sale XE "Due on sale"  clause: if property is sold or transferred, the lender has the option to accelerate the mortgage (no cure permitted) 

a. Federal government held enforceable, preempting state law

b. If the borrower sells the property, they’re still liable to pay; the lender still has a property interest in the collateral (the mortgage) 

c. Before the sale, lender can collect from the borrower or foreclose on the property; after, they can sue on the note or foreclose on the property

i. Called “sale subject to mortgage” – buyer is not liable for mortgage

ii. Could have “Sale with assumption of the debt” where the buyer buys the property and agrees to be personally liable for the payment of the debt

1. Then, the lender could sue the borrower personally, the buyer personally, or foreclose on the property

d. 2 step analysis: 

i. What does the ( provide?

ii. Is that enforceable?

1. E.g., divided as part of divorce settlement, then enforceable; passed intestate, no

2. 9 exceptions to Garn-St. Germain XE "Garn-St. Germain Act"  [183-184]

3. If 1 part of the ( is unenforceable? ( Severability clause [p 1359, §15]

2) Right to prepayment – borrower’s ability to pay early if rates go down: Peter Fuller Enterprises v. Manchester Savings Bank TA \l "Peter Fuller Enterprises v. Manchester Savings Bank" \s "Peter Fuller Enterprises v. Manchester Savings Bank" \c 1 ; N.H. 1959; right to prepay is not automatic – if not negotiated, no right for court to create

a. Acceleration XE "Acceleration"  clauses aren’t automatic – at option of lender

b. Can write into agreement that you can’t prepay – enforceable but that really no remedy

i. Lender wins litigation, but borrower just stops paying, forcing acceleration which is what they wanted anyway

c. Can include provision that “compensates party for loss,” or “prepayment premium,” “prepayment fee,” or “yield maintenance provision” (not “penalty” – not punitive)

c. Rate of Interest

1) Interest – cost of money; consideration paid to lender for the use of lender’s money

2) Could have “points” – fees equal to 1% of the loan (may be treated as interest for taxes)

a. Lenders often offer a choice of lower interest and points or higher interest but no points

3) Monthly payments include more than just principal and interest – PITI – Principal Interest Taxes Insurance

4) How to protect against interest rate risk?  

a. Adjustable rate mortgage – change in rate becomes a change in monthly payment, so eliminates risk

b. Hedging – can take out insurance to guard against the risk

c. Prepayment Penalty – guards against losing money due to falling rates (and rising value)

d. Demand Loans – loans that can be recalled at any point due to rising rates (generally business loans)

e. Due on Sale XE "Due on sale"  clause – loan can be called if the borrower moves/sells

5) Variable rate mortgages

a. If interest rates (, mortgage rate (; if rates (, mortgage rates (
b. Lower interest rate b/c reduced risk to the bank (generally ~200 basis points)

c. Lower interest rates mean higher spread between ARM and fixed rate b/c bank (which wants to sell ARMs) needs to give a better rate to get people to take ARMs

6) Mechanics of ARMs; features:

a. Index – what it’s tied to, e.g., 30-day Treasury

b. Margin – difference between index and rate (say, 100 b.p.)

c. Caps – typically floors and caps:

i. Adjustment cap – max for any single adjustment

ii. Lifetime cap – max for life of loan

d. Adjustment period – frequency of adjustments (of interest rate & payments)

7) Often see hybrids, e.g., 5/1 adjustable – fixed for 5 years, then adjusts each 1 year after that

8) Other types:

a. Participating loan XE "Participating loan"  (participating mortgage XE "Participating mortgage" ): lower interest rate and a % of rents – compensation tied to performance of property

b. Shared appreciation mortgage – lender gets a % of increase in value of property

9) Usury – prohibition on charging any/excessive interest; over the past 500 years, usury law exceptions may have swallowed the rule

a. Szerdahelyi v. Harris TA \l "Szerdahelyi v. Harris" \s "Szerdahelyi v. Harris" \c 1 ; N.Y. 1986; loan is usurious (18%, 16% is max), so lender cannot enforce against borrower and borrower does not have to repay loan at all (harsh penalty)

b. Exceptions to usury statutes:

i. Purchase-Money Mortgage: when you sell a house and take back the mortgage on it; “a mortgage executed at the time of the purchase of the land and contemporaneously or after transfer of title but as part of the same transaction and to secure an unpaid balance of the purchase price”

1. You’d get some money and a promise to pay the rest; you take a mortgage to secure that promise

2. Have to know if you’re talking only seller financing or also 3rd-party financing (phrase is used both ways)

3. Can’t separate out the interest rate from the purchase price b/c often manipulated

ii. Loans to corporations

iii. Loans “for business purposes” – loans to an individual for a business purpose

iv. Credit cards – usury law of where lender is located governs

v. Senior (1st) liens on residential real property

1. Tells which lenders are exempted from state usury law – most, but not all (e.g., pension funds, individuals not included)

d. Amortization

1) Next Q: how much of that payment is interest vs. principal?

a. Amortization – paying off the principal that’s owed on the loan [pg A17-18]

b. Amount outstanding after a certain period of time [chart, pg A20]

4. Alternative Mortgage Instruments

a. Loan types that are not self-amortizing: 

1) Balloon payment (or balloon mortgage) – bank says that you’ll make payments as if a 30Y loan, but pay off after year 7

2) Standing loan (or interest-only loan) – no amortization during life of loan, entire thing paid @ maturity

3) Constant amortization – pay off the same amount of principal each year (payments go down over time)

4) Graduated payment – payments that are smaller @ the beginning and go up over time (supposedly to match earnings profile) 

a. If amortization is the reduction in principal, negative amortization is when you’re not paying enough to reduce the principal; ex:

5. Practice Problems on Mortgage Finance / Review Questions on Mortgagee Protections

a. Acceleration XE "Acceleration"  – if borrower goes into default, there is a “cure period,” after which the loan can be accelerated (there is a mortgage clause that accelerates if you go into default)

1) Once dept has been accelerated, borrower cannot cure simply by making the missed payments – all is owed

2) Acceleration XE "Acceleration"  clause is saying ‘we’re not happy any more and we want the risk back now’

3) Even after acceleration (any time before 5 days before sale) – late in enforcement proceeding – if you pay missed payment and enforcement costs, you can cure it and reinstate the loan

b. Material Adverse Change Clause [A 24]

1) You don’t have to prove objectively that there was a material adverse change, but only in your reasonable opinion

2) Issues about what should be included in clause – specifics vs. open-ended; lenders are nervous about relying on material adverse change clause to accelerate a loan

B. BASIC CONCEPTS OF RECORDING STATUTES

1. The Basics of Recording Statutes

a. Statutes ask who could have avoided the problem of lack of knowledge most easily?  

1) Cost-minimization approach; put the loss on that party that could have most easily avoided

2) Normally protect purchaser or mortgagee – one who has paid valuable consideration (not just nominal consideration)

b. 3 basic types:

1) Race XE "Notice Statutes:Race"  – whoever records first wins; if there’s a challenge about what interest has priority, whoever got to the courthouse first wins

a. Very few states use this approach

2) Notice XE "Notice Statutes:Notice"  – purchaser who acquires an interest in property (“in good faith”) without notice of a prior interest takes free from that prior interest

a. Jurisdictions evenly split between these and race-notice

b. Notice XE "Notice Statutes:Notice"  means 3 different things:

i. Actual knowledge – if B knows of A’s interest, B is on notice of it

ii. Constructive – record notice: if A recorded, B is irrefutably presumed to have notice, b/c B would know if checked the records, or else B’s fault for not checking

iii. Also constructive – inquiry notice: no actual knowledge, but aware of facts that should lead to ask some questions

3) Race XE "Notice Statutes:Race" -notice XE "Notice Statutes:Race-notice"  – if you purchase an interest in prop without notice of a prior interest and if you record before that interest is recorded, you’ll take priority over another interest

a. Have to both acquire interest w/o notice, and record first

b. This is what NY uses

c. How to use:

1) Start with the common law – first in time, first in right (with exceptions based on the statutes)

2) Never have to ask if the first party is protected by the statute; relevant question is whether the latter purchaser is protected by the statute

3) Moral: check the records immediately before purchasing the property, and record the interest immediately after your purchase

a. In a race juris, all that matters is if the prior party actually recorded

b. In a notice juris, need to inquire in some circumstances (insufficient just to search records)

4) To protect yourself in the meantime, when the form is being filed, you buy title insurance

a. Gov’t regulates insurance – minimum prices set to insure survival and guarantee solvency

d. Relativity of Title XE "Relativity of Title" : our legal system does not determine who owns a piece of property; court determines as among the parties before it, who has the better right to the property

1) Shelter rule XE "Shelter rule" : if B is protected against A, then B’s transferee must also be protected as against A

2) Recordation is about priority, not validity – if one interest has priority over another, junior interest cannot affect the rights of senior interest

e. Interests that must be recorded:

1) In general, almost every instrument that creates an interest in real prop can be recorded: covenants, judgments, options, long-term leases, etc.

2) Jurisdictions vary on: assignment of a mortgage (sell the mortgage), affidavits

3) Not covered by recording statutes: short-term leases (result: holder of short term lease prevails over a subsequent purchaser), wills, intestate transfers often not in the land transfers, rights of a trustee, title acquired by adverse possession

f. There are two sets of indexes for each year: by grantor’s name and by grantee’s name

1) Wild deed XE "Wild deed"  – a deed outside the chain of title (cannot be found by regular searches)

2. More on Recording

a. Kiser v. Clinchfield Coal Corp. TA \l "Kiser v. Clinchfield Coal Corp." \s "Kiser v. Clinchfield Coal Corp." \c 1 ; Va. 1959
1) Recording means more than giving it to the recorder – means recording it within the chain of title (some statutes say “duly recorded” – meaning properly, or within chain of title)

2) Deed has to be acknowledged (signed by notary) for it to be effectively recorded to prevent fraud

b. Tract indexes: list property by location, not by grantor/grantee (more common out west)

c. Title company does the title search (not the lawyer)

1) Generally don’t go to a title office; title insurance co’s set up their own recording indexes (title plants XE "Title plant" ) so they can do a search more effectively

d. Lis pendens XE "Lis pendens" : notice of pending litigation

1) This prevents one party from selling property during quiet title suit

2) At common law, everyone was deemed to be on notice following initiation of suit

3) Lis pendens XE "Lis pendens"  statutes say that you’re deemed to be on notice of litigation pending in the county where the land is located; if litigation takes place outside that county, only on notice if a notice of lis pendens has been filed

e. Whitehurst v. Abbott TA \l "Whitehurst v. Abbott" \s "Whitehurst v. Abbott" \c 1 ; N.C. 1945
1) Court: action involving the will (not real property) is an action affecting title to real property

a. Have to construe lis pendens statute more broadly – have to provide notice where title to property affected

f. Martinique Realty Corp. v. Hull TA \l "Martinique Realty Corp. v. Hull" \s "Martinique Realty Corp. v. Hull" \c 1 ; N.J. Super 1960
1) Sale-leaseback: you sell the prop and lease it back; financing transaction similar to mortgage

2) Court: MRC did have notice – inquiry notice (it’s not actual, and it’s not record) b/c it had an obligation to find out what interest every lessee had

a. Common law – leasehold is a non-freehold estate that was not created by livery of seizin

b. A form of personality – either ( law right (personality) or property law right (realty)

c. Point: you can’t just inquire of the seller to discharge your duties under inquiry notice; you also have to ask of the tenants

i. To do it: send a letter to the tenants with a copy of the tenant’s lease attached; ask them to specify if they have any rights over and above the lease

ii. Tenant isn’t required to respond, so put in a lease a section that says they have to 

g. How to take care of title problem:

1) Adverse possession – most common way to deal with infirmities of title

2) Suit to quiet title
3) Get a quitclaim XE "Quitclaim"  deed (maybe buy another person out)

4) Curative statutes/acts – to fix technical infirmity of the deed (e.g., notary’s license had expired)

a. Most jurisdictions have statutes that say that you can’t raise technical problems after a certain amount of time

5) Marketable title XE "Marketable title"  act – statute that protects title searchers in limiting the amount of time they need to go back in researching title

a. Basically, claims to real property will be void as against subsequent bona fide purchasers if it doesn’t appear in the record within a certain period of time

b. Problem – adverse possession doesn’t run against the government

C. REAL PROPERTY SECURITY INSTRUMENTS

1. Forms of Security Devices

a. Mortgages and Mortgage Equivalents

1) Courts have carved out protections for borrowers (mortgagors), lenders have wanted to create things that aren’t quite mortgages so as to avoid these protections

a. So, courts look at something that looks like a mortgage as a mortgage; e.g., a loan with reversionary interest at repayment will be treated as a mortgage (property held as security to pay off an obligation is a mortgage)

b. Sale of property in the case of default:

1) Judicial foreclosure XE "Judicial foreclosure"  – many jurisdictions require a court order for the sale of the property

2) Power of sale XE "Power of sale"  – some jurisdictions allow contracting around judicial foreclosure XE "Foreclosure"  requirement by adding a power of sale to the mortgage

3) Deed of trust XE "Deed of trust"  transaction – title given to a trustee, who would then either (a) transfer title upon finishing up paying off the debt, or (b) sell the property and give the right amount of money to lender

a. Deed from B to T is called a deed of trust XE "Deed of trust" 
b. B would be referred to as the grantor, C is the beneficiary

c. No substantive difference between a deed of trust XE "Deed of trust"  and a mortgage

c. Installment land contract XE "Installment land contract"  (a/k/a contract for deed): land bought in installments over a long period of time; typically used in situations with a very high LTV

1) Substantial forfeiture if default occurs after a significant period of time

2) In MD, buyer is entitled to get a deed and a mortgage when 40% paid (typical)

a. From that point forward, the buyer will get any equity they generate in the property; up to that point, there is no protection

3) In NY, an ILC is considered to be another word for a purchase-money mortgage

4) Lease could have similar effect, e.g., 20Y lease w/option to purchase at the end

a. Good chance a court would recharacterize as a mortgage (UCC Article IX would treat as security interest)

d. What makes something a mortgage?

1) The equity of redemption XE "Equity of redemption"  – right to repay a debt and reclaim the land even after default

a. Concern about unjustified windfall to lender (or forfeiture by buyer)

b. Court of equity would grant this right even if the loan documents did not permit it; over time, this relief became automatic – it picked up the name “equity of redemption XE "Equity of redemption" ”

c. Issues:

i. Self-protection – borrow will protect himself when he has equity in the property

ii. Costs – whole process is costly, so reduces any potential windfall

d. Law basically ignores interest rates (because it was formulated in 1600)

2) Lender’s recourse: Foreclosure XE "Foreclosure"  proceeding – closing the equity of redemption XE "Equity of redemption"  (ability of borrower to redeem)

a. Equity of redemption XE "Equity of redemption"  continues until it is cut off by an order of foreclosure XE "Foreclosure" 
b. Strict foreclosure XE "Foreclosure" : giving the land to the lender from the defaulting borrower

i. Very uncommon today (only in limited circumstances in CT, VT, etc.); usually for correcting flaw in procedure

ii. Instead, we sell the collateral

2. Junior Mortgages

a. Borrower can take 2nd loan on property to get full $; should say “subordinate XE "Subordination"  to mortgage to 1st”

1) In the case of default by B and subsequent sale, 2nd can:

a. Sit by and do nothing – they lose (get no $ and go home unhappy)

b. Bid against 1st; they’d have to pay off the Sr. liens but then could use their debt to credit towards the rest

c. Buy the senior mortgage [C20]

d. Cut a deal with the other side

b. Why so many mortgages prohibit junior liens on the property:

1) If the borrower has less equity in the building, he has less interest in maintaining the building

2) Recourse/non-recourse XE "Non-recourse obligation"  loans

a. Recourse XE "Recourse obligation" : lender can foreclose or go after borrower on debt if default (personal liability)

b. Non-recourse XE "Non-recourse obligation" : can foreclose but can’t go after the borrower (foreclosure XE "Foreclosure"  only)

c. Second (junior) loan is more risky, so more likely to be done on a recourse basis

3) Messes everything up; makes more complicated; examples:

a. If you restructure senior lien, then you risk seniority b/c you change your interest

b. Deed in lieu of foreclosure XE "Deed in lieu of foreclosure" : lender and borrower agree that if borrower gives property lender will forgive debt (not foreclose)

c. Bankruptcy XE "Bankruptcy"  code says that there’s an ‘automatic stay’ of collection actions

d. If an office building, money comes from tenants paying rent:

i. 1st can choose to not name the tenants in a foreclosure XE "Foreclosure"  proceeding; however, if 2nd isn't being paid either, they can join the proceeding and name the tenants, giving them ‘better leverage in the ongoing negotiation’ if they can name the tenants

ii. 2nd can inflict harm on 1st at no cost to itself; they don’t care if leases extinguished 

3. Construction Financing

a. Features of construction loans:

1) Central feature: take-out commitment: future loan commitment from another lender (take-out lender or permanent lender) to secure the house

a. If construction is done (and properly), they’re committed to making the loan

b. Provides assurance of repayment and that project makes sense; 2nd set of eyes watching

c. Construction lender has risk of house not getting built; take-out vendor has risk of completed house not having expected value

2) Very little collateral (high LTV): only collateral is land (e.g., worth $25k, so = 500% LTV)

3) Interest rate is going to be higher – say, 11% (premium interest rate)

4) Short term (not long), since he could borrow at 6% after construction is finished (e.g., 1Y)

5) Payments only at end when refinanced (not monthly) – no money (income) now

6) Probably negative amortization, where interest gets tacked onto loan during period

7) Phased disbursements of loan proceeds (e.g., closing, foundation, walled in, CO, complete)

a. Helps monitoring and oversight, plus keeps LTV in check

b. Land Finance: typical financial structure – Subordinated Purchase Money Mortgage XE "Subordinated Purchase Money Mortgage" :

1) Landowner has valuable land and sells to builder in exchange for PMM

2) Seller takes out mortgage and subordinates XE "Subordination"  to construction financing and take-out loan

3) Drawbacks:

a. If default prior to completion, seller may take loss ($10M loan, ½-finished mall worth $6M)

b. Only interest (not principal) is tax deductible to builder; capital gains tax for seller

c. Seller may not want to sell – if not, she can retain ownership by doing a ground lease

c. Ground Lease: common structure – seller keeps land, builder takes a long-term lease (say, 99Y)

1) Since it’s a lease, we call it rent (ground lease, so “ground rent”)

a. If nonpayment, seller can terminate the lease and retake the property

b. All rent tax deductible to builder as business expense; income tax due on rent received

2) Builder gets construction loan in exchange for mortgage on leasehold

a. Seller retains reversionary interest in fee simple; builder retains leasehold interest

3) After lease (99Y later), seller retakes property along with improvements on the property

4) Bankable Ground Lease – lease properly drafted to protect the lender

a. Construction lender’s interest becomes totally unsecured if seller terminates the lease

b. This causes builder to have to pay more for the construction loan; therefore, she’ll go back to seller and say that she can’t pay as much

c. Construction lender will want to step in and pay in the case of Dana’s default

d. Risky for construction lender – subordinated XE "Subordination"  and subject to loss if cancellation of lease 

d. Rockhill v. United States TA \l "Rockhill v. United States" \s "Rockhill v. United States" \c 1 ; Md. 1980; no duty on lender who obtains priority by subordination XE "Subordination"  to exercise care that funds are used for intended purposes

1) Facts: Beachams buy from Rockhills (mortgage); property damaged; Beachams took loan from SBA to fix up property and Rockhills subordinated XE "Subordination" ; Beachams squandered SBA loan $; Rockhills ask for priority b/c SBA didn’t supervise construction loan

2) Arguments as to why party should not be subordinated XE "Subordination"  after agreeing to subordinate XE "Subordination" :

a. ( – were there limitations in subordination XE "Subordination"  agreement that may be applicable here?

i. Express (: if agreement said, “subordination XE "Subordination"  to the extent that proceeds used to improve property”

ii. Implied (: PMM often includes agreement to subsequent financing, something like “we agree to subordinate XE "Subordination"  to future construction mortgages,” so that everyone knew

iii. Implied (: if const lender promised that funds would be used to improve the property

b. Equity

c. Common-Law Fraud – if there was collusion b/w parties

d. Tort – duty of care requires construction lender to monitor

i. Tort = Duty, Breach, Causation (cause-in-fact, proximate cause), Harm (damages)

ii. Duty: no relationship, perhaps foreseeable; negligence case ( duty to use reasonable care
iii. Breach: supervise loan proceeds – SBA should have made sure that the loan was being used for the right purposes

iv. Court rejects this argument of tort duty here (some others have accepted it); says that parties need certainty in structuring transactions; reading in provisions deprives parties of the freedom to ( in the way that they want

v. Tort law is for parties who couldn’t ( to assert rights that they would have (’d for
3) Policy decision?  Maybe a fairness argument (equity)?  Options: 

a. If no ( about responsibility, then responsibility (duty unless (’d out)

b. If no ( about responsibility, then no responsibility (duty unless (’d in)

c. Either way, parties free to ( around it

d. This court’s decision wasn’t about policy, but about consistency – be consistent to the (
4) Information-forcing default rule: maybe construction lender is a sophisticated party and mortgagee is an individual (less sophisticated), so put requirement on the sophisticated party
5) Main points:

a. Court says that you shouldn’t infer a term if the parties didn’t ( to it

b. Fairness is not usually a very good guide

c. Economics usually drive the structure of the law

d. Law usually evolves towards efficient rules

e. Law should do what benefits the maximum value of the parties in the (
e. In re Vietri Homes, Inc. TA \l "In re Vietri Homes, Inc." \s "In re Vietri Homes, Inc." \c 1 ; Bank. D. Del. 1986; equitable subordination XE "Equitable subordination" \t "See Subordination"  XE "Subordination:Equitable"  – doctrine where court will subordinate XE "Subordination"  an otherwise senior claim under equity (to take away improperly obtained benefit)
1) General rule: one party doesn’t owe a duty to another; they’re able to enforce their contractual rights (we’re not going to do something every time you do something “not nice”)

a. Here, no claim of “egregious misconduct,” so they try a 2nd claim:

b. If insider or fiduciary, then simply inequitable or improper conduct needed (not egregious misconduct)

2) Equitable subordination XE "Subordination:Equitable"  is not a punitive doctrine – it’s remedial (to undue the harm one creditor caused to another)

a. Court may subordinate XE "Subordination"  only to the point necessary to fix the damage that was done

b. Not often successful – fairly easy to allege but fairly difficult to win

f. Kemp v. Thurmond TA \l "Kemp v. Thurmond" \s "Kemp v. Thurmond" \c 1 ; Tenn. 1975; if loan is an obligation, timing doesn’t matter; if not, then can only take priority if given first

1) Mechanic’s liens XE "Mechanic’s liens" : assurance of payment for those who do the work 

2) No contractual agreement re: mechanic’s lien XE "Mechanic’s liens" , but statute that says that if you provide material or money for construction then you get a lien

3) Efficiency rationale: contractors have a higher %age of defaults than other situations and will therefore always ask for lien rights (compared to other situations), so we just put it into law

4) Lien by law (as opposed to () works well when you’re not concerned about individual terms in the (
5) Time for mechanic’s liens XE "Mechanic’s liens" : “1st visible commencement of work”

a. If 2 subcontractors started at different times, both get the date of the start of construction (not necessarily their piece)
6) Date of priority for the construction loan (mortgage) over mechanic’s liens XE "Mechanic’s liens" :

a. Obligatory advances: date that construction loan recorded

b. Optional advances: date the advance is actually made

c. Optional/obligatory distinction makes workouts difficult – subsequent agreements run the risk of subordinating XE "Subordination"  subsequent advances to the mechanics liens

g. Hadrup v. Sale TA \l "Hadrup v. Sale" \s "Hadrup v. Sale" \c 1 ; Va. 1959; prior unrecorded lien (H) against subsequent purchaser for value (S)
1) Facts: Hadrup does some work on Normandy Village, then Normandy Village sells the property to the Sales; statute says that in order to perfect your lien you have to file it before 60 days after completion of the building

a. Inchoate lien – it’s there but not real until recorded, though it then exists as of the original time; here, since done in time, it relates back to the time before the S’ took priority

2) Court uses notice argument to find for Hadrup; under this statutory theme (one of many out there), risk on purchaser to see that contractors get paid

a. There are things you can do, like title insurance or putting money in escrow until construction completed, but people usually just eat the risk (doesn’t happen often)

4. Transfers of Encumbered Property

a. If a building owner (A) wants to get some of the equity out of a partially-paid-off building, she can:

1) Take out a junior mortgage:

a. 90% LTV, 13%, 10Y, – fees, – debt service (seller and bank) = effective interest rate 10%
2) Refinance the whole thing:

a. 90% LTV @ 10% & 20Y, – fees, – debt service = cost of capital 10%
b. Not coincidence – you pay a premium for a junior mortgage, but when you average the junior and senior ones together, the overall charge is going to be comparable

i. In refinancing, you typically get a slightly lower rate (market may be 10.5%) b/c you have the lower upfront rate

3) Sell the building

a. Sale cost, – fees, – taxes = cash but no building

b. If rates went up since property bought, argues for junior mortgage and against refinancing or sale

1) Suppose A sells to 3rd-party (B) and conveys her entire interest in the property

a. Original owner (S) has senior mortgage

b. B has Fee Simple (equity of redemption XE "Equity of redemption" )

c. S and B are not in a ( together; B has non-recourse obligation XE "Non-recourse obligation" : loan where you can only go after the property and not the purchaser personally

2) This assumes no due on sale clause in the mortgage, so A was able to sell and make $

3) If default, S can sue A personally to collect the debt or sue B to foreclose on the land to collect the debt and neither has the right to say that you have to go after the other first

a. Primary and secondary liability has nothing to do w/creditor’s rights against either of them; it has to do w/where the liability should end up b/w the parties

b. If A pays S, she becomes subrogated XE "Subrogation"  against the primary obligor; A steps into S’ shoes taking over his rights against the primarily liable entity; A purchases S’ rights by paying S

c. B is primarily liable – purchased property for ½-price b/c supposed to make the payments

4) Change in facts: A sells to B, B contractually promises to pay the debt owed to S; there’s a default; how many ways can S seek to collect on the debt?

a. S can sue A on the note; he can foreclose on the land under the mortgage; he can sue B personally under 1 of 2 theories – if B made the promise to S, S can enforce that directly, and if B made the promise to A, S can enforce it as a 3rd-party beneficiary

b. B would be primarily liable and A would be secondarily liable

c. If A paid off the debt, she’d get S’ rights to sue B personally or foreclose on the land

5) A’s in the position in these last 2 cases to be a surety XE "Surety"  – not primarily liable, but contractually obligated to pay the debt; if she pays, she gets subrogated XE "Subrogation"  to S’ rights (against B)

a. Surety (A) is in a vulnerable position; if S and B renegotiate their deal, A gets left out in the cold, so law should protect A
b. Maxim: the surety XE "Surety"  is a favorite of the law; law says that if S and B modify their deal, that releases surety XE "Surety"  from its liability b/c it’s not the deal surety XE "Surety"  agreed to

i. If S releases only the land from B, then A is only released from the land; if B personally released, then A personally released 

ii. Law of Suretyship: surety XE "Surety"  can stand on the strict letter of the ( and variation is fatal

5. Remedies of Secured Creditors

a. Pre-foreclosure XE "Foreclosure"  Rights

1) If a loan gets into trouble, two sides begin to try to work out a deal

a. If borrower gets into trouble (e.g., lowered NOI and no equity), lender has risk – they have fully performed (given $), but borrower hasn’t paid back

b. Bankruptcy XE "Bankruptcy"  is costly and time-consuming for lender

2) Remedies available to the lender:

a. Mortgagee-in-possession XE "Mortgagee-in-possession"  provision: provision in mortgage that says “upon default, lender entitled to take possession of the property”

i. Borrower could agree or court order to enforce mortgagee-in-possession provision

ii. Borrower continues to hold equity of redemption XE "Equity of redemption"  (it’s possession, not ownership)

iii. Mortgagee-in-possession is treated as quasi-fiduciary – they have to account to borrower for income and expenditures while in possession

b. Assignment of rents XE "Assignment of rents" : agreement that says something like “upon default, lender has right to collect rent from tenants and I hereby assign rights to rent to lender upon default”

i. Problem of tenants not really knowing who to pay

ii. More likely to be seen in workout agreement than original loan – not often done at outset b/c to work the lender would have to get the rents and borrower doesn’t like

iii. Seemingly splitting off the flow of rent (to the lender) from the possession (borrower)

c. Getting a receiver XE "Receiver"  appointed for the property; receiver XE "Receiver"  – court-appointed officer to take control until the court can decide which one should get it

i. Receiver then collects rent from the property, pays for the maintenance, and hands leftover amount to the court (which then decides what to do with it)

ii. Typical mortgage contains provision allowing for appointment of receiver XE "Receiver"  after default

iii. Downsides:

1. Receiver ends up being like a 3rd-party – every time borrower and lender fight about property, receiver XE "Receiver"  also has to file papers

2. Receiver has to get paid and hire counsel; not efficient

d. Lender may push borrower into bankruptcy XE "Bankruptcy"  by filing involuntary bankruptcy XE "Bankruptcy:Involuntary"  proceeding

i. Then, borrower keeps possession and control of the property, but operates under the jurisdiction of the bankruptcy XE "Bankruptcy"  court (felony instead of breach of contract or tort)

3) 4 types of deals:

a. Forbearance XE "Forbearance"  – “hang on – I’m working on selling/restructuring and I’ll have money soon”

i. Where it seems likely that a deal will happen, lender will likely sit on their rights for a bit; may do w/o an agreement, day-to-day, or formal agreement (90 days)

ii. Lender wants to not prejudice of any future rights – therefore, want a formal agreement that says “not a waiver of defaults or any future rights or remedies”

b. Restructuring XE "Restructuring"  – consensual modification of agreement between borrower and lender

i. Maybe a change agreement so borrower continues to own/operate property and make lower payments; in time he’ll be able to pay a little extra and everyone will be even

ii. Restructuring XE "Restructuring"  can work if the borrower and lender are willing to work together

c. Deed in lieu of foreclosure XE "Deed in lieu of foreclosure"  – offer of property (deed) in exchange for waiving deficiency

i. Borrower has no interest, and Sr. has title (fee simple) and Jr. has mortgage

ii. Can arrange that the mortgage is kept alive by deeding to subsidiary of Sr. – keeps from merging 

iii. Then, Sr. will deal with Jr. mortgage by foreclosing on itself – forecloses the senior mortgage and wipes out the junior mortgage 

iv. Advantage to lender: doesn’t have to foreclose; saves some risk, time, money

v. Advantage to borrower: since you’re saving lender something, hopefully you can extract something in exchange; maybe tax implications, this gives you some control

vi. Disadvantages:

1. Most often shows up in executory deed in lieu (or escrowed deed in lieu XE "Deed in lieu of foreclosure:Escrowed deed in lieu" ) XE "Deed in lieu of foreclosure:Executory deed in lieu of foreclosure" : suppose borrower is willing to deed property, but wants to keep an interest in managing (suppose a 5-year management contract)

2. Deed in lieu may be set aside later by a court if not found to be fair in all respects

3. Fraudulent conveyance risk (transfer of asset for less than reasonable value) ( need evidence that property is worth less than the debt

vii. Wensel v. Flatte TA \l "Wensel v. Flatte" \s "Wensel v. Flatte" \c 1 ; Ark. Ct. App 1989; 

1. Facts: W owns land and gets behind in payments; borrows $100k from F and gives F a note and a mortgage; W defaults and asks F for an extension; F agrees

2. W sues saying that he still owns the property – argument that it was a mortgage (not a deed), and only foreclosure XE "Foreclosure"  can eliminate the equity of redemption XE "Equity of redemption" 
3. Court concludes that it was not a mortgage

4. There was a 2nd document – Note Secured by Real Estate; F didn’t forgive debt – otherwise he wouldn’t have gotten a note; (, concept of it being a mortgage is just wrong – if it was a mortgage, they would have cancelled the original debt

5. Intent – the parties didn’t intend it to be a mortgage; they knew how to do a mortgage and didn’t here

6. However, substance (not form) governs and you can’t waive equity of redemption XE "Equity of redemption" 
7. Court comes out seemingly backwards here b/c this is a workout situation and we there is a general public policy towards settlement, not litigation

viii. Court could have said “you can’t waive equity of redemption XE "Equity of redemption"  in an original mortgage, but you can in a workout,” and this decision would have made sense

ix. This agreement is an ‘executory deed in lieu XE "Deed in lieu of foreclosure:Executory deed in lieu of foreclosure"  of foreclosure XE "Foreclosure" ’ – “give me one last chance, and if I can’t make it good this time, the property’s yours”

1. Raises worry that lender may be taking advantage of borrower’s last chance

2. Russo v. Wolbers TA \l "Russo v. Wolbers" \s "Russo v. Wolbers" \c 1  lays out when you can and can’t do this – even still, many jurisdictions won't allow it

d. Friendly foreclosure XE "Foreclosure"  – can enter into a contract agreeing to foreclosure XE "Foreclosure"  and assistance in exchange for waiver of liability or whatever

i. No deed in lieu – cooperation in foreclose and no claim on deficiency

b. Foreclosure XE "Foreclosure" 
1) Foreclosure XE "Foreclosure"  Sale Terms and Conditions

a. Basics – a note and a mortgage; lender can sue on note, foreclose on mortgage, both

b. Equity of redemption XE "Equity of redemption"  – borrower’s right to pay off even after default (until foreclosure XE "Foreclosure"  sale) whether documents say it or not – developed over the past 450 or so years

c. Foreclosure sale – if the property is worth more than the debt, someone will pay that and the borrower will get the amount (equity) in excess of the debt

i. If property is really worth more than the debt, borrower should sell before foreclosure XE "Foreclosure" 
ii. (, usually only have a foreclosure XE "Foreclosure"  sale when the property is worth less than the debt

d. Debtor protection statutes – legislatures step in to help people during periods of severe economic distress (1880s/1930s)

i. Statutory right of redemption (e.g., Russo) – some legislatures said equity of redemption wasn’t long enough, and extended right to time beyond foreclosure XE "Foreclosure"  sale

1. About ½ of states have statutory right of redemption

ii. Anti-deficiency XE "Anti-deficiency statute"  statute – may prohibit lender from suing borrower for a deficiency at all, or force lender to give borrower credit for full value of property (not what was obtained at foreclosure XE "Foreclosure"  sale)

1. About ½ of jurisdictions have them in one sort or another

e. Procedural limitations (non-waivable statutes):

i. Prior resort rules: you have to foreclose on the collateral before you can sue the borrower personally

ii. Election of remedies provisions: might say that you have to sue on the collateral first or else you’ve waived the collateral; if you choose to sue on the note, that’s fine, but you’ve waived your right to the collateral (you’ve elected a remedy)

iii. One-action rules: lender can only bring one action; if want to bring a foreclosure XE "Foreclosure"  proceeding and get a deficiency, must bring them at once (and name all people)

1. E.g., NY §1301 XE "§1301"  [C33]: §1301.1: similar to one-action statute, but not quite

2. §1301.1: when you sue on the note (mortgage debt), you can't foreclose on the mortgage (land) unless you're short "judgment... unsatisfied"

3. §1301.3: you can't start a foreclosure while a suit on the note is ongoing

4. NY §1371 [380] XE "§1371" : anti-deficiency statute: foreclosing mortgagee must make a motion for a deficiency judgment in the foreclosure proceeding; o/w mortgagee waives that deficiency claim altogether

2) Junior Interests 

a. SNDA – Subordination XE "Subordination" , Non-Disturbance and Attornment agreement: agreement b/w tenant and lender up front to give tenants and bank some protection

i. Subordination XE "Subordination" : tenant agrees that lease is subordinate XE "Subordination"  to mortgage (lender insists on that provision)

ii. Non-Disturbance: bank agrees that they will not disturb tenant’s rights under the lease as long as tenant fulfills obligations under lease

iii. Attornment: tenant agrees that they will recognize foreclosure XE "Foreclosure"  sale purchaser as landlord, should there be a foreclosure XE "Foreclosure"  sale

c. Post-foreclosure XE "Foreclosure"  Redemption Rights

1) Russo v. Wolbers TA \s "Russo v. Wolbers" ; Mi. Ct. App. 1982; 

a. Transaction timeline: default, deal, argument about if deal is cut, litigating about deal, litigation about settlement agreement (was it binding even though lender didn’t sign it)

b. General rule: anything said in settlement discussions not admissible at underlying trial

i. This is different b/c they’re litigating whether an agreement had been reached

c. ‘Right of redemption,’ like ‘equity of redemption,’ is a term of art (means pre-sale right of redemption)

i. Court looks at ‘equity of redemption’ waiver cases to conclude wavier is enforceable

d. Deficiency Judgments

1) Mid-Kansas Fed. S&L v. Dynamic Development Corp. TA \l "Mid-Kansas Fed. S&L v. Dynamic Development Corp." \s "Mid-Kansas Fed. S&L v. Dynamic Development Corp." \c 1 ; Ariz. 1991; basic application of anti-deficiency XE "Anti-deficiency statute"  statute

a. Facts: 4 parcels, each with senior debt of $106k ($425k total); then, another loan for $102k, secured by jr mortgage on all 4 parcels; developer defaults; bank brings foreclosure XE "Foreclosure"  proceedings and is only bidder, then sues borrower for other $425k that’s owed

b. They call this an election of remedies, although it isn’t a true election of remedies statute

c. Anti-deficiency statute: after a trustee sale or judicial foreclosure XE "Foreclosure"  sale on PMM, you can’t get a deficiency if it’s a certain type of property

i. They could bring a non-judicial foreclosure XE "Foreclosure" ; by not foreclosing on the 1st mortgage, they’re going after the borrower’s personal assets rather than the collateral

ii. Even though the election of remedies statute may allow this, the anti-deficiency statute prohibits this (if it applies) – viewed as undercutting the anti-deficiency statute

d. Court holds that it doesn’t apply, since it only applies to residential use of 2.5 acres or less, and this does not protect the borrower here (b/c he’s a developer, not a homeowner)

e. And yet the bank loses b/c of Doctrine of extinguishment XE "Doctrine of extinguishment" : bank has 1st mortgage and equity of redemption, and court says that they merge (disappear)

f. “It becomes clear that property that the bank has is the primary fund for the repayment of the amount owed to the bank itself”

2) Union Bank v. Gradsky TA \l "Union Bank v. Gradsky" \s "Union Bank v. Gradsky" \c 1 ; Cal. Ct. App. 1968; can’t prejudice the surety XE "Surety"  and then go after the guarantor [C28]

a. Facts: Bank makes ~$112 construction loan to Bess Gradsky for mortgage; loan secured by Max Gradsky (no relation), general contractor; work gets done, Bess can’t repay; Bank gives 2 extensions, Max consents 2X; bank forecloses, leaving $11k deficiency

b. When Bess defaults, Bank has to go about trying to decide how to collect on the debt

i. Could sue Bess on note (w/o seeking to foreclose)

1. Prior resort rule XE "Prior resort rule"  – have to go after the property 1st and only then can go after Bess

ii. Could sue Max directly

1. §580d XE "§580d"  intended ‘obligation’ to be read broadly, so they can’t go after Max (until after they foreclosed on the collateral)

iii. Could bring judicial foreclosure XE "Foreclosure"  proceeding

1. Borrower is entitled to statutory right of redemption; §726b XE "§726"  says that you can seek a deficiency judgment (w/in 3 months of foreclosure XE "Foreclosure"  sale)

iv. Could bring nonjudicial foreclosure XE "Foreclosure"  proceeding (executing power of sale in deed)

1. Bank does bring nonjudicial foreclosure XE "Foreclosure" 
2. They can’t then sue Bess; §580d XE "§580d" : if you do a nonjudicial foreclosure XE "Foreclosure" , you cannot then get a deficiency judgment against the borrower

c. Court invokes theory of estoppel to say that bank cannot sue Max

i. Bank did a nonjudicial foreclosure XE "Foreclosure"  and eliminating the possibility of getting a deficiency against Bess

ii. If Max pays, he’d get the Bank’s rights against Bess – but they’re none…

iii. Court: having chosen an enforcement strategy that prejudiced the surety XE "Surety"  (Max’s subrogation XE "Subrogation"  rights), they thereby released him from his obligation

iv. Court talks about waiver – he could have waived, but they’re not going to stretch the law to help the bank and therefore Max is off the hook

3) State Bank of Albany v. Amak Enterp., Inc. TA \l "State Bank of Albany v. Amak Enterp., Inc." \s "State Bank of Albany v. Amak Enterp., Inc." \c 1 ; N.Y. Sup. Ct. 1974; one-action rule in NY (§1371 XE "§1371" )

a. Facts: Amak guarantees repayment of debts and grants a mortgage to SBA to secure its guarantee; judgment, foreclosure XE "Foreclosure"  sale; $43k shortfall; Bank sues Amak; defense: weren’t named in prior judicial foreclosure XE "Foreclosure"  proceeding, waiving right to claim deficiency

b. Court rules on the basis of §1371 XE "§1371"  [380], statute applicable to getting deficiency judgment

c. Holding: §1371 XE "§1371"  releases guarantor from liability the same way it would release borrower

i. §1371 XE "§1371" : foreclosing mortgagee must make a motion for a deficiency judgment in the foreclosure proceeding; o/w mortgagee waives that deficiency claim altogether

d. Borrowers cannot waive anti-deficiency statutes

i. Could guarantor?  Maybe (many cases, many answers)

e. General concept of NY statute is one-action rule; if you go to bring another one, court will ask why; ‘Leave of the court’ is there for an unexpected change in circumstances

e. Reforming Mortgage Foreclosure XE "Foreclosure" 
f. Lending Discrimination

1) Intro

a. It’s clear that there’s different treatment of white vs. minorities, it’s not clear what the causes and extents are; this makes a difference when thinking about policy implications

b. Boston Fed study of white and black applicants in Boston area (adjusting for income) found that if blacks had same income as whites, 11% of whites & 17% of blacks rejected

i. Criticism of study: other factors not accounted for (e.g., wealth, education levels) and most due to 1 lending institution (Fleet)

c. 4 main federal statutes; many states have laws in addition to federal ones – concerning general discrimination, redlining, sexual orientation discrimination, marital status

2) Fair Housing Act – FHA: 1968 act to prohibit discrimination on race, color, religion, sex, handicap, national origin, familial status (doesn’t cover: age, marital status sexual orientation)

a. Issue in NAACP v. Am. Family Mut. Ins. Co. TA \l "NAACP v. Am. Family Mut. Ins. Co." \s "NAACP v. Am. Family Mut. Ins. Co." \c 1 ; 7th Cir. 1992; 

i. §§3604-3605 prohibit discrimination by anyone engaged in residential real estate related transactions (services)

1. Court concludes here that it also includes home insurers

b. Enforcement: justice department, or private action (individual or testers)

3) Equal Credit Opportunity Act – ECOA: covers credit transactions (credit card, school/business loans, etc.); broadened in 1976 to cover race, color, religion, national origin, family status, age

a. Grew out of feminism to ensure female access to mortgage (concern: gender/marital status)

b. Enforcement: generally FTC, but others (e.g., DOJ) and private enforcement

4) Home Mortgage Disclosure Act – HMDA: 1975 act to make lenders disclose lending practices; broadened in 1989 to require recording by location & race, national origin, gender and income

a. Concern was redlining – lenders refusing to lend in urban neighborhoods, leading to deterioration of those neighborhoods

5) Community Reinvestment Act – CRA: requires lending institutions to “help meet the lending needs of the local communities in which they are chartered”

a. Similar concerns to HMDA

b. Enforcement: regulators can reject (e.g., merger) if your CR record is not in compliance

6) Causes of discrimination: 

a. Bigoted = intentional discrimination

b. Incorrect stereotypes, bad models = mistaken discrimination

7) Profit impact: discrimination should drive up costs and down profits; in a world where bigotry is not everywhere, discrimination can be driven out of the market if based on bigotry

a. One of the best ways to discourage this is to encourage new entries and competition

b. Statistical discrimination (non-bigoted) can and does exist in marketplace with non-bigoted rational lenders trying to maximize profits (example of Bob vs. Barbara for loan)

i. Also, issues of cultural affinity – often room for miscommunication

8) Model for disparities – ‘Rational Disinvestments In Creditworthiness’

a. Talks about things that affect credit rating – paying on time, getting credit, etc.

b. If people believe that they’re not going to qualify for a mortgage anyway, they won’t invest the time in getting a good credit profile; becomes a self-fulfilling prophesy

9) Farris v. Jefferson Bank TA \l "Farris v. Jefferson Bank" \s "Farris v. Jefferson Bank" \c 1 ; Bankr. E.D. Pa. 1996; allowable under ECOA to require wife’s signature on a mortgage but not the note

a. Facts: husband goes to make loan; bank says okay, but wife has to co-sign note and mortgage; a few years later, bankruptcy XE "Bankruptcy"  for husband and wife; she claims violation of ECOA by forcing her to sign

b. Why did bank only agree to loan if wife would co-sign?

i. House owned as tenants by the entirety; cannot get lien unless both sign mortgage

ii. Maybe husband would try to hide assets in wife’s name to avoid trouble (nah…)

iii. Maybe bank said that he’s credit-worthy today, but fear of asset transfer to wife

c. She’s asserting ECOA is affirmative defense on suit over note, claiming note is invalid, so statute of limitations (2Y) doesn’t apply; ECOA Spousal Defense – difficult issue for lenders

D. PURCHASE AND SALE OF REAL PROPERTY

1. The Contract of Sale and Statute of Frauds XE "Statute of Frauds" 
a. Three phases in the sale of property:

1) Marketing Period – leading up to contract

2) Executory Period – leading up to closing

3) Post-closing period – want ( not (
b. Contract of Sale – commitment from both sides

1) Why contract? 

a. You want a commitment from the other side before making the expenses required

i. Buyer wants to arrange for financing

ii. Seller wants to house kept off the market and move-in time

b. Enforcement: if seller can re-sell at market price, no damages; buyer only specific perf.

i. Money put down at time of ( (up to 10%) may be kept as liquidated damages

2) 6 categories of things in the contract of sale [Note: difference b/w 1 party and (]:

a. 1 – What the seller is obligated to give to the buyer

i. Physical property – borders; improvements; condition; quality of title; liens or encumbrances

b. 2 – What the buyer is obligated to give to the seller

i. Deposit; total purchase price; how paid; PMM? Terms?

c. 3 – Conditions precedent XE "Conditions precedent"  [pre-ceed-int] (set of events that have to happen before party’s obligations become binding on them) to buyer’s obligations to complete the purchase:

i. Satisfactory inspection of property

ii. Subject to financing clause (ability to get mortgage)

iii. Sale of buyer’s existing house (controversial – tough to negotiate)

d. 4 – Conditions precedent XE "Conditions precedent"  to seller’s obligations to sell the property to the buyer:

i. Seller’s ability to deliver good title to the property

e. 5 – Seller’s remedy if buyer breaches

f. 6 – Buyer’s remedy if seller breaches

c. Closing: the performance of the contract of sale

1) Deed goes to buyer; buyer gives note and mortgage to mortgage lender

2) Mortgage lender gives $ to seller’s lender; anything in excess goes to seller

3) Seller’s mortgage company gives release and satisfaction of the mortgage

4) Buyer gets title insurance from title insurance company

5) Everything has to be recorded

6) Closings can be face-to-face (normal in NE) or escrow (rest of country)

d. Potential remedies:

1) Look to the contract of sale for their rights and remedies

a. There are 2 (s: Contract and Deed (at closing)

b. 2nd (deed) supercedes in general, but if only mentioned in 1, that governs

i. Doctrine of Merger XE "Doctrine of Merger"  by Deed XE "Merger by Deed"  – whether or not 2nd agreement (Deed) supercedes 1st (Contract) on item in question

2) Tort – suit for fraud, negligence, strict liability against seller, or house inspector, original builder, lawyer

3) State law – implied or statutory warranties
e. Statute of Frauds XE "Statute of Frauds"  – requirement that certain things be in writing or else the transaction is void:

1) Identify parties

2) Description of property: has to identify property, but does not have to be complete/precise

3) Price to be paid: usually, but not always, required

4) Signature of party to be charged: Q of “what’s a signature” – is email address/fax # enough?

a. General definition of signature: any symbol made or adopted with intention to authenticate writing as that of the signer (so email/fax probably does)

5) 2 exceptions: Doctrine of Part Performance XE "Part Performance, Doctrine of"  and Equitable Estoppel XE "Equitable Estoppel" 
a. Doctrine of Part Performance XE "Part Performance, Doctrine of"  – courts can enforce even where SOF not satisfied if 1 of 2:

i. Buyer is in possession of real property

ii. 2 prongs: either buyer paid some portion of purchase price or buyer made valuable improvements to the property

b. Equitable Estoppel XE "Equitable Estoppel"  – when a party pleads SOF, but this would really allow them to commit fraud, courts won’t let them do this

i. Requires detrimental reliance; SOF is a shield, not a sword

f. Baliles v. Cities Service Co. TA \l "Baliles v. Cities Service Co." \s "Baliles v. Cities Service Co." \c 1 ; Tenn. 1979; Equitable Estoppel – bank made the agreement, so court made them uphold it even though it technically failed the SOF

1) Facts: Newman buys lots 99 and 100; gets a $5k loan and starts working on the house, then runs out of money; releases one lot back to Cities Services and asks for the deed on the other; they say no; Newman assigns contract to Baliles who pays $6,500; Cities says no ( that satisfies SOF

2) Court’s holding on SOF claim: not specific enough about property to be sold (doesn’t unambiguously describe property to be conveyed – doesn’t mention county or state)

a. Court takes a hard line b/c we want to encourage people to document these deals with great care; wants agreements laid out with specificity to avoid disputes in the future to:

i. Prevent fraud 

ii. Encourage consideration by parties about the terms of the deal

iii. Provide a moment of fear or caution before signing to reduce chance of buyer’s (or seller’s) remorse

2. Conditions XE "Conditions precedent" 
a. Note (again): difference between condition precedent XE "Conditions precedent"  to ( and condition precedent XE "Conditions precedent"  to party

b. Subject to Financing clauses: allow borrower to get deposit back in the event that they can’t secure financing; create opportunistic opportunities for borrower to spoil financing

1) Clause might read “buyer’s obligations hereunder are contingent upon obtaining a mortgage”

2) Gerruth Realty Co. v. Pire TA \l "Gerruth Realty Co. v. Pire" \s "Gerruth Realty Co. v. Pire" \c 1 ; Wis. 1962; seller offer of financing does not bind for lack of definiteness in (
a. Question is what a reasonable person would have read to mean; court says ‘language is too vague’ – not sure if this is saying a lack of meeting of the minds or void for vagueness

b. ‘Acceptable’ (good faith) standard is subjective; reasonableness standard is objective

3) How to mitigate:

a. Describe exactly what financing is acceptable; specify range of acceptable mortgages (see form mortgage, including length, term, fees)

b. Contract doctrines, including implied obligation of good faith: all discretion has to be exercised in good faith

c. Reasonableness standard: e.g., they said “acceptable”, they mean “reasonably acceptable”

c. Attorney Approval clauses: each party has 3 days to have attorney review

1) Indoe v. Dwyer TA \l "Indoe v. Dwyer" \s "Indoe v. Dwyer" \c 1 ; N.J. Super. 1980; attorney's review doesn’t have to be reasonable; they don’t have to give explanation for withholding approval of (
a. Should attorney be able to reject for any reason?

i. Yes: lawyer is counselor, advisor, etc.

ii. No: lawyer should be constrained to legal review

d. Time Is Of The Essence clauses: holds a party in breach if they cause a delay

1) May make sense to include this clause if time really is of the essence, but not necessarily otherwise; what if your party has an unexpected delay (like a car accident)?

a. In NY, generally it’ll say that closing must be held w/in 30 days of a specified date

b. Sometimes you have deals that have to close by a certain time for tax reasons, but you don’t want to make ‘Time Is Of The Essence’ a default (unless you mean it)

e. Risk of Loss: who bears risk if something happens between ( and closing?

1) Common law of Equitable Conversion XE "Risk of Loss:Equitable conversion" : buyer entitled to specific performance in sale of real property, so same for seller

a. (, from time of contract, buyer has property from the time you sign the contract of sale

2) Alternative: Massachusetts rule XE "Massachusetts rule" \t "See Risk of Loss" 

 XE "Risk of Loss:Massachusetts rule" : parties really understood that seller was going to deliver land and improvements at the time of contracting to the seller (implied condition)

a. If the implied condition is violated, buyer excused from the obligation of purchasing

b. Supports expectation of parties that risk would shift at closing or at change of possession

c. Approach taken by Uniform Vendor and Purchaser Risk Act, UVPRA XE "Uniform Vendor and Purchaser Risk Act"  [613]

3) Insurance aspect – concept of insurance is that company indemnifies you for loss suffered from a particular event coming to pass

a. Issue if common law jurisdiction and loss occurs: insurance at this time belongs to seller, who shouldn’t be able to recover from insurance and buyer

b. Some courts say that what insurance payments given to seller, they’re put in constructive trust to be maintained for buyer (in lieu of property); some say buyer had no insurance and seller no loss, so insurance company not on the hook

c. Practically, seller should add buyer to policy, buyer should get own policy, or should add as contract term what will happen in loss event (maybe something like UVPRA XE "Uniform Vendor and Purchaser Risk Act" ):

i. Doesn’t talk about who bears loss, but rather about what the rules of law are in the event of damage to the property

ii. Defines effects on parties’ rights and obligations in the case of destruction to property

iii. In effect in NY

3. Caveat Emptor XE "Caveat emptor"  and Quality of the Property

a. Disputes usually arise for one of two reasons:

1) Physical condition of property

2) Legal interests in property – title, lien, etc.

b. Caveat emptor XE "Caveat emptor" : let the buyer beware; not a doctrine itself, but sum of doctrines

1) Common law: buyer had no right to rely on any oral representations of seller

2) Silence ok; fraud/false statement claim usually defeated by doctrine; e.g., no right to rely, PER

a. When rule developed (c. 1600), land worth more than structure; inspection wasn’t difficult

b. Today, structure is worth more than land; doctrine has broken down over past 50-100 Y

c. Stambovsky v. Ackley TA \l "Stambovsky v. Ackley" \s "Stambovsky v. Ackley" \c 1 ; N.Y. 1991; equitable rescission for change during executory period

1) Facts: haunted reputation decreases house value, so it’s a material fact that wasn’t disclosed

2) Claim: fraudulent misrepresentation: intentional fraudulent statement about something material that’s reasonably relied upon

3) Court: no fraudulent misrepresentation b/c no representation (( no misrepresentation); but, failure to disclose is misrepresentation if there’s a duty to disclose

a. Under NY law, no general duty to disclose [653]

i. Exceptions: confidential or fiduciary relationship, obligation to correct affirmative misrepresentation, active concealment [654]

b. No duty, yet court provides equitable relief (rescission, not damages); elements: [656]

i. Seller created condition [specific to NY]

ii. Condition is material

iii. Peculiarly w/in knowledge of seller

iv. Latent problem (not easily discoverable)

4) Other possible tort causes of action: fraudulent/negligent misrepresentation; elements:

a. Misrepresentation

b. Reasonable reliance (to detriment)

c. Condition is material

d. Peculiarly w/in knowledge of seller

e. Latent problem (not easily discoverable)

5) Possible contractual action, e.g., warranty based on statement, promise, statutory framework

d. Duty of broker/agent: Easton v. Strassburger TA \l "Easton v. Strassburger" \s "Easton v. Strassburger" \c 1 ; Cal. App. 1984; where broker knows facts materially affecting value that aren’t known to or w/in reach of buyer, broker/agent is under duty to disclose these facts to buyer [47]

4. Representations, Warranties, and Statutory Protections

a. Contractual terms intended to defeat claims that buyer may have against seller:

1) Merger clause XE "Merger clause" : all prior understandings merged (incorporated) into ( [§28(a), D16]

a. Seeks to exclude parol evidence; doesn’t preclude entering contemporaneous statements or papers that get to understanding (only prior things)

2) Integration clause XE "Integration clause" : expresses full agreement [§28(a), D16]

a. Says that there’s no contemporaneous statements that add/modify this document

3) Reliance XE "Reliance" : express statement that there was no reliance (to negate that element)

a. §12: “fully aware” – no reliance; “own inspection” – I checked; “solely” – no inducement / reliance; “not upon any representations” – no misrepresentation; “and shall accept as is” – implied covenants/warrantees

i. “As is” clause XE "As is clause"  – no implied covenants/warrantees; no promises that something would be fixed; defeats express or implied warrantees about condition or quality of property

b. Limitations:

1) If buyer induced into ( with fraud, then ( void and clause can’t have effect (never effective) 

a. Fraudulent inducement into ( invalidates consent; different from fraudulent statement that doesn’t invalidate (
2) Can’t waive right to sue for fraud

3) There’s an obligation to perform in good faith, but no obligation to negotiate in good faith

c. NY disclosure statement [D20]; statutory disclosure requirement

1) §462: Duty: seller must complete statement and provide to buyer; if not, buyer gets $500 @ closing, but does that complete responsibility? [Tracht thinks no, article indicates maybe]

d. Housing merchant implied warranty XE "Housing merchant implied warranty"  [D27-30 / 663-64]

1) Statute passed by legislature year after NY decision and in response to Richards v. Powercraft Homes TA \l "Richards v. Powercraft Homes" \s "Richards v. Powercraft Homes" \c 1 ; Ariz. 1984; common law rule of implied warranty of workmanlike construction [659]

a. Limits builder’s liability; called implied warranty statute, but really cuts the other way…

b. This is really about shifting the burden: takes contractual concept and turns it into tort

c. Note: UCC (n/a to real property) says implied warranty of fitness and merchantability

2) §777a XE "§777" :

a. 1 year for non-skillful construction

b. 2 years for systems (plumbing, electrical, etc.)

c. 6 years for material defect

3) Negligence standard (para 2); ( bears burden of proof of non-skillful construction/installation

e. Doctrine of Merger XE "Doctrine of Merger" : later agreement that seems to contradict earlier agreement; later agreement governs (merged = ‘abandoned’)

1) Normally, talking about Merger by Deed XE "Merger by Deed" : promises that are made in the ( of sale itself 
2) Merger is a question of intent - ( law doctrine; if agreement has nothing to do with title (e.g., planting tulips), probably not meant to revoke; if it does, hard to tell

3) Exceptions to doctrine of merger:

a. Collateral promises/independent covenants: doctrine doesn’t make sense about things that wouldn’t naturally appear in the deed; e.g., warranty of fitness, promises to make repairs

b. Promises that would only take place after the deed: by nature, couldn’t be taken care of by the time of closing; e.g., tulips

c. Presumed intent: if parties meant for it to survive closing and not be merged into the deed; express statement of parties… [D12, bottom left]

4) P.B.R. Enterprises v. Perren TA \l "P.B.R. Enterprises v. Perren" \s "P.B.R. Enterprises v. Perren" \c 1 ; Ca. 1979; if promises made, should have been put into deed of trust XE "Deed of trust"  [670]

a. Facts: people buy house w/problems; giving back subordinated XE "Subordination"  PMM; seller promised no payments due until work done; seller gives deed, buyer gives back PMM; buyer doesn’t pay b/c promised repairs weren’t done; seller brings foreclosure XE "Foreclosure" 
5. Seller's Title Obligation

a. Seller has to give title to the property; issues:

1) Does seller have title?

2) Can seller prove it?

a. Recording system helps, but doesn’t really settle questions – substantial limitations

b. Market devices to deal with difficulty of proving title:

1) Opinion from lawyer: lawyer does research and writes document saying that in his opinion you have title and here’s why [was common but now rare]

2) Abstract of title: someone who isn’t a lawyer searches title; no legal opinion on title, but certifies that search done correctly and these documents found [was common but now rare]

3) Contractual assurances: warranty; seller would be liable

4) Title insurance XE "Title insurance" : insuring that title today is such; terms:

a. Schedule A: what is insured; e.g., purchase price, description, legal interest obtained

b. Schedule B: exceptions and problems with title; e.g., easement, prior interest, mortgage

c. Purposes of title insurance:

i. ‘Smoke out’ potential title problems so you can decide whether to purchase or not

ii. If loss occurs, title insurance co will indemnify for loss

iii. Title insurer is obligated to defend title (conduct litigation) in case of claim of interest

c. Quality of title to be delivered will be stated in (; could be: [ex: Para 13, D12]

1) Marketable title XE "Marketable title" : title that a reasonable buyer would be willing to accept

a. Implied term if ( is silent

b. If current use of property violates zoning laws or has encroachments, title isn’t marketable

c. List of known exceptions should be mentioned in ( of sale as limitations on quality of title

2) Good title of record

3) Good and marketable title XE "Marketable title"  (bad one)

d. Types of deeds:

1) Quitclaim XE "Quitclaim" : no promises about title you’re getting

2) Warranty deed: warranting and if no good you can come and recover from me

e. Options if seller is unable to deliver marketable title XE "Marketable title" :

1) Rescind ( (walk away); ask for deposit back

2) Buy anyway; waive condition; can ask for discount b/c of problem

a. Mokar Properties Corp. v. Hall; N.Y. 1958; cannot demand price reduction [699]

i. Court: entitled to specific performance for (, but not entitled to have court rewrite (
3) Seek specific performance (perhaps w/abatement)

4) Sue for monetary damages

a. Loss in most jurisdictions; good faith lack of marketable title XE "Marketable title"  is failure of condition precedent XE "Conditions precedent" , not breach

b. Flureau rule XE "Flureau rule" : buyer entitled to return of deposit & limited direct consequential damages

f. Deed contents:

1) Rights of title; could say nothing – quitclaim XE "Quitclaim" 
a. In deed, seller conveys to buyer everything (entire interest, whatever it may be); then write exceptions, e.g., easement; not: “I convey w/exception of easement”

2) Covenants of Title or Warrantees of Title; 2 categories:

a. Present covenants; warrant that something is true as of date of deed itself; breaches occur at moment deed is given – statute of limitations start running at that moment

i. Covenant of seisin: seller actually owns estate that they’re conveying

ii. Covenant of right to convey: promise of full power to transfer interest; [could own w/o right to convey; right on alienation (if enforceable)]

iii. Covenant of right against encumbrances: no outstanding interests in 3rd-parties (mortgages, easements, covenants, etc.)

b. Present covenants are personal to purchaser: next purchaser can’t sue original seller; gets property, but doesn’t get cause of action (can’t sell cause of action)

c. Future covenants: first two say same thing

i. Covenant of warrantee: no one with a better interest will disturb your possession:

1. General warranty: buyer is getting good title

2. Special warranty: if I inherited the problem, I’m not warranting against it

ii. Covenant of quiet enjoyment: no one with a better interest will prevent your quiet enjoyment of your property

iii. Covenant of further assurances: promise by seller to take any needed steps to cure defects that show up in buyer’s title

d. Future covenants run with the land: new grantee could sue original seller

e. General (and NY) rule: covenants not implied, must be express (stated in deed)

3) Damages for breach of title covenant

a. Limited to purchase price paid to grantor; liability cannot exceed price paid for property

b. Real world: limited by title insurance; value can be increased if you pay more

g. Relationship b/w marketable title XE "Marketable title"  obligation and covenants of title

1) There can be a problem that violates one but not the other

a. Marketable title XE "Marketable title"  can be violated by claim in executory period (but not claim after closing)

b. Covenants can be violated by something that a reasonable purchaser would accept

6. Title Insurance

a. Not on exam

b. Title insurance XE "Title insurance" : insuring that title today is such; if it turns out that it isn’t right and you later suffer a loss, we’ll pay you on the following terms: 

1) Schedule A: what we’re insuring; e.g., name of insured, purchase price (max payout), physical description of property (boundaries), legal interest obtained (e.g., fee simple) 

2) Schedule B: all exceptions and problems with title; e.g., easement, interest of prior owner’s heirs (if any), mortgage

3) Purposes of title insurance: 

a. ‘Smoke out’ potential title problems so you can decide whether to purchase or not

b. If loss occurs, title insurance co will indemnify for loss

c. Title insurer is obligated to defend title (conduct litigation) in case of claim of interest

i. Key rule: if a client comes with a problem and insurance that may cover it, notify insurance company immediately to not risk defaulting over defense rights
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