MORTGAGE LENDERS AND MORTGAGE LOANS
· 1. STATE LAW= RE/Mortgage law= jurisdiction where property is located
· Pressure twds standardization thru integration of financial markets (natl, intl)

· 2. Many policies to support homeownership b/c thought to be good (sense of belonging, obligation to comm., stake in econ & social order)
· Ex: tax law (interest on HM is deductible on fed taxes); feds sponsor 2ndary home Mor. Mark.

· BASIC INFO
· LTV= amt of loan / value of property (higher( riskier)

· Mortgage= security interest in a piece of real property that secures performance of an obligation, permits mortgagee to have property sold upon default?; title to property sold in condition that title existed in when mortgage was perfected (recorded)

· Note= contract defining primary obligations (interest, date, default ramifications)

· Mortgage= document creating security interest in real property= right of lender upon default to sell property and apply proceeds of sale to debt
· Security Interest= interest that secures an obligation (usually to repay a loan)
· EQUITY IN THE PROPRTY= diff b/w the value and the amt. owed on the prop

· Rollover= loan is periodically repriced at an agreed spread over the appropriate, currently prevailing rate

· GSE= Privately held corporations with public purposes created by the U.S. Congress to reduce the cost of capital for certain borrowing sectors of the economy

· Primary Market= where original loans are made

· Cyclical Market- usually liberal extensions( inc in delinquencies + foreclosures

· Varied Markets (single fam v other; old v new; low rent v luxury; urban v rural…)

· secondary Mortgage market= where existing mortgage loans are bought and sold; market in mortgage backed securities 

· HUGE- ½ mortgage loans securitized by FNMA, FLMC= $3.5 trillion

· Mortgage Servicing= collection of payments, remittance of proceeds to lenders, assuring insurance and taxes paid, corrective action post-delinquency (usually done by other, get %)
· May be done by L but usually not; get ¼- ½ % per yr
· Secondary Securities Market= can have this for anything involving a stream of payment- bundle the loans, sell interests in them( get liquidity

· Note: haven’t had downturn since this blew up( don’t know what effect corp bankruptcy would have…

· Subordination= to the extent 2 interests are inconsistent the sr. interest will govern

· Underwriter= institutions that guarantee that when a mortgage lender makes a loan, it’s favorable enough terms that loan can be met by borrower( loan can be funded

· Securitization= process by which mortgages are typically sold as part of pool of similar mortgages

· Coupon= periodic interest payments made to bondholders during life of the bond
· Primary role of Lawyers= risk management/anticipation( look 2 3 risk areas:

· (1) Borrower’s repayment (honest? Credit worthy?

· (2) property (value? Good title? Liens? Envir concerns? Good Ts?)

· YIELD TO MATURITY= The percentage rate of return paid on a bond, note, or other fixed income security if the investor buys and holds it to its maturity date. The calculation for YTM is based on the coupon rate, length of time to maturity, and market price. It assumes that coupon interest paid over the life of the bond will be reinvested at the same rate
· PURCHASE MONEY MORTGAGE= “mortgage executed at the time for purchase of the line or contemporaneously w/the acquisition of legal title, or afterward, but as part of the same transaction to secure an unpaid balance of the purchase price” (see book S v. Harris for def)

· ( seller allows sale to go on despite lack of full down payment if buyer gives them a note secured by PMM secured by the property (and will agree to be subordinate to mortgagee)
HISTORY
· Rise of Secondary Mortgage Markets (65-75% new loans sold on market)

· Pre-depression Mortgage Financing: SLs made mortgage loans to borrowers. Simple. Lended higher than gave depositors. Used deposited $ to make loans.

· Short term (usually 5 yrs), low LTV (usually 50% max)

· Would appraise homes much higher to get around LTV limits
· Usually at end of term would refinance or ask for extension on basis of good past perf.
· Depression: many lost their income + house values decreased + no one to buy homes to make $ to pay( widespread mortgage defaults( banks take a loss( depositors $ gone! ( Bank Holiday (FDR shuts down for a month)( Responses: (Natl Housing Act of 1934)
· 1. FED DEPOSIT INSURANCE (Fed S&L Corp, Fed Deposit Corp)(FDIC, FDLRC)
· A.( Stability( Prevents run on the bank (Wonderful Life)

· B. ( Higher Risk Investments Made by Banks- no longer imp for bank to seem reliable, conservative since $ was insured( 

· i. ( GOVT TIGHTENED/ADDED REGS (ex: only home mortgage loans allowed, branches only in home state)

· Capped interest rates (since ppl wouldn’t care about risky investments would go wherever rates were highest)
· RESULT: proliferation of banks/SLs b/c kept small, local, limited(15K in 80s)
· 2. FED HOUSING ADMIN created (HIGHER LTV + LONGER MATURITY)
· Response to
· A. Low LTV( hard to get a mortgage

· B. Short term( worry about rollover soon(uncertainty
· Issued optional MORTGAGE INSURANCE to borrowers; takes over L’s rights upon default (( can sue B, etc)

· Criteria: 30 yr mortgages up to 80% LTV (longer term!)!!
· CHECK- did govt require longer term or just made them desirable now?
· Minimize risk to lender( inc # ppl who qualify( expands market
· VA- guarantees (no premium)

· Risky for private underwriters (tho exist) (see BN 3 for risks)
· Post 1930s- Feds= principal underwriter of RE mortgages (25%)s

· 3. Creation of SECONDARY MORTGAGE MARKET( liquidity
· Response to:
· A. needed to inc. amt $ available (fixed at amt. deposits taken in)

· B. regs kept banks as small, local institutions (( geographically isolated markets couldn’t coordinate w/each other) (NE tended to have more savings, growing areas more demand)

· Federal National Mortgage Association (Fanny May)- 1938 (govt agency)
· ROLE= buy mortgage loans from B, SL( sell bonds to public( use $ to buy more mortgage loans( liquidity 4 B, SL
· 2nd ROLE= even out regional disparities in mortgage market

· Logistics: fed govt has LOW borrowing rates( borrow low, buy mortgage loans w/high interest rate( PROFIT (why( GSE)
· Purpose: capital for markets in new & used housing, holing down cost of housing, inc # homeowners, limiting cyclical fluctuations in housing market
· Late 60’s, Early 70’s- INFLATION( interest rates up (makes up for $ being less in the future when it’s paid back) BUT govt cap on interest rates( disparity b/w bond and interest rates 
· Result: ppl took $ out of B, SL (= Disintermediation) and bought bonds instead

· ( Rise of Money Market Mutual Fund
· Prob w/bonds: can’t take part of $ out

· ( ppl started putting $ directly in bond market/stock market

· ( CREDIT CRUNCH= no $ in banks to lend out
Responses to Disintermediation
· 1. Boost 2ndary Mortgage Market to get cash into banks (inc # who can be homeowners) ( FNMA split into 2 entities to boost liquidity of mortgage loans

· A. FNMA= GSE (govt sponsored privately owned entity)

· Backed by US treasury; has “agency status”( tax exempt, some securities regs, can borrow at low interest
· Also tries and help ppl (homepath.com)

· 3 primary areas(1) portfolio investment (2) credit guaranty (3) makes $ thru tech services (originating, underwriting, etc

· B. GNMA= Govt Natl Mortgage Assoc.= part of fed govt (housing and urban dev) (=corp owned by the govt); low income lending
· Focuses on buying mortgages for low income housing

· Purchases VA/FHA insured mortgages

· Guarantees pass-thru mortgage backed securities issued by HUD

· C. 1970 FHLMC (GSE)= Fed Loan Home Mortgage Corp. like FNMA. Heart of SMM.
· Corp whose stock is owned by 12 fed home loan banks( securities have status of obligations to the US

· Why? Otherwise FNMA would have monopoly

· Also market foreclosed homes (homesteps.com)

· Can’t compete w/FNMA, FLMC b/c get low govt rates( no one else can raise $ as cheaply. How do they still get these rates? Technically can’t, but govt won’t let 2 trillion institution go under. ( implicitly insured ( systemic preservation.
· Bondholder lend at slightly higher rate than govt but MUCH lower than anyone else

· Loans purchased by GSE’s r securitized= packaged w/similar loans into marketable securities

· CONFORMING CRITERIA (some of this is set by Congress)

· Cap on principal amt:

· LTV limit: (unless B purchases mortgage insurance)
· 2. 1980- Remove Interest Rate Caps of Banks (( can compete w/bonds)

· Flipside: reason for caps= prevent riskier investments needed to generate $ to pay higher deposit rates( prob returns, need this!

· 3. Congress deregulated types of investments they could make (ie now allowed RE , business + construction lending)

· PROB: these areas require more expertise B, SLs didn’t have

· 1981 Major Tax Reform Act- tax bens of building outweighed costs. Dumb.
· Accelerated depreciation right-offs. Gift to RE industry.
· 1986 Tax Reform Act: cut back RE tax pref( many ½ finished buildings no longer worth it( banks suffered massive loss on defaulted construction loans (commercial banks knew bettr
· Late 1980s: Deregulation. Collapse of RE market. Commercial RE values dropped close to 50%
· S&L collapse of late 80s( Fed govt pays off depositors of failed SLs. Cost fed govt $250 billion.

· 1993-94: Genesis of this market.

· L benefits: (1) higher yields( can buy new loans at higher rates (2) inc liquidity (3) higher efficiency b/c economics of sale
OPTIONS IF YOU DON’T HAVE ENOUGH $ TO MEET LOAN DEMANDS

1. Sell Some Mortgages

a. Lemon Market Problem= sense if you want to sell that 1, I don’t want that 1 (b/c seller wants to sell highest risk mortgages) ( buyer won’t pay as much b/c either

i. High risk b/c seller in better position to know strength of the loan OR
ii. Buyer does due diligence( high transaction costs( won’t pay as much
2. Solution: Sell undivided interest in the mortgages  (ie ½ interest in all) (shared risk 
a. Usually in: commercial loans- more $, proportionally smaller DD
b. Similarly: big commercial RE loans, many lenders will lend, each a %
3. Pool mortgages and sell off securities backed by them

4. SELL BONDS= borrow $ w/mortgages as collateral …. 2 types (bond= lend $; bond seller agreed to repay principal at specified time. Interest bearing bonds pay interest periodically)
a. ( holder of the underlying loans don’t sell the loans.
b. Mortgage Backed Bonds= mostly extinct b/c Ls didn’t like effect on balance sheet)
i. Sell bonds to investors using mortgages as collateral for the debt to investors
1. Can get good rate on the bonds 
2. = one of original steps in mortgage backed securities market
3. = a lot of what FNMA originally did- bought mortgages, sold mortgage backed bonds= how FNMA raises $ 

a. ( either lender or FNMA can sell MBB

ii. Used when: old, very low interest rate loans (not marketable as MBS)
c. Pay-Through Bond= owner holds debt instrument, payment of which is secured by pool of mortgages; get montly payments

i. Advantage: counters negative effect on balance sheet of sale of portfolio of mortgage loans at a discount( originator can amortize loss on the discounted “sale” instead of showing it all in 1 yr
ii. Vs. MBB: these are secured by collateral= the monthly income payment stream (principal, interest, prepayments)
iii. Vs. Security: here investors don’t have ownership interest in underlying mortgages
5. ***Sell mortgages to the public + investors (( again have Lemon Prob( sell interest in them) = PASS THROUGH MORTGAGE BACKED SECURITIES
a. Holder has ownership/undivided interest in underlying mortgage pool
b. Pass through= monthly payments passes from servicer to investor, less servicing fee
c. Participation= share in expected return on a mortgage pool (originator usually services)
d. Participation Certificates= undivided interest in a pool of all mortgages (done via broker)
i. Adv: get CASH instead of a mortgage
e. Straight Pass Through= default taken out of investor’s share
i. Prob: PC holder doesn’t know likelihood of default( not willing to pay as much
f. Modified Pass Through= guaranteed by entity like GNMA, FNMA, FHLMC( they securitize the pool of mortgages into a liquid instrument( back to L( sells to public
i. Each pool has a coupon= pass through rate= rate of interest (which is lower than that of the underlying mortgages…)
ii. Deal in weighted averages… BN 11
iii. Usually PC’s originate w/them (or MBCs if coming from FNMA)
iv. Usually originators continue servicing them
v. = undivided interest in FHA and VA mortgages
vi. Set up in advance; FNMA commits to buying @ set price w/in set time
vii. Rate bank charges borrower depends on what 2ndary market is paying for PC
1. GNMA- mortgages backed by VA or FHA
a. 3 types: straight, modified, semi-annual paying bonds of interest payments subject to call
b. GNMA II: can be backed by pool of mortgages w/diff interest rates (( regionally diversified pool)
2. no real risk for FNMA, b/c govt standing behind the payments
viii. SWAP PROGRAM= FNMA buys mortgage loans w/100% interest in pool of loans; keep guarantee fee (small % of each payment)( buyer willing to pay more b/c PC is guaranteed (though at lower rate than it was initially for…)
1. B, SL will also take out small % (.25) for servicing

ix. CONFORMING LOAN GUIDELINES- fix problem of lack of knowledge

1. LTV: 80% (Exception: PMI= Private Mortgage Insurance)
2. Cap= maximum amt set each yr base on changes in housing market
a. 2006= $417,000 (bc don’t care bout helping them, small % re voting
b. ( higher rates for bigger loans b/c not as liquid as smaller loans
g. Partially Modified Pass Through= guaranteed by PMIC to insure against shortfall up to certain amt (say 5-10%)
GSE’s, Criticisms, and Why Others Can’t Compete

6. Other companies can’t compete b/c GSE’s can pay more for mortgages b/c implicit fed guarantee( lower cost of capital (= primary cost in this business)
a. ( lower interest rate for conforming loan, b/c want to be able to sell to GSE
b. Private companies (ie Merril Lynch) do the same for non-conforming loans
c. GSE Advantages

i. get capital more cheaply (bc public view govt backs them)
ii. tax preferences
iii. exemptions from securities laws (ie don’t have to register)
d. ( fed subsidies in area of $6 billion, $2( shareholders, $4( subsidize mortgage loans
7. CRITICISMS OF GSEs: (( why they should be fully privatized…)
a. 2 bil govt $ going to shareholders
b. Mega-corporations( systemic risk of concentration of assets (purchase 50% all conforming mortgages, hold 2/5 publicly held federal govt debt)
c. No Competition( slower innovation + higher costs
d. Conflict of interest- mixed public/private( unfair to both.
e. Original mission has been fulfilled
8. Recently had accounting scandals (CN 12)( big impact on markets
a. tried to smooth their earnings (make it appear stable)
9. Solutions:

a. Cap amt $ they can have, size of their portfolios
b. Privatize over time so others can compete( reduce concentration
COLLATERALIZED MORTGAGE OBLIGATIONS= Mortgage backed security comprised of bonds backed by same mortgage collateral;serialized bond issue functionally similar to diff classes of preferred stock

· PROBLEM: diff investors want diff things long vs short term, safe low yield v. risky)

· SOLUTION= CMOS= sell diff interests( realize more $ via better matching

· TYPE 1: $10 mil in mortgages at 7%( 3 classes (riskier( higher rate of return)
· 1: “fast pay”= get 1st $4 mil repaid + interest on it until it’s repaid (almost no risk)

· ( might pay $4.8 mil for this; short term
· 2: get interest on the next $4 mil all along, principal once 1 is paid out

· ( might pay $4.4 for this (( 6% expected rate of return)

· 3: “slow pay” interest on last $2 mil until $8 mil paid out, then get $2 mil (long term)
· ( any default comes out of this group (and interest is reduced accordingly)

· ( might pay $1.3 million for this (expected rate return 20, 30, 40%)

· ( TOTAL= $10.5 million (b/c of tailoring, in exchange for $10 mil in mortgages)

· TYPE 2: Pos (Principal Only) vs. IO (Interest Only)- Inverse interests:
· VALUE= function of how fast prepaid (PO want quick, IO wants sloooow)

· Affected by: INTEREST RATES (lowered( refinancing)

· ( play the market by predicting prepayment rates (commercial mortgages only have blackout rates during which can’t prepay; some residential can pay fee prepay

· Problem: really selling securities, not mortgages( IRS treats as debt on books; bank wants it to appear as a sale( would sell mortgages to trust, trust sells to public, pays S cash for mortgages
· Solution: REMIC= Real Estate Mortgage Investment Conduits (= separate legal entity, transfer mortgages to them which issue securities, so can treat as sale) created by congress
· Issued thru FHLMC( lowered cost of home mortgages a lot. They pay semiannualy. 

· Savings for homebuyers( attract investors at lower interest rates

· Response to: unpredictability (tend to prepay/default faster as rates fall, repay slowly as rates rise)

INTRODUCTION TO MORTGAGE MARKET
· WHO BORROWS? Residential nonfarm( commercial( 3% farms

· WHO LENDS? RE mortgage funds( savings institutions( commercial banks( life insurance companies( fed govt related agencies( pension funds, individuals 

· Thrifts= SLs, savings banks

· Commercial Banks= do all; largest funder secured loans for RE construction projects (see BN for details of what they do) (like short term( liquidity (like construction project loans)

· Mortgage companies/banks- major originators for lg institutional lenders (BN 3)

· Real Estate Investment Trusts (REIT)= equity trust (better for tax purposes)= hold ownership interests in mostly income-producing properties like office buildings BN 4

· OTHER PARTICIPANTS
· PMIC= private mortgage insurance companies. Usually only insured top 25-30% loan (( if foreclosure sale yields less than amt owed PMIC will pay 25-30% diff)

· Also gives modified guarantee for mortgage-related securities

· Act as conduit for primary mortgage lenders lacking volume to participate in SMM
· MORTGAGE INSURANCE: shift risk to 3rd party( minimize risk to L( inc # ppl who qualify( expand housing market (FHA, VA are primary insurers- 25%) (risky for non govt but on the rise BN 3

· Mortgage loan= assignable interest
LIFE CYCLE OF A MORTGAGE (diff businesses make $ doing diff pieces of this)

1. Raise Capital

2. Identify Possible borrowers

3. Screen

4. Negotiate terms of the loan + draft/execute loan docs

5. Servicing the mortgage (massive; largely automated for performing loans, prob personal if troubled)
6. Who owns the mortgage/holds the loan?
· LOAN ORIGINATION= steps 2, 3, 4
· L makes $ thru fees; POINTS= % mortgage (may be due at closing…1, 2, 3 points)

· Banks may offer trade off of more points for lower interest rate, vice versa

· PLAYERS
· Thrifts(B, SL; 40% (15% today); commercial banks(↓, 20-25%); Mortgage Cos (60-65%)
· How a Mortgage Company Might Operate= major originators of M for lg institutional Lenders
· Ads( locate borrowers( screen

· A. ( borrow $ from bank + loans it (charge fee) ( sell mortgage to investor (B, SL, etc)( pay off bank right away (( minimal interest)

· B. take $ from ultimate 3rd purchaser and use that for the loan

· C. could sell to FNMA, but they usually buy significant pools at a time

· Make $ on… 

· Fees 

· Surplus from reselling 

· Servicing the mortgage and charging fees (or selling servicing rights)

· More efficient at 2-4 ( cheaper( can lend cheaper + makes sense for B, SL to buy mortgages from them b/c of this
· Major customers: life insurance cos, most mortgage Lenders acquire mortgages from them 
· MORTGAGE BROKER- identifies borrower, helps them apply for loan

· Make $ by: charging fees(usually) + lender pays for bringing in loan (usually)

· Conflict of Interest: get paid more for more expensive mortgage…

· BUT studies: borrowers that use brokers fare better; still troublesome
· Who Holds Mortgages Once they’re made?
· Originators- hold ¼ but going down

· Investors (pension funds, insurance companies- have $, want long term investments)

· Benefits: get to invest in many mortgages, diversify w/o incurring origination/servicing costs

· FNMA, FLMC- have sig amts in their portfolios
· Lender’s Security Market Transactions:  (BOOK! NOT CLASS!)
· Originate

· ( pool or transfer to conduit who pools from many L’s 

· A. sell to investors

· B. use as security for mortgage backed security

· ( transfer pool to trustee
· ( trustee issues certificate (equity or debt participation) ( certificates sold by pooling entity or conduit (= warehouser) to investors

· REMIC= Real Estate Mortgage Backed Investment Conduit= fixed pool of mortgages w/multiple classes of interests held by investors; any entity meeting reqs can be treated as REMIC (BN 9)

RAMIFICATIONS OF SECONDARY MARKETS
1. Push twds. Standardization via federal pre-emption (don’t wanna deal w/50 when buying pool)
a. Don’t need all mortgage law standardized; just major legal issues affecting investment

i. Regional, national, intl interplay( natl standards of uniformity, acceptability
b. 1982 Garn St. Germain Act: “due on sale” clauses are enforceable in res mortgage loans

i. Rationale: restriction on DOS clauses negatively affect mortgage market

c. Usury Law Pre-emption= can’t restrict amt interest charged on senior mortgage loan on residential real property; give general cap CHECK
d. Standardization of Mortgage instrumentsL (1351 in Text): can negotiate terms, but FNMA, FLMC won’t buy if you do (so you’ll be charged higher rates)

e. Underwriting Standards= criteria to decide who to lend to/not lend to

i. becoming uniform b/c FNMA, FLMC (80% LTV= biggest point)
2. Redistribution of wealth( affects public policy
a. Can use FNMA/FLMC to channel less expensive $ into some sections of the market (ie cap for conforming loans)

3. Creates impersonal relationship b/w borrower and lender (unclear if this is good or bad)

a. Pros: L can service more loans( more liquidity + protection against interest rate changes

b. Pros: B gets lower financing costs (more efficient servicing….)

c. Con: harder to work out extensions, creative problem solving
4. Increased competition for investments into other segments of the economy
a. Only makes sense if we’re underinvested in RE to subsidize these investments… which it doesn’t really seem like we are…

See 22 for contingency categories and concerns
VALUING A MORTGAGE
1. Interest Rates

2. Length/Duration (longer term( greater risk)
3. Amortization Schedule/Timing
4. Amount/LTV/Down Payment
A. LTV = Important Measure of Safety of the Loan
· Imp to borrower: affects how much equity he needs (biggest barrier to buying= down payment)

· = relationship b/w size of loan and RE’s appraised value

· Depends on: fed/state law maximums; class/age of property given as security

· Legislation( higher LTV for non-insured loans too (almost up to FHA/VA levels)
· Fairly high LTV remains key feature of govt backed mortgages (sometimes 100%!)

· Other protections for L: exacting credit standards; steady economy; high housing demand; inflation/time (b/c payment actually becomes less due to inflation…)
· Commercial Partners: want higher LTV bc prefer big loan to many ppl sharing in the profits
· HIGHER LTV( GREATER FINANCIAL LEVERAGE (b/c little capital required)

· Earn very high returns by leveraging the small amt of capital put in w/the borrowed $

· HYPO: $4 mil property, $1.25 mil rents generated; operating expenses=750K
· ( annual net income= NOI (net operating income)= 500K

· CASH RATE OF RETURN/Yield= net income / investment= cash on cash return (return of cash for the cash put int) 
· = 500K/4 mil= 12.5%= Free and Clear Return
· Net Income= increase in net asset ( figure out all assets (note= asset) and all liabilities to figure this out (remember, principal= factor in this)

· DO CN 103
· LEVERAGED… $1 mil in equity put in, $3 mil loan; interest only loan at 10% (so pay 300K each yr= DS= Debt Service, and 3 mil at end of 10 yrs)
· CFBF= cash flow before financing= 500K
· CFAS= cash flow after financing= NOI= 500-300(DS)= 200K
· RATE OF RETURN= 200K/1 mil= 20%
· Why? Borrowing at 10% for an asset yielding 12.5% (=free and clear return)
· KEY= whether free and clear return is higher than the interest rate on the loan
· Profit on borrowed funds= free and clear return rate x borrowed amt. – debt service

· SEE 180-181 AGAIN
· RISK in either scenario….what happens if rents drop to 1 million?

· Unleveraged: NOI= 250K; 

· Cash on Cash return= 250K/4 mil= 6.25%

· Leveraged: CFAF= -50K (( needs to find 50K to avoid default)

· Cash on cash return= -50K/1 mil=  -5%

· (Leveraging can magnify ROR but dramatically magnifies risk
· Higher leveraging (ie if had 90% LTV( borrowed 3.6 mil, put up 400K)

· ( 35% (!) ROR BUT -27.5% if the rents drop 250K!

· ( want lots of leverage if optimistic
· Lenders POV- wants lower LTV b/c…
· 1. More leverage( higher risk cash flow wont be enough( higher risk default
· 2. More leverage( affects owner’s willingness to invest in and maintain property (b/c won’t want to put equity into something in which they don’t have a lot of equity)

· Works b/c: legal limitations on deficiency judgments; many loans r nonrecourse

· Defaulting doesn’t have the same stigma attached it used too; may be smart.

· If building is worth less than debt, added value will just go to lender( no equity in deal( default over investing (time, effort, $)

· 3. higher risk of loss upon default (b/c might not be able to get full price at foreclosure sale)

· When ppl default on home with lots of equity, doesn’t result in foreclosure; they’ll SELL and pay!

· Cases that go to foreclosure are ones where the house is worth less than the debt
· 1992- All major bank regulators issued a joint statement on RE lending practices… (= standards, not rules… just recs above which regulators will watch more closely in gauging risk of a lending institution) (A11)
· 1. shouldn’t lend in excess of 65% against raw land, b/c fluctuates in value a lot

· 2. up to 75% LTV for residential construction loan (not as complicated or risky)

· 3. up to 80% for commercial construction

· 4. up to 85% for renting against improved commercial property

See 26 for Risk-LTV relationship
· DEBT SERVICE CONSTANT= annual payment / principal amount= quick way to compare cash flow burden of diff financing packages

· Charts- for standard mortgage
· Often if pay more than monthly will apply it to next payment unless you specify you want it to go twds principal

· Prepayment: allowed for residential, usually not for commercial

B. AMORTIZATION 
· = repayment of principal (how much is loan amortized in that month= how much of the DS is going twds principal repayment in that month) (A16)= rate at which B repays the loan balance

· Self-Amortizing= periodic principal payments( gradual elim of loan balance over term of the loan

· Level Payment= equal debt service installments

1. STANDARD MORTGAGE= FIXED-RATE= fixed interest rates, level payments over life of the loan, fully amortizing= Self-Amortizing
2. STANDING LOAN= interest only( principal due in lump sum at end= Non-amortizing loan
a. = how bonds are normally structured

b. Usually: refinance at end or sell to pay it

3. BULLET LOAN= BALLOON MORTGAGE= drafted like a standard mortgage but loan comes due sooner( have some amortization but large % due at end of the term
a. = regular debt service installments don’t reduce unpaid principal balance to zero

b. Balloon= whatever is left over at the end
4. NEGATIVE AMORTIZATION= monthly payments less than interest accrued( debt increases

a. Interest Reserve= bank gives cushion to apply to months when your short so you can invest in your business, grow as needed

b. Reverse Mortgage= over certain age, bank sends old ppl check every month; get to foreclose on the house when you die (good if have no income but home equity)

5. GRADUATED PAYMENT MORTGAGE= payment levels inc. over time, may be neg initially

a. = effort to match debt service w/expected income (so may have neg amortization at 1st)
b. Not permitted in every state; limited use; may have neg amortization at 1st
c. Ex: leases low now but at expiration expect to be able to charge higher rent

d. Ex: construction loans; expect to make $ (and to get better loan) later

6. CONTINGENT AMORTIZATION= based on developments

a. Ex: each time you sell a house youll pay us 150K amortization ( keeps loan under the value of remaining collateral

7. PRINCIPAL CURTAILS= upon happening of a certain time or event, borrower will be required to pay off chunk of principal

a. Ex: Can take out junior financing but ½ is required to be paid as a principal curtail
8. Constant Amortization= declining payment loan (seen in investment situations). Constant P payment.

a. ( less costly if goes to tertm….
C. LENGTH OF THE LOAN
· longer( higher risk, b/c never know what will happen

· had to make longer when increased LTV to account for rising monthly payments

· today: 40 yrs allowed in some, usually 30-35 allowed

· drawback: longer( more interest paid (though most don’t go to term…)

· ACCELERATION CLAUSE (1348-9, §6(c))= upon default, noteholder can send note saying if don’t pay overdue amt. by certain date may be required to pay full principal and interest owed. Common in commercial loans. = risk-minimizing device
· At this point, only way to cure default is to pay it all! (= what is now due under agrmt)

· Not entitled to future interest

· PURPOSES:
· 1. Enforcement- wouldn’t work if had to sue for each monthly payment

· 2. Risk Minimizing Device- if risk goes up, get $ back NOW

· MATERIAL ADVERSE CHANGE CLAUSE (A22) (handout) (= risk control device)
· = Catch-all provision. “material adv change in financial conditions of mortgaged premises”. VAGUE( lots of litigation/lots of L discretion
· “reasonable opinion”( SUBJECTIVE. Don’t actually need MAC.
· Vagueness gives borrower bargaining leverage. Lender might be willing to accept less $ to not have to litigate it (b/c will almost never get decided in SJ)

· CONSTRAINT= Universal Requirement of Good Faith and Fair Dealings (if standard of performance is left to discretion of parties)
· Only in commercial loans
· FNMA Form Mortgage, §18 (Book 1359)= borrower can de-accelerate by curing default and paying enforcement costs!

· Won’t see this in commercial mortgages

· Some: passed reinstatement clauses (( FNMA tried to standardize it)
· DEBT SERVICE RATIO= cash flow before financial over debt service

· Specific benchmarks, like value of property decreasing by X amt, borrower’s net worth drops, borrower efaults on other loans…
· DUE ON SALE CLAUSES= acceleration clause triggered by transfer of the property (“sells, conveys, alienated… said property or any part thereof or any interest therein… voluntarily or involuntarily…right to declare.. immediately due and payable w/o notice” (B 182)= standard!
· Why?
· 1. Controls Risk (might not trust new owner)

· 2. Red flag something wrong w/the borrower (needs $)

· 3. helps control interest rate risk
· 4. access to 2ndary mortgage markets

· 5. adverse affects on L’s cash flow, net income, ability to raise cash if not enforced
· Triggered by… DEPENDS ON THE PROVISION! FNMA:
·  “if all or any part of the Property or any interest in it is sold or transferred” ( govt condemnation, lease, junior mortgage would satisfy!

· JT, TBTE- no transfer( doesn’t apply

· “or if a beneficial interest in borrower is sold or transferred and borrower is not a natural person”

· ( sale of stock in corp( lender can accelerate!

· “however this option shall not be exercised by lender if exercise is prohibited by federal law as of the date of this security instrument”(
· FED LAW RESTRICTIONS= Exemptions in GSG Act 1982 (183-4 in book) (postponed preemption for 3 yr “window, some states extended this) (mostly to do with involuntary transfers or those involving transferees likely to have diff raising cash to pay off underlying obligation if enforced)

· lien on residential real property containing less than 5 dwelling units… a lender MAY NOT exercise its option pursuant to a due-on-sale clause upon
· creation of lien/other encumbrance subordinate to lender’s security instrument which does not relate to a transfer of rights or occupancy in the property
· creation of a purchase money security interest for household appliances
· Transfer to relative resulting from death of borrower

· Transfer when spouse or children become owner
· Transfer by devise, descent, or op of law on death of a JT or TBTE
· Granting leasehold interest of 3 yrs or less not containing option to purchase

· Transfer resulting from decree of a dissolution of marriage, legal separation agrmt, or from incidental property settlements agrmt by which spouse( an owner

· Transfer into inter vivos trust in which B is and remains beneficiary, doesn’t relate to transfer of rights of occupancy

· Any other transfer or disposition described in regs prescribed by FHLBB

· Federal Home Loan Bank Board: issued regulation that curbed state power over “due on” provisions

· FIDELITY, SCT: upheld the reg. (response to states striking down due on sale clauses)

· Reasons for the leg: restrictions on enforceability( inflated home prices, higher origination fees, higher interest rates, advantage of existing homeowners over new ones, encourages riskier lending practices

· Borrowing short + lending long + rising interest rates( inc costs, reduced income

· New borrowers needed higher rates to acct for old buyers below market loans

· McCausland, 1988 (didn’t do in class; BN 21)

· Facts: no prepayment in 1st 7; 5% fee yrs 8-10; after 10 no penalty; 15 yr loan

· Commercial RE financing transaction
· Said they could pre-pay in no-prepayment time for 115K= amt theyd lose

· HELD: GSG( pre-empts state law; DOS clauses enforceable.

· HELD: period not allowing prepayment is NOT unreasonable restraint on alienation

· FED PRE-EMPTION: applies both if direct conflict or if state law conflicts w/purpose & objective of Congress (GSG just applies to due on sale…)

· Reasons to allow no prepayment period: (1) allow L to guarantee net returns (and expenses attached to loaning) (2) prepayment is a privilege not a right (3) commercial borrowers in good bargaining position (4) prohibitions may negatively affect availability of commercial loans/salability of loans on sec mortgage market (5) leg job to regulate this (BN 22-23)

· Due on sale + prepayment don’t op simultaneously- no prepayment fee if accelerated by due on sale clause. serve diff interests. Allocate risks at diff times.

· Rationale: not prepayment b/c there L is setting new maturity date
D. INTEREST RATE RISK + PRESENT VALUE ANALYSIS
· $ worth more today than tomm (tax planning, divorce settlements of pension plans, which investment is worth more- X in X yrs or Y in Y yrs?, future earnings calculations…)
· Present Value= value today of right to receive something valuable in the future

PV x (1+r)^n = FVn      (       PV= FV / (1+r)^n
r= interest rate

n= # years in the future  

· HYPO: Building costs 900K; Yrs 1&2= net income 50K. 3,4,5: 100K. Could sell at year 5 for 1 mil. Interest= 8%. Should you buy?
· Yr 1: PV= 50K / (1+.08)= 46K
· Yr 2: PV= 50K / (1+.08) ^ 2 = 43 K
· Yr 3: PV = 100K / (1+.08) ^3 = 79 K
· Yr 4: PV= 100K / (1 + .08) ^ 4 = 74 K
· Yr 5: PV = 1.1 mil / (1+ .08) ^ 5 = 749 K
· ( total= 991K. ( worth it to buy!
· Interest rate= Discount Rate= rate an investor would require to make this type of investment with this type of risk (high rate for risky, low rate for safe)
· = rate used to “discount” future dollars into present dollars… should reflect the risk
· Low risk( lower discount rate= “risk-free rate”)
· High risk it won’t be paid in future( higher discount rate used
· Higher interest rate= lower present value( makes sense…
· ( if know you’ll earn 50 from a building 2 yrs from now and expect 8% ROR
· PV= 50/(1+r)^2 = 43( can figure out how much you should be willing to pay 
· Like saying: if you had PV today and invested it for N yrs at R, you would end up with FV
· Mortgage Loan= Interest rate being charged
· ( if borrow X today at R over N yrs, payment require is amt. which discounted at 8% will yield a PV of 100K
· Loan today = payment/ (1+r) + payment/ (1+r)^2 . . . payment / (1+r) ^ n
· ( since this is laborious, use tables instead….
· RELEVANCY: dictates how much one is willing to pay for a mortgage loan; what’s its value?
· ( interest rates up( PV Down (and vice versa)
· HYPO: L lends B 100K at 9%, 30 yrs. Monthly payment= 800. 
· Month 1: PV= 800 / (1+.09)
· Month 2: PV= 800 / (1+.09)^2
· Month 360: PV= 800 / (1+.09)^360th
· Interest rate jumps to 10%  (A17)
· ( On same loan, L could get $880/month today= (100K/100) x .88
· ( loan is 91% today’s loan( 100K loan now worth 91K
· ( for 100K today, at 9%, could “buy” monthly payment of $800 for 30 yr loan
· ( for 100K tomorrow, when rates are 10%, can “buy” monthly payment of $880
· = 91.6% of the same amount (800/880)( 100K mortgage today worth 91K
· ( present value of the loan is now 91K instead of 100K
· OR: how much would they have to lend today to get 800 a month? 91K!
· Loan/100 x debt service constant
· RISK= spending $ on an asset whose value can inc/decrease
· YIELD TO MATURITY= if you were to buy this mortgage loan using price off A19= the yield you would get on your investment if you hold this mortgage thru its entire life to maturity= interest rate banks are currently demanding on a mortgage like this one
· A19( interest rates up( value is lower and vice vera( gives idea of how value of security changes as interest rates change
· YIM= if you hold this loan to its maturity you will earn that yield of return
· EFFECT OF PREPAYMENT (see below for more on prepayment)
· BUYING AT A DISCOUNT= if buy for less than its principal amount and its prepaid, yield is higher than yield to maturity on the chart
· BUT if rates ↓ and bought at a premium, you LOSE $, huh
· Buy at premium( yield will suffer if prepaid
· Buy at discount( yield will rise if prepai
· To know how much to pa need to know likelihood of prepayment b/c this will change your yield( part of why prepayment risk= big part of eval of MBS
BORROWING SHORT AND LENDING LONG (McClausin)
· Late 70’s: inflation( mortgages going for over 20%!

· DEMAND LOAN= protection against rates going up and bank getting fucked (bc still have to lend at higher rates but have pre-existing low rate loans)= bank may call a loan at any point w/30 days notice

· See it in business loans. Homeowners won’t go for it. 

· LENDER PROTECTIONS
· 1. Due on Sale provide critical interest rate protection to lenders (making it costlier for borrowers) (b/c Americans are so MOBILE( lots of opp for recall) (almost universal, except for VA mortgages)

· Hypothesis: elected judiciaries more likely to invalidate due on sale clauses than appointed. (irrelevant since GSG Act in 1980

· 2. Adjustable mortgage rate loans
PREPAYMENT
· CL: no obligation to accept prepayment unless loan doc specifically provides for it 

· tho could be challenged under fundamental doctrines of mortgage law (in context of Fuller, since mortgage law is one in which equitable agrmts govern over written word. Fuller doesn’t make sense…)
· Arg: real agrmt is to repay the $; to substitute unquestionably adequate security doesn’t seem to violate the terms

· Norm:  charge fee for prepayment to account for B (likely) prepaying to take adv of lower rates

· Many: limit force of prepayment provisions in residential mortgages

· To avoid characterizing as penalty, court’s characterize as payment for exercising a privilege
· HYPO: B has $1.5 m loan, 30 yrs, 10%

· 5 yrs in: interest drops to 8% CHECK THIS

· Amt of Principal paid off so far(A18): 96.57% outstanding= 1.449 m( 51 K paid off.
· Loss to lender upon prepayment: (A19)

· Payment lender would have to lend out to get payments this borrower is making on this loan: 117.74 x $1.449 m/100= 1.706 m

· ( Loss= 1.706 – 1.449 = 257K
· Peter Fuller (184 BN 20), NH 1959
· Facts: borrower wants to prepay, lender refuses to accept

· Seeking: change in terms of the mortgage; wants to add up all future interest + principal and exchange that $ for release of the collateral (b/c wants to sell)
· HOLDING: NO right to prepay. Contract Theory( short fraud, mistake, won’t invalidate.

· HERE, mortgagee had a contracted property right in the property
· Majority: acceleration upon default is not automatic (bc for L’s benefit + prevents work outs)

· Why do courts enforce contracts?
· Stability

· Lower transaction costs

· Encourage contracts, which make ppl better off

· Respect decisions about what will make you better off
· MORTGAGE THEORIES may control outcome of case… (tho substantive rights usually the same)

· 1. LIEN THEORY= mortgage is a lien( interest in the property is a security interest
· 2. TITLE THEORY= legal title to property conveyed to lender by mortgage, mortgagee grants back to borrower right to use the property absent default (= equitable interest of possession, etc)
· When pushed, these jurisdiction will say lender has SECURITY TITLE
· 3. INTERMEDIATE THEORY
STILL, courts won’t always enforce language b/c of equitable principles not waivable by borrower (by this logic, Peter Fuller seems wrong)
· Argument: real agrmt b/w parties is to repay the money and property guarantees performance

· MORAL of Peter Fuller= if you want right to substitute cash for collateral on mortgage instead of the building, PUT IT IN THE CONTRACT (and you do see this)
· Settled for small amt, b/c what’s a right w/o a remedy? (no enforcement mechanism)
· Arg: should always be allowed to transfer debt, replace w/other security in residential( hold down prepayment, more in line w/equitable property principles (tho not with K principles)

· DEFEASANCE= substitution of other collateral for the mortgaged property (not usually cash specified); often provided for in agreements
· Usually specifies US Gov’t Securities that will generate funds (b/c safer)

· Has become a standard in commercial mortgage backed security transactions (and even if not going into securitized pool, most mortgages will still be drafted like they r)
· Not worth it to lender to bar prepayment… b/c if interest rates drop, borrower will just stop paying( remedy is to accelerate and get $ back which doesn’t help!

· SOLUTION= provision that borrower can prepay but only if they pay enough to compensate the lender= YIELD MAINTENANCE PROVISION (when interest rates are down…) (never seen deal where borrower allowed to pay less when rates are up)

· BUT they can NEGOTIATE( if lender is anxious to get $ back, might be able to offer less to retire the debt

· PREPAYMENT FEES- not characterized as penalties, though T doesn’t like them

· Almost always allowed BUT ambiguities almost always construed against the lender

· COMMERCIAL PREPAYMENT- 2 Approaches
· 1. Lock-in Period= during which borrower prohibited form prepaying( declining charge over time( prepayment w/o premium at some point

· RARE. Doesn’t get at the relationship

· 2. YIELD MAINTENANCE PREMIUM= hard to draft in words

· PROBLEMS:
· Are prepayments owed if borrower default and lender accelerates?

· Intentional( courts will say bad faith( enforce prepayment agrmt

· Well drafted( courts will follow contract( prepayment whether by acceleration or otherwise
· Some: only if voluntary (ie condemnation does not require prepayment)

· Some: no prepayment b/c not really prepaying if L sets new maturity ate
· Prepayments if accelerated on due on sale clause?

· NO if it’s 1-6 fam residential property
· CONFLICT: equitable principles of property v K principles
· Lazareshi
· SIG: Sympathetic to prepayment premium yet… HELD: unenforceable if exorbitant

· REASON: Contract Principle- Liquidated Damages Constraints- CHECK


· If it’s just contract provision it’s OK; if it’s an LD it has constraints

· Anti LD Arg: not a breach, but a charge for exercising one of multiple options

· Resp: can always characterize LD this way

· Penalty vs. LD: LD intended to comp for loss; penalty intended to deter breach (bc so onerous)

· Why are residential mortgagors allowed to keep low rates but refinance when go down?
· 1. stay competitive (but doesn’t explain why everyone doesn’t change…)
· 2. entire mortgage market is bigger for it b/c makes ppl more inclined to take out mortgages

· 3. borrower more vulnerable to interest rate changes than bank( consumer will pay somewhat higher interest rate in exchange for bank taking on risk( economically desirable for bank

· ARM/VRM= lower rate in exchange for borrower taking on some risk

· MONTHLY PAYMENTS: PITI (premium, interest, taxes, insurance)

· Bank pays taxes & insurance; gets $ from B for it (put in escrow fund from which bank draws)
· CAPITAL RESERVE ACCOUNT= reserve $ against capital needed( L puts $ in escrow, for things like repairs

· REPLACEMENT RESERVE ACCOUNTS (res only)- put $ in acct. for repairs only
RATE OF INTEREST (tradeoff of risk for higher interest rates)

· interest= consideration to L for use of L’s $ OR charge for forbearance to collect $ due
· affects: ability to buy, prices of properties, viability of development projects, ability to retain title…

· L Also makes $ by: origination fees; appreciation of loans; servicing rights

· Interest rates reflect anticipated inflations (as opposed to inflation now)

DIFFERENT ARRANGEMENTS
· Fixed Rate Mortgage (B always wins, ignoring prepayment fees( L charges higher rates)
· L also in better position to withstand risk (can buy derivatives to hedge risk)

· ADJUSTABLE RATES= rates go up/down in relation to interest rates (( constant econ value)
· L ADVANTAGE: protect if rates up; relieves squeeze of lend long, borrow short
· ( will offer lower rate to entice you into taking adjustable at low interest time
· ( might charge premium to take adjustable at high interest time
· B ADVANTAGE: 2% lower on avg than fixed (1/4 residential loans; began in 70s)

· MARKET ADV: encourages buying at high interest times

· Disadvantages: costlier to service; uncertainty; more servicing errors
· 4 Parts:
· 1. Index (BN 24, 30) (doesn’t change too quickly, L can’t manipulate)
· 2. Margin
· 3. Adjustment Period: Longer( higher risk( higher interest rate (like a hybrid)

· 4. Caps- 2 Types: (some have floors, too)
· A. Rate/ Adjustment cap= how much can go up w/in individual adjustment

· B. Lifetime Cap= limit on how much can go up over lifetime of loan- will never go over a certain level…
· Monthly Payments adjusted to ensure amortization (length, monthly payments or both)

· Depends on preference for cash flow risk vs. interest payment risk
· Diff B’s have diff tolerance for cash flow risk

· Convertible ARM= option to convert to fixed after specified period of time

· Negative Amortization ARM: B can add interest increases onto principal due( stabilizing amt of installment payments

· Fixed payment ARM= constant installment payments( abnormally high P payments that cushion any interest rate increases

· Legal Regs: disclosure, permissible caps, conditions for GSE insurance/purchase

· Combination fixed and adjustable: fixed 1st X years, then adjustable, or vice versa

· Graduate Payment Mortgages: rate changes w/borrower’s ability to pay (uncommon) (commercial)

· Credit becomes more imp bc risk of negative amortization

· PARTICIPATING MORTGAGE= L participates in success of the building (( gives lower rate)
· Contingent Interest= amt paid contingent on profits generated (ie pay 10% rents in excess $x)
· Could be gross income, rent… harder to monitor net income so less likely

· Banks charge for this(= why they’re willing to do it)
· Usury? Prob if fixed rate near limit + 
· SHARED APPRECIATION MORTGAGE=low interest + % increase in land value

· Others: Proceeds of refinance/resale. Gets ownership interest
· Dual Rate Variable Mortgage
· Deferred short term interest rate- on mortgage balance (reflecting current market interest rate)

· Current long-term interest rate- on principal payment

· SEE BOOK 231-36…

· Truth in Lending Act= L must provide certain info to B

· AMI= ALTERNATIVE MORTGAGE INSTRUMENTS BN 30

· Some designed to protect L from inflation, some to give B more flexibility in scheduling
USURY

· = charging of interest rates in excess of statutory limits (includes origination fees)
· Many transactions have been exempted, many states have raised ceilings
· History: initially for all interest, then excessive (moral connotations) (see book) BN 25
· Anti-paternalism/pro K/rationality/keep options open to poor  vs. protecting vulnerable ppl
· PENALTIES range: can be v high (3 x usurious interest)( forfeiture of interest( loss of interest portion exceeding statutory maximum
· Some: FELONY; some misdemeanor…
· Most jurisdictions have them; Civil and Criminal Penalties

· 3 Elements in Successful Usury Defense: (1) was in fact loan/forbearance (2) debtor in fact required to pay excessive interest (3) wrongful intent= more than innocent mistake
· Why have maximum interest rate?

· Weak Exp:
· (1) protection for ppl w/bad credit (b/c alt is they wont be able to borrow at all! 

· (2) protection for ppl who don’t understand (b/c there are disclosure statutes)
· (3) Externality Arg: prevent financial trouble society will later have to bear

· Limit usual freedom of contract when don’t trust ppl to make decisions for themselves
· = area where ppl are especially bad at anticipating likelihood of serious probs
· Controversial- this arg can take you far… (tho see it in social security= forced savings mechanism, disability insurance, we all have unemployment insurance)

· Rise of legislation aimed at PREDATORY LENDING (draconian ramifications for default, lending assigned to attract ppl w/escalating rates, take adv. Of inability to understand)
· 1. WHAT COUNTS AS INTEREST? Depends on jurisdiction! Look to INTENT. Structured to avoid usury?
· Usually Yes: origination fee, points

· Usually not: prepayment fee (bc charge for exercising a privilege, not interest), actual services (ie attorneys fees, like title exams, credit reports, etc); contingent interest; 
· SPLIT: Upfront/backend charges… (ie high origination fee + near limit rate?)

· Look to: term of loan or realistic expected life? Spread over time?
· 2. IS THIS THE TYPE OF TRANSACTION WHERE USURY APPLIES? 
· EXCEPTIONS: loans to corps (most); PMM; business loans (but what is a business loan?)

· Why PMM exception? 

· 1. PMM subordinated to mortgagee( want high interest rate in exchange (this also makes quick repayment more likely)

· 2. seller can easily avoid usury laws anyways by raising price of house

· 3. can imagine case where buyer convinces seller to enter usurious agrmt, then doesn’t pay and seller has no recourse
· Feller, 1959 BN 27, B213 [Corporate Exception- applies only if loan really is to Corp and not masking loan to individual=
· Facts: substantial upfront payment + service charge

· High daily charge= unenforceable as a penalty!
· Some: very high amt loans; higher price b/c not using cash are exempt

· S v. Harris: 

· Facts: when P told D it was usurious, D sent back excess $; P refused to accept( brought suit claiming it was illegal. 

· Statute: returning excess interest( no other penalty (= $ as pun) or forfeiture (= loss of right)

· D: allowing this to prevent voiding would make avoidance of proscriptions for usury too east

· HELD: statute doesn’t bar judicial determination instrument is void even if interest has been returned (which is not a penalty/forfeiture); rather, voiding the K follows legal rule that illegal Ks are unenforceable(giving back the excess prevents future litigation but can’t revive a void K

· Moran, Alaska 1974 BN 25

· Facts: $ loaned; title given, to be leased to B w/option to purchase; borrowed more( new lease agrmt w/higher rent, title to be unconditionally returned at end

· Fire( both claim it; B claims L should only get amt $ loaned + fire insurance premiums paid, less reduction b/c of usury
· HELD: look to real nature of transaction…. Lease w/option to purchase= same as mortgage= device to secure repayment of a debt. 

· Amt paid/month was more than max interest rate allowed

· Lease purchase K’s often used to disguise usurious loans
· Disguises: lease agrmts, “selling” something for nominal price, selling/rebuying agrmt

· Forbearance= when at loan’s maturity L agrees to not press collection until later date

· Charge for agreeing to forbear= treated as loan interest

· One way out: K to have another state’s laws (w/more lenient usury laws) apply (may only be allowed if transaction has normal relationship w/controlling state law)

· FED PRE-EMPTION on usury laws for 1st liens of senior mortgages on residential real property

· Note: residential, not single fam( could be 300 person apt building
· 1980 Depository Institutions Act (BN 29)

· Applies mostly to lenders, not individuals, unless loan more than 1m/yr or financing of own residence See B 225 for details
· BUT option to not be pre-empted, and some states took it (GA, Mass)

· PURPOSE
· 1. keep capital flowing during big interest rates swings

· 2. well functioning competitive market should make these unnecessary

· For senior liens, have pretty well functioning markets
· BUT predatory practices on the rise…

TITLE PROBLEMS/RECORING STATUTES

· only relevant in re: to enforcing rights against 3rd parties
· most imp legal work= determining status of title/getting title insurance

· recording act= establishes priority among successive purchasers of land interests
· Title Insurance: passes on risk that even w/reasonable effort superior title will go undiscovered
· COST MINIMIZING approach- put loss on party that can avoid it most cheaply

· COMMON LAW= first in time, first in right (so if I sell to you in morning, I can’t resell it in the afternoon b/c now it’s yours)

· = good law except insofar as recording statutes change the outcome
· ( 2nd person always loses at CL UNLESS protected by statute
· Applies to those not protected by statute (adverse possessor, donnee)
· Done at county level

· About priority, not ownership

· PURCHASER= someone who has paid value for their interest in the property (not a gift, inherited, not paid something dumb; have paid real value)
· Mortages= universally protected subsequent takers

· Might be bc indicates they had notice of superior grant…
· Dumb b/c: (1) requires extensive search (2) inefficiently maintained records (3) risk some won’t be found even w/reasonable search (4) potential for errors by recorders

· Trend: inc types of recordable docs (deeds, mortgages, long term leases, K of sales, options)

· SPLIT: whether favor recorders v. searchers (ie if botched recording still stands; if really hard to find still stands)

· Arg pro searcher: recorder should double check it’s all correct, findable (least cost)

· TRACT INDEXES (in Midwest and west- 2/3- b/c was surveyed and grided)
· Still, in these states rely on grantor-grantee index as official index
· = Recording system, NOT land registration system

· TORRENZ SYSTEM= registration system instead of repository. in parts of US much better. Will never spread though b/c not hot enough item for most ppl, but title insurance companies give $ to keep it this way!
· TITLE PLANTS= title companies copy + computerize all land records. Often more accurate.
· Tax records, probate records, envir records….
· Will utilize other public records, like county clerk, treasurers (tax recors)
· TITLE INSURANCE- ensures state of title
· Usually capped at amt. paid for the property, tho can buy inflation adjustment for extra 
· Always havta buy title insurance for L upon mortgaging to ensure 1st lien
· Owners policy- costs little once bought for L( no reason not to get it
· Real Value of TI: Research they do in negotiation period. Get list of title issues, decide whether to go thru w/purchase based on it
· BUT under no obligation to do this research (tho usually do)
· LIS PENDENS= notice of pendency of lawsuit; can be recorded (767=sample)
· General Rule: on notice of lawsuits involving real property if pending in same county of property; outside county( not on notice unless lis pendens filed 
· Whitehurst, 37, 763: Will Caveat= “any action affecting title to real property..”( LP
· Action= “any civil action wherein rights are asserted, wrongs redressed:= Caveat
· Rationale: prevent litigating parties from avoiding possible adverse judgment by conveying
· Some: prior takers who fail to record prior to LP filing are also bound by judgment
· Must actually be suit affecting title, possession, use (bc restraint on alienability) 769 #5
· MANY: fed lien requirements same as liens of state court where it sits
· Process: record judgment w/county records or recorder of deeds
SEE 715-16 in book for examples of diff statutes; Do hypos CN 52-53
1. Race Statutes= as b/w 2 diff interest in a property, whichever is recorded 1st prevails (rare NC, LA,DE
2. Notice Statutes= party who purchases (= not gift, inherited, not paid BS amt) interest in property w/o notice of a prior interest isn’t subject to that prior interest

a. Actual Notice
b. Record Notice (= constructive notice)

c. Inquiry Notice (= CN)= knew of facts that should have caused me to ask Qs that would have made it known (not negated by being family, since often fam members hold diff title)

i. Reasonable person standard (( up to fact finder)

ii. Martinique Realty- M has lease w/H who prepays 5 yrs rent; M sells building to C (r). C leases property back to M (r). M sells leasehold to MRC (r). MRC sends H rent notice; H claims they’ve already paid (hadn’t recorded)

1. HELD: DUTY TO ask each T their rights, regardless of #= MOST. H wins.

2. Duty satisfied by: written inquiry( not onerous

iii. MANY: reluctant to impute notice if occupation not exclusive, continuous, apparent

iv. Claim: matters if residential v multi-office.
3. Race-Notice Statutes= for purchaser to prevail over prior unrecorded interest of which he had no notice, must record before the prior unrecorded interest holder does( need

a. (1) no notice (2) record 1st

· JUDGMENT LIEN vs. 2nd MORTGAGE (se Marg page 8) (Wash v KY statutes 715 and 725)

· TO PROTECT YOURSELF… (1) check records immed b4 buying (2) record immed after buying
· PARTY CAN CONVEY GOOD TITLE EVEN IF THEY DON’T HAVE GOOD TITLE
· FORECLOSURE( ONLY SUPERIOR LIENS/ENCUMBRANCES SURVIVE 

· HYPO: O( (1) easement (r) (2) mortgage (r) (3) lease (r). Default( mortgagee forecloses. 
· Purchaser gets Land subject to easement only NOT to tenant’s leases 

· WHAT NEEDS TO BE RECORED? Any interest in the land.
· Split: Marginal Docs (ie assignment of a mortgage)
· Some: can record affidavit re: facts relevant to title (ie death certificate in context of JT prop)
· Whitehurst, 37, 763: Will Caveat= “any action affecting title to real property..”( LP
· SOME THINGS NOT COVERED BY RECORDING STATUTES (( CL Applies) (715, CN 55)
· Short term leases often exempted (1) whos gonna bother recording (2) usually in possession( low risk of prejudice b/c inquiry notice (3) even if prejudiced, not so much bc short term, will end soon (4) doesn’t pay- cost, hassle, clutter for little time
· Certain types of interests governed by other statutes: mechanics liens, tax liens, liens for envir cleanup costs, wills & intestate transfers, rights of bankruptcy, trustee, govt (may have rights that trump subsequent purchasers even tho not recorded)
· ADVERSE POSSESSION( nothing to record( statute doesn’t apply. Comes up when… 

· 1. border issues

· 2. deed confusion- fraudulent old initial deed( means of clearing up clouds on title
· Rest of world has registration system= govt office keeps track of who owns the land, can only make sales via them. Ours just establishes that someone brought in a paper.
· REQUIREMENTS FOR RECORDATION (depends on statute) (dumb. Mistakes. Fraud. BN 40)
· 1. Proper Acknowledgment (1367-8= warranty deed) (most/all)
· 2. Witness- notarized…  (not good protection bc so easy)
· Usually doesn’t affect rights b/w parties, those w/AK. Does affect CK.
Record Searching… (get title company to do this)

· 2 Sets of Indexes

· 1. according to name of grantor

· 2. according to name of grantee

· Process

· 1. Have owners name( must have been a grantee( go yr by yr to find when owner got title
· 2. find who owner got title from( go back yr by yr to find who they got it from
· 3. repeat until get to the beginning
· 4. but what if A conveyed to someone other than B before conveying to B(search grantor’s index for A working fwd
· 5. repeat with all found grantees
· WILD DEED= a deed recorded outside of chain of title(( recorded out of order)
· ( ex: if B conveyed to X in 1954, then to Y in 1957, and X didn’t record until much later, will only look for X as a grantee until 1957( won’t find the conveyance from B to X when using above process, since won’t be looking for B as a grantor post 1957
· CHAIN OF TITLE= instruments you’ll find when work way back thru grantee index then fwd through the grantor index
· THE SHELTER RULE= so long as grantee had good title when conveyed (protected by statute), that good title can be conveyed even if subsequent grantee shouldn’t be protected/have good title (ie if they knew but B didn’t)( C’s rights are sheltered by B’s being protected by the statute
· USUALLY COMES UP IN: diff interests owned by many ppl at same time (leg v equitable owners; present v. future owners; liens…)
· Is a deed recorded outside chain of title duly recorded/recorded acc. to law? (stat lang)
· MOST: Chain of Title Reasoning= something recorded outside of chain of title is not record notice to subsequent parties (protects subsequent purchaser= Mass view)
· ( If in this jurisdiction & know you’re at risk of losing title b/c subsequent purchaser w/AK may convey to innocent 3rd party who gets good title?
· suit to QUIET TITLE! (tho if conveyance happens before suit ends, fucked)

· ( file LIS PENDENT= notice a lawsuit is pending on the property (Old: lawsuit( presumed everyone has notice)
· In county where land is( irrebutable presumption of notice of pending litigation

· Out of county( on notice if lis pendes filed in land records
· Most: statute also provides that at start of foreclosure proceedings you file a lease pendent

· MINORITY: New York Rule= outside chain of title= recorded acc to law 
· Rationale= recording statute is statute in derogation of CL( strictly construed.
· What to do? Search everyone as grantor and grantee for the WHOLE TIME
· WARRANTY DEED= if give someone a deed waranteeing title and later acquire title, title passes thru u directly to person to whom you had warranted title (many)

· ( have to worry about deeds one might have executing even prior to getting title!
· INUREMENT DOCTRINE= title when secured by original grantor automatically inures/passes to someone to whom he sold before he had title
· Unclear: what happens if sell to 1 before have title and 1 after (BN 36)
· Kiser v. Clinchfield Coal Corp, Va 1959- GO BACK TO CN 60-62 BN 33
· Statute: possession does not equal inquiry notice (miners got this passed…)
· HELD: even if properly recorded, wouldn’t have provided record notice b/w not properly acknowledged (= person signing it appears personally before notary public & personally delivers title)
· Dumb, b/c fact of recording doesn’t attest to genuine/valid/legally sufficient b/c easy to engage in fraud…
What if there is a problem with title… how to solve title problems with property?

1. Suit to Quiet Title: judicial determination of rights to parties in litigation
a. CRITICAL LIMITATION= constitutional limitation + lim. Of our conception of title
i. Only determines validity of claims as b/w parties before it( another better claim may still be out there (not a guarantee)
2. ADVERSE POSSESSION (open notorious exclusive possession for statutory period may take care of the title problem) (establishes new title to the property in the adverse possessor)
a. PROBLEM= no document( not in land records
b. PROBLEM 2- AP best thought of as the running of the SOL on an action for possession of the property= underlying logic
i. ( AP can only run on someone who has a possessory right they could have brought a lawsuit on
ii. BUT lots of interests aren’t possessory! Future interests- remainder, POR, liens, irrevocable license, easement. Rule against perpetuities doesn’t apply to reversionary interests.
1. ( takes care of a lot of stale claims but not everything…
3. CURATIVE ACTS 

a. Technical infirmity in land records- ie improperly acknowledged deed, notary’s license expired, not executed under seal where a jurisdiction requires it… 
b. MANY: these types of technical problems can only be raised w/in a certain # of yrs of the recording of the doc (( forecloses some tangential issues, tho doesn’t address underlying rights)
i. ( later, irrebutable presumption all followed procedure

4. MARKETABLE TITLE ACTS (many)

a. = statute that limits how far back in the land records you have to go( anything recorded too far back isn’t valid anymore( if have future interest, need to record it once in a while.
b. What is too far back? Varies from state to state
i. Generally: go back a certain period of time (40 yrs is typical) and to the 1st root of title, the 1st real transaction prior to that
ii. Anything that doesn’t show up in this title search is barred essentially by a SOL( cannot be asserted (ie forgery or gap in title 80 yrs ago…)
c. Cuts off claims that do not show up in a search that goes back to that root of title

i. Interest dating from before then can be preserved by periodically re-recording it- otherwise cut off
d. PROS: Reduces transaction cost, provides greater certainty of title… 
5. Purchase outstanding claim

6. Tort/K claim against title searcher/examiner who failed to locate title defect PURCHASE MONEY MORTGAGE= “mortgage executed at the time for purchase of the line or contemporaneously w/the acquisition of legal title, or afterward, but as part of the same transaction to secure an unpaid balance of the purchase price” (see book S v. Harris for def)

a. ( seller allows sale to go on despite lack of full down payment if buyer gives them a note secured by PMM secured by the property (and will agree to be subordinate to mortgagee)
REAL PROPERTY SECURITY INSTRUMENTS
WHAT IS A MORTGAGE?= Transfer of interest in real property to secure the performance of an obligation *** Substance over form**** ( EQUITABLE MORTGAGE
· WAYS FOR MORTGAGE TO BE STRUCTURED/FORMS OF SECURITY DEVICES
· 1. Mortgage( Judicial Foreclosure (costly + time consuming) upon default
· Adv: overseen; records of everything leading up to the sale

· Mortgagee will join mortgagor, junior lienors to split it up
· 2. Mortgage w/Power of Sale provision (some don’t allow this, or #3)
· B Concern= will L look out for B’s interest upon sale

· 3. Strict Foreclosure= Deed Absolute (vests in L upon default, deeded back upon repayment)

· OLD: defeasible fee simple; default( L owns. 
· Hypo: instrument says B gives title to L on condition he give it back upon payback

· Deed Absolute w/collateral promise? Defeasible fee? (illogical b/c that would give L possessory rights( instrument would have to provide B poss.)
· EITHER WAY, court will look at this and say it’s a mortgage
· 4. Deed of Trust w/power of sale=Deed property to 3rd party w/ power of sale provision authorizing trustee to sell upon default; upon repayment, deeds back to B

· B= grantor; L= beneficiary (b/c holding property for her benefit); 3rd party= trustee

· Assignment of mortgage( trust in tact, but with new beneficiary
· 5. Purchase Money Mortgage (or Purchase Money Deed of Trust)= B gives S a note & M and a mortgage securing that note

· Expensive- must be recorded, pay transfer/mortgage taxes, taxes on sale of property
· 6. INSTALLMENT LAND CONTRACT= purchase land over a lengthy period of time, no conveyance of title until it’s paid in the future, tho give possession (contract for deed) 

· Advantages over PMM: lower upfront transaction costs (often not even written!)
· Default( will send letter saying I’m not giving you the deed

· Contract will prob say upon default B is TAW( can be evicted at any point by L (and summary eviction proceedings- many- make this quick)

· = comparatively quick, inexpensive, efficient seller’s remedy
· Most Used When: B has very small down payment, problematic credit

· FORFEITURE PROBLEM= after yrs of paying on contract, default can lead to forfeiture of all value  (troublesome, tho generally falls under Freedom of K!)
· Vs. PMM( foreclose and would split value acc. To how much is owed

· Some: modified by statute or judicial opinion

· NY- ILC= Equitable Mortgage( seller holding title as security for buyer’s performance( must be foreclosed as a mortgage even if written as an ILC (( eliminates ILC to deal w/forfeiture prob)
· Downside: might prevent some ppl w/bad credit, no $ from getting mortgage at all

· MD- recorded+ after certain period or % payments made, treated as a mortgage( must be foreclosed (b/c at that point, B has equity) BN44
· 7. Monthly Payments (like Lease) with option to buy at end for nominal amt.
· Vs. ILC: TAX differences (loan repayment s. rent payment)

· While IRS, like courts, will look at substance over form, they may treat it diff 

· If econ similar to ILC, lawyer must keep in mind (1) diff in effect on legal rights (ie upon default, condemnation) (2) tax consequences
· Nominal consideration= sham( will be held mortgage( can mess w/other variables, like making it not nominal but not tied to value, to get around it
KEY DEFINING CHARACTERISTIC OF A MORTGAGE/Why this matters so much
· =EQUITY OF REDEMPTION= = right of B to redeem property after default anytime up until completion of foreclosure= primary protection for B’s equity in the property
· History: defeasible FS( strict foreclosure (title vests upon nonoccurrence of CS) upon default( B losses all equity. Unfair sometimes( court of equity would hear reasons( eventually stopped asking( gave right to redeem by curing default even if K says no! 

· Rationale: since title was security for debt, should be allowed to redeem

· ( land became inalienable b/c always had risk of redemption( L unwilling to lend (bc security was worthless)( foreclosure proceedings created to cut of this period

· = action by L saying if not repaid by certain time, B foreclosed from redeeming
· NOT WAIVABLE
· BUT L windfall is mitigated by: litigation expenses, RE broker fees, repairs & loss of payments (since B stops paying & stops taking care), eviction costs

· BUT B’s loss of equity is real (minus free rent or nonpayment) 

· Tho if had equity, probably wouldn’t get to foreclosure… sell or take out loan

· Effect of Interest Rate Change: affects the economics tho mortgage law doesn’t take into acct.

· EQUITY IN THE PROPRTY= diff b/w the value and the amt. owed on the prop
· FORECLOSURE FACTS
· Don’t tend to sell for anywhere near full value

· Don’t often see foreclosure sale where property worth substantially more than debt

· Data: shows in residential contexts, foreclosure only really happens when borrower has little equity in it
· L will try and disguise mortgage to avoid EOR
· Require grant of absolute deed w/understanding/oral agrmt it will be reconveyed upon repayment

· Use option to repurchase, K requiring reconveyance, lease back w/option to repurchase…

· Deed Absolute Advantages: (1) expense/delay of foreclosure (2) right to possession prior to default (3) prevents further encumbrances ie liens (4) poss of covering future advances w/o executing new instrument 

· BUT today will see it as a mortgage…= EQUITABLE MORTGAGE
· No Parol Evidence Issue: b/c didn’t embody whole agrmt

· Most: not affected by SOF b/c dealing w/”virtual fraud” (BN 43)

· FACTORS TO LOOK AT: (BN 43)
· Grantor’s continued possession/exercise of dominion over it
· Grantor continues to pay taxes/improve land

· Diff b/w land value & consideration

· Grantor’s payment of interest to grantee

· DEBT CREATED?!
· Declaration of grantee

· Relation of parties when deed was executed

· Understanding consideration to be prepaid
LIEN PRIORITY
· JUNIOR LOANS (SLs, banks, mortgage companies)

· Shorter, higher rate (b/c riskier)

· REMEMBER: can’t change priority via recording statutes, since those rules only govern absent contractual agreement to the contrary
· Nearly all commercial loans have prohibition on junior financing(see below)
· HYPO: B borrows from SL 1st; then from JL, at higher rate, shorter; JL records 1st
· CL: SL wins b/c 1st in time

· Today: look to INTENT of parties. JL acknowledges SL is senior( trumps
· Common: need JL consent to revise terms of SM/ to do a workout

· Common: default on SM= default on JM; insurance must cover both mortgages
· INTER-CREDITOR AGREEMENT= contract b/w lenders that lays out various things about respective rights and obligations of the parties fill in with answer to Q 53
· EFFECTS OF FORECLOSURE SALE when Jr. Lienor Involved
· 1. Lien being foreclosed= Sr Lien- IS EXTINGUISHED
· 2. All Junior interests in the property are extinguished( RISKY for JL!!!!!

· 2nd in line= Jr. Lienor

· 3rd in line= B. B’s interest= Equity of Redemption
· Tenants are junior (see end); easements; etc
· LOGISTICS OF FORECLOSURE SALE
· BID IN THEIR DEBT= if L buys it for up to amt. of the debt (usually), don’t actually have to show up w/the cash.

· JUNIOR LENDER’S OPTIONS
· 1. Sue B or guarantor (if it was guaranteed personally)

· 2. outbid senior loaners

· Probs: coming up w/the cash (b/c they can’t just bid in, havta pay off sr); might have to borrow (( cost) and then manage the property (( cost)
· 3. Statutory “Right of Redemption”(C20) 

· = right to satisfy mortgage payment w/payment to the debt it secured and thereby become equitably subrogated to all rights of the prior mortgagee
· ( redeem the sr. mortgage, not the land *before the foreclosure*

· ( Jr. would have 2 liens against the property
· Seldom do this

· Primary Benefit: you have control of the litigation, whether or not to foreclose…

· 4. Cut a Deal (after figuring out legal rights and options, tax ramifications)

· Must be: better for Senior than foreclosure

· Ex: Cure the default for B( performing loan on books (better), don’t have to foreclose/worry bout managing the property. Why is this better for JL?
· 1353- DEED OF TRUST §7- “if borrower fails to perform…  lender may do it pay whatever necessary to protect the value of the property and lender’s rights in the property… many include paying sum of lien w/priority over this security instrument… any amt dispersed shall become additional debt of borrower secured by this”(1356)

· = Right to pay ADVANCES for things borrower req to do which they don’t nec to protect own interest (right usually given in M)
· Treated as principal

· Why do this? hoping to take advantage of future recovery in land value; preserving option of things turning up over being wiped out today or having to come up with entire st. debt amt

· WHY PROHBIT JUNIOR LIENS?
· 1. No equity( no incentive to maintain property in good shape
· 2. default on JM( foreclose( sold encumbered( no control over who the new owner is

· CROSS DEFAULT CLAUSE= default on any other loan secured by the prop…

· 3. higher monthly payments( more likely to default on sr

· 4. JL more likely to insist on recourse or personal guarantee( if not enough $ to pay both, more likely to pay JL than non-recourse SL

· 5. complicates relationship b/w L and B. 

· Harder to negotiate upon trouble. Less flexibility. Someone else to contest.

· If B offers deed in lieu of foreclosure, JL may insist on it being subj to the 2nd mortg.s
· 6. JL Bankrupt( statutory injunction prohibiting creditor or other party from seeking to enforce its rights against the debtor or exercise control over debtors property( prevents SL from foreclosing or *extinguishing JL property interest* loan (foreclos= action against JL)
· 7. SL might want to keep above-market lease T’s in place upon F. 

· BUT if JL also forecloses, might try to foreclose against for bargaining power
· 8. preserve the right to securitize the mortgage
· WHY ARE JL PROHIBITIONS ALMOST UNIVERSAL, USED TO NEVER BE?
· Old: L held commercial mortgage on its books as an asset, continued to deal w/B

· New: MBS( ratings issued to sell on market; high rating (low risk)( higher price

· Ratings companies won’t give good ratings to commercial MBS allowing JF
· MEZZANINE FINANCING= current form of JF *only 10 yrs old*

· SL takes mortgage on property
· JL for purposes of adding to, improving, renovating existing property (BN 45)
· JL takes lien on partnership interests, stock, anything investor owns( similar to JM, since investors/shareholders own remaining value in the property (pledge ownership interest)
· ( SL POV: no interest in property, enforcement not against the property

· Mortgage law doesn’t apply.. BUT hasn’t been tested( don’t know. T thinks this won’t be held as a disguised mortgage. Others disagree.
· B benefits: save on closing costs, keep terms of 1st M in tact

· WRAPAROUND MORTGAGES= B gives notes in amt. that includes both new $ advanced (= amt JL would have given, given LTV) & money owed on prior senior mortgage

· B pays WM who pays SM our of the $ B gives him (B may have to notify SM of this)

· Used when: interest rates go up.  (sharing ben of favorable existing mortgage)
· Interest rate: slightly below market( B benefit= like refinancing at lower rate

a. ( principal on this note wraps around the principal on SL
b. Advantage to L: gets higher rate of return than market value for a SL (b/c the lower market price is balanced by the desirable Sr. Loan= LEVERAGE) (really borrowing $ at whatever % the old loan is and lending it at whatever % the new loan is)

i. BUT some $ paid to L is return of principal( only count returned interest as return of investment
ii. LIKEWISE some $ paid to SL is principal repayment( not a cost 
iii. See CN 100-101 for working this out in #s
c. DOESN’T AFFECT WL PRIORITY! Still below SL
i. ( really like a JL who has given 215K of her $, taken back a note and mortgage junior to the other mortgage( really a JL subordinated to SL getting lower rate than JL!
· Arg: more control (doesn’t seem worth 12% drop (13% ( 11.5%); cleaner

· USURY: effective interest rate (B 256)= interest on “JL” + “interest” on SL / “JL” amt

· BUT Further down( K rate + effective rate become the same B 257 CHECK
CONSTRUCTION FINANCING= INTERIM FINANCING
· TYPICAL: HIGHER RISK- b/c just the land not worth as much( more like unsecured loan

· Rate: high (b/c high risk)
· Term: roughly period expecting construction to take

· Amortization Rate: NO. Often Negative Self-Amortization.
· Tend to be paid in installments as construction progresses (resolves LTV prob)

· Require take out commitment; wants as many Ks locked up as poss (inc land financing)

· Usually done by commercial banks who like high risk, high yield
· TAKE OUT LOAN= PERMANENT FINANCING= B against whatever was built (after)

· CoL: expects to be paid from this; often won’t lend until it’s secured. Benefits:
· 1. knowing/securing source of repayment
· 2. another set of eyes looking at the project
· Breach of CL= Breach of TOL Agrmt( CoL concerned w/making sure B conforms w/TOL( critical relationship
· Mainly life insurance companies, also S&Ls, savings banks pension funds

· Who else provides capital? Contractors + someone may have financed land acquisition 
· MITIGATORS TO CRAZY HIGH LTV
· 1. PHASE DISBERSMENT (check if proceeding satisfactorily- time, quality, at cost..)
· Often period in which value goes DOWN (post foundation, pre building)

· Good for L: don’t want them to run w/$, put too much in high risk area

· Good for B: interest doesn’t start accruing…

· May push cost up: if inspector finds prob, may have to b redone, slow it down (also adds to time( interest accrued)

· SEE #3 on CN 83…
· 2. Insist on Personal Liability/Recourse, Guarantees(
· 1. can collect $ by suing on it (tho prob not all)

· 2. incentivizes B to put their all into making the project work

LAND FINANCE OPTIONS (If B can’t afford land?)
1. SUBORDINATED SELLER-FINANCER OF THE LAND= PMM w/a Subordination Clause S will subordinate PMM to CoL b/c wants sale to go thru; charge more for it
a. Like an investment in the project (b/c only gets paid, security only valuable ifs successful)

2. LONG TERM LEASEHOLD= Ground Lease Option (if wanna keep land in fam)( 30-99 yrs
a. Some: 100 yr leasehold= FSA conveyance
b. Benefit: rent= business expense( tax deductible; O only pays income taxes, not capital gains 
c. SECURITY rent will be paid= ability to evict
d. GROUND LEASE MORTGAGE= Mortgage LH to secure CoL (sold upon foreclosure; risky b/c if B defaults on lease payments, evicted( LH worth nothing( higher interest rate( B won’t be able to pay O as much)( 2 options to prevent this chain of events:
i. 1. FINANCEABLE GROUND LEASE has adequate protections....
1. Have L pay S the rent (( ensure no default)

2. Make sure L has right upon rent default to cure it, prevent LH termination

3. Without adequate protections like this, won’t get GROUND LEASE FIN.
ii. 2. SUBORDINATED GROUND LEASE FINANCING= In addition to pledging LH, get S to pledge FS as collateral (like #1- investment( L charges lower rate( O can charge more)= misnomer; not subordinating, really mortgaging their interest
1. See this a lot. ROCKHILL v United States= MAJORITY
a. Facts: S subordinate PMM to SBA lien b/c property damaged in storm (( not worth anything as security anyway, needed the SBA $, $ would allow improvement( them to get paid)( default( foreclosure action
i. SBA loan terms: $ must be used for improvements, disberse funds accordingly (which they didn’t do)

ii. SBA & S not in K; SBA not in subord agrmt; S not in loan
b. HELD: NO DUTY of CoL to subordinated lienor to exercise care that B applies loan proceeds to intended purpose.

i. CAN’T REWRITE THE K + need certainty 
2. Note: this is majority view, but some differ BN 48 (but they had app statutes)( imp to have certainty w/liens b/c could go either way!!

a. Alt Arg: L in better position to asses/enforce progress; better position to absorb losses; encourage parties to be more specific in K
3. Other things that make L feel more secure
a. CoLs usually recourse (but have spousal prob…) (good threat, but won’t make L whole)

b. SURETY BOND= promise from other co that if B doesn’t complete the project they will


i. Surety Bond Companies- NEVER complete w/o litigating liability!!!!

ii. Often required by CoL, almost always in public contracting deals. Why Required?
1. Statutory Requirements
2. = SEAL OF APPROVAL, b/c 2nd set of eyes saying it’s viable
c. 3rd PARTY GUARANTORS
d. LETTERS OF CREDIT. Issued by bank promising to pay beneficiary if.. (ie notify of default
i. Bank will have entered contract w/B so if bank ever has to pay on the letter B owes the bank the $. She has to pay up front fee, may have to put up collateral
ii. KEY= usually the notification of default, not default itself, triggers it.

1. ( get $ first, litigate over whether have to return it later
2. INDEPENDENCE PRINCIPLE= requirement to pay depends on receiving the doc but is independent of the truth of the statement in it

iii. Can supervise construction to ensure they get paid

In general, when things go awry, JL scramble to figure out how to change lien priorities.
· Legal Theories by which Priority has been changed (Rockhill) BN 48

· Express K arg: Subordination agrmt b/w lender and seller( in Privity

· Collusion b/w B and L to divert loans away from purpose B obligation to S to apply them

· Automatic subordination clause (w/express provision limiting to proper use of loan…) (some will say “subordinate to extent $ is used to improve real property”)

· Implied K arg (= argued in Rockhill)
· Works if: PMM said subordinate inasmuch as used to improve property, and later agrmt b/w L and B references PMM but doesn’t mention this

· Judicial determination L owes S degree of care over use of the loan proceeds b/c relationship of parties to the project & expectation of the S

· Equitable Subordination
· Fraud/Equity (but Beacham’s were the ones who fucked up( hard; Might have arg if they colluded together)
· Tort Arguments: NEGLIENCE (requires duty to act reasonably in admin of its construction loan, based on Foreseeability) (not a subordination claim, just a claim)

· Purpose of tort law= allocate risk where transaction costs are too high to allocate contractually (not appropriate in Rockhill) 
· REMEMBER: (1) Interest in the fee (2) Lien on the leasehold are SEPARATE: anything involving the GLM doesn’t affect the fee; just substitute who is in the position of ground lessee
· Junior interests to FSA= other leases that have been carved out
· GO BACK TO 94-95 CN!!!
· EQUITABLE SUBORDINATION= ct can rearrange lien priority based on improper conduct by sr
· Need: (1) inequitable conduct (2) injury/unfair advantage (3) not inconsistent w/bankruptcy act
· = CORRECTIVE NOT PUNITIVE( often partial not total subordination; trying to mimic original expectations; equitable doctrine used to remedy the inequity
· Shultiss (CN 123)

· Facts: 1st time probs arise, JL signed off on SL modifications, but not 2nd time

· HELD: entitled to subordination only insofar as was harmed 
· In re Vetrie Holmes C1-3; 2 subordinate to construction & mechanics lienor who are subordinate to construction lendor; Arg CoL should be equitably subordinated to them

· Claim: SL urged not to file, promised they would pay from subsequent settlement; other continued work b/c got letter saying they get paid via vouchering system BN 53
· HELD: conduct not improper enough.No justifiable reliance. No doc of claims

· MT: disagrees but doesn’t matter bc no basis for relief anyway (never knew)

· PROBLEM: How to determine harm done?
· Ex: SL extends term to lower payments? Unclear effect on JL.

· Easy: SL raises interest( clearly hurts JL b/c puts more debt before them.

· STILL, extent to which this forestalls foreclosure( decreases debt before JL it helps
· STANDARD: Depends on Relationship among parties (In re Vietrie)
· Impersonal/arms length( EGREGIOUS MISCONDUCT; duty= honest in facts
· ( no fiduciary obligation to debtor or other creditor (( can enforce own rights
· insider relationship/close( improper/ inequitable conduct fraud, overreaching, unfair… still vague) duty= loyalty & care
· Confidential Relationship (burden on P)( lower standard. Find one here (sent letter 
CONTRACTOR/CONSTRUCTION LIENS- Statutory
· Why Statutory? Higher risk of default in construction than other industries. Expensive + time consuming to have each individual contract for it. Reduce transaction costs.
· Encourages RE development by encouraging credit extensions + political influence of builders
· Options: (all over the map in this area)
· Most: Mechanics liens date back to 1st visible commencement of work on the house 

· Usually have to record at some pt before can assert the right

· Date back to when the individual provided the materials/service (more complicated litigation)

· Date of filing (but may encourage over-recording)
· Date of general contract
· Bonding Protection= prime contractor under statute must guarantee subcontractors paid (BN51)
· Minority: Stop Notice= may force payment of undisbursed loan to workers
· MAJORITY: Kemp v Thurman; 25K CoL in increments (r) to be given “as needed”; at time of (r) no work commenced; at time of subsequent advance work had been commenced
· OBLIGATORY ADVANCES( relate back for priority purposes
· Here: required to give so long as work progressed satisfactorily
· NON-OBLIGATORY ADANCES( don’t relate back
· Notice Rationale: Only if knew, of record, could they make informed decision of whether or not to deal (and vice versa w/ L…. )

· This applies to all FUTURE ADVANCE MORTGAGES, not just CoL
· No one would give junior financing if rule was otherwise
· ( FUTURE ADVANCE MORTGAGES must state max principal amount so junior financiers know what they’re behind
· MANY: CA RULE= Optional advance is subordinated to any intervening lien of which the future advance lender has ACTUAL KNOWLEDE (not notice!)
· ( BURDEN on subsequent lienor’s to provide notice to future advance lienor (CoL)
· Protective of CoL over subsequent lienholders
· SOME: MISS= CoL has preference over materialmen and laborers only to extent its funds actually go into construction (like what was argued in Rockhill)
· THE CATCH: What is optional? 
· M usually say if taxes/insurance not paid, not kept in goo repair, mortgage can pay and add to debt... is this optional?
· If advance depends on satisfactory work, and they do a bad job( refuse to lend( B begs saying need it otherwise whole thing will fall…is this optional?
· Rational to lend( subordinated!
· ( only way to preserve rights is to do irrational thing. Some awful caselaw out there penalizing lender for doing this.
· If make a change not in contract but that is smart… technically not in conformity. 
· If want to modify the deal….can you only date back to the modification??!
· UNCLEAR how these would come out. Obligatory/Optional distinction doesn’t always work well. ( How to protect yourself? 
· A. restatement erased this distinction but no one has adopted it
· B.  If jur permits mechanics lien waivers, get everyone working on it to subordinate…but tons of people to get to agree

See B 275
· DIRECT Vs. INDIRECT INTERESTS
· Be careful what the lien is on; can only mortgage what you have!
· ( may affect the fee indirectly, in terms of priority only
· SOME: if building owner consented to contractor working on leasehold, may be able to get lien against the owner’s interest
· Improvements: revert to owner upon termination or default
· Hadrup v Sale, va 1959 BN 51
· Facts: mechanic’s liens filed after purchaser buys a home (but by statute relates back to b4)
· Statute: must record w/in 60 days of completion or work thereon “otherwise terminated”
· Question: Is a prior unrecorded interest in property valid as against the interest of a subsequent bona fide purchaser? Did the purchase “terminate” the work? 
· A: Recording Issue( NO. BUT have mechanics liens statutes= if record w/in specified time after completion, lien can RELATE BACK to earlier date
· If Said: lien upon filing notice( good faith sale would prevent acquisition of lien
· Date back( sale doesn’t affect it
· HELD: Purchaser takes subject to unrecorded mechanics liens
· P chargeable w/notice a lien might attach for improvements
· DUTY ON BUYER TO INQUIRE, esp if work in progress (= notice)
· Purchaser’s Recourse= Indemnification from the seller

· Better Idea: Put money in escrow to be released to seller after window for recording mechanics liens has expired

· Downside: Seller won’t like it; have to pay something to hold the escrow; issue of how much to put in
· Another idea: delay closing until recording window has expired
· Some: construction( period after during which MM lien trumps whether P knew or could have known (P has priority if existing structure)
TRANSFERS OF ENCUMBERED PROPERTY
· HYPO: B buys from S for 400K w/PMM for 350K (8%, 20 yrs, annual payment= $35,280); Building now worth 600K; outstanding Principle= 325K. B wants to invest the extra $ not have it lie dormant.

HOW TO GET MONEY OUT OF A PROPERTY WITH EQUITY IN IT
2. Sell it (+600 – 325 (principal) – 50K (TC) – 30K (capital gains tax) = 195K
a. Downside: TRANSACTION COSTS- RE broker, lawyer, taxes (transfer, recording, capital gains tax= govt tax on capital gain = 30%)
b. Upside: pay off PMM, get (less) $ free and clear
3. Get a junior mortgage, since have lots of equity

a. Will lend until total debt= 540 (90% LTV, 600K property) ( can figure out how much they’ll give (here, since owes 325K, they’ll give 215K)
b. Downside: 
i. Jr( higher interest rates, shorter
ii. Transaction Costs- less but still there: lawyer, banks lawyer, mortgage recording tax, title insurance to the lender (no capital gains tax= 30%)
iii. Not free and clear- now has 2 loan payments to make
c. Upside: end up with more $ in her pocket than #1 AND owns a building
d. DO CN 99

e. Cost of Capital= pays 54K in interest( 54/540 (= amt. principal she holds)= 10%
i. Annual Payment:

1. SL: 325 K, 8%, 20 yrs( 32,760
2. JL: 215K, 13%, 10 yrs( 38, 442
3. TOTAL= 71202
4. Refinance the whole thing( borrower the entire amount from one lender (say 10%, 20 yr)
a. Downside

i. Transaction Costs: somewhat more than #2, b/c lots of things are % mortgage and now mortgage is higher (but still less than #1)
ii. If rates have gone up, losing a favorable loan/giving back cheap $

b. Cost of Capital: 10%. Similar to Jr. financing option.
i. Payments per yr= 63K, 54K interest (note: 10K less than before, b/c longer term…)
5. WRAPAROUND FINANCING (see above)
6. If no Due on Sale Clause, Can sell it but keep the mortgage in place (( keep the good loan)
a. SL Remedies Upon Default:

i. Foreclose (( new owner in essence has nonrecourse obligation on the debt though not personally)
ii. Sue Anna on the note (personally) (can’t sue B personally bc no K b/w them)
1. A can then sue B using an Equitable Argument: 
a. Unjust Enrichment (b/c sale price reflected mortgage assumption)
b. EQUITABLE SUBROGATION (see below)… 
b. Ex: SL= 8%, 20 yr mortgage; Property up to 600K; 325K left on the debt; Bob pays 300K
i. Q: is he overpaying? (since he is expected- know from purchase price- to pay 325K debt to bank, but property only worth 600K)?
ii. A: NO- look at present value of the debt being paid A19( about 88% of 325= 286
iii. LESSON: financing has value in and of itself (when interest rates have gone up) which A can take advantage of when selling the property
EQUITABLE SUBROGATION + DEBT ASSUMPTION see BN 54, reread 287-302
· = when a secondarily liable party pays debt in its entirety, they take over (subrogated to) the creditor’s rights against the primarily liable party= equitable doctrine. Don’t need in K, tho often see it.
· ( she can now bring foreclosure proceeding against the property to recover this $
· When paying off debt, secondarily liable party is in essence purchasing the rights of the creditor (they would do this anyway if law didn’t do it for them)
· Subject to= not personally liable; assumes= personally liable
· SURETY= one who undertakes to perform obligation for which someone else is primarily liable/ obligated to satisfy the promise of another 
· L Prefers: Lower interest rate relative to original-( wants takeover & vice versa
· Prefers assumption over “takes subject to”
· SALE w/AN ASSUMPTION of the debt (some: require this in writing- NY BN 55) (PA: implied!)
· SL Rights
· Foreclosure
· Can still sue Anna personally on the note (absent release/discharge)
· BN 55: A can then go after the property, or if assuming, after B
· Sue Bob on  3rd Party Beneficiary Theory (even though B’s promise made to A)
· Restatement of Contracts §294 (302): “unless otherwise agreed beneficiary= intended beneficiary if recognition of a right to performance in the beneficiary is necessary to effectuate the intent of the parties AND…” 294
· Bob is primarily liable for the debt; A is secondarily liable= SURETY
· SURETY RIGHTS (equitable assets theory + others, BN 56-7)
· 1. Right of EXONERATION= can bring suit to compel him to pay the debt (if he defaults)( doesn’t have to wait for SL
· 2. Suit for REIMBURSMENT/INDEMNIFICATION (if she pays part of the debt, b/c can’t be subrogated to SL’s rights if they still have some of those rights …)
· 3. SUBROGATION (if pays off entire debt)
· Effect of break in chain of assumption: Schneider 292: 
· CONTROLLING TEST- was there intent to confer a right of action upon 3rd party?

· See above, 294 for 3rd party ben language… BUT §312: if grantor erroneously thought they were liable, or assumed by mistake, rules re: voiding K for mistake apply
· Some: never allow assumption if chain is broken
· ANY IMPAIRMENT OF SURETY’S RIGHTS/MODIFICATION of the primary obligor’s rights will completely release the surety (= D to mortgagee’s suit)
· Why? Otherwise SL and B can fuck A (by making deal freeing B from liability for partial payment( no rights to subrogate upon being forced to pay b/c L no longer has rights over B)
· Arena; Arenas had 2 mortgages; transferred land + mortgages to R; R then modified- raised interest rate + length- w/o consent of Arenas. Default( suit against Arenas & R. 
· Reservation of rights clause in initial mortgage: preserves right of L over A upon transfer, even if forbear to sue or extend time + could deal w/grantee in same manner as w/A
· They had given A an extension & modified their interest rate 
· ( claim: modifying rate was in accord with this provision
· HELD: this did not allow them to change interest rate.
· Clauses by grantor-mortgagors allowing future changed to mortgage to be strictly construed
· Change outside scope of
· FN 3= “As a general rule any modification of the primary obligor’s rights will completely release the surety, but where the primary obligor is the land, not personal, the release is only up to the value of the land”
· ex: if land is deemed worthless and Sam releases it, only releases from amt. of value of the land (b/c that’s the most harm she would have suffered)
· BUT if primary obligor is an entity that is personally liable, modification( COMPLETE release of surety
· Irrelevant how much harm she would have suffered.
· WHAT SORT OF MODIFICATION?
· CL: ANYTHING. Any variation.
· parties CAN contractually modify this, but agrmt will be strictly construed 299
· New Restatement of Suretyship: Surety only released to extent of the harm suffered

· Problem: how to measure this? Fertile Litigation ground.
· Ex: default risk( agrees to lengthen term( 2 yrs later defaults( harm? Would have owed more 2 yrs ago… hmm.
REMEDIES OF SECURED CREDITORS

PREFORECLOSURE RIGHTS
· parties will always want to negotiate and avoid litigation

· WASTE PROBLEM( property value drops; default( B likely to file for bankruptcy( judge will give some time to sort things out( during this time, B will let property fall into disrepair since probably owes more than its worth…
· Occurs in period between default and foreclosure; longer( worse.
· Foreclosure proceedings take yrs, often combined w/bankruptcy proceedings
· No Equity( No interest in upkeep; anything they can skim off=pure profit
· Can’t be remedied via mortgage provisions to contrary b/c mortgage has already been breached
· MOST LIEN theory even if mortgage instrument uses lang indicating transfer of title, still only gets lien to be activated by foreclosure sale
· Few: Title( always has right to possession just not using it
· Intermediate= right to possession automatically accrues to mortgagee upon default
· REGARDLESS: courts reluctant to grant physical possession
( L needs INTERIM REMEDIES to protect L during this period (of deterioration, milking, not paying)
1. Mortgagee in Possession (done via provision in the mortgage): collect rents, do repairs, maintenance
a. Problems 
i. Enforcement: still need to get court order for this (reluctant)
ii. Carries Costs and risks (L has quasi-fiduciary duty, quasi-trustee( liability)
1. Costs: L has to care for property for benefit of B (like bailment)…
a. Duty to mortgagor= act as prudent owner would (must account…)
2. Risks: liability issues- what if someone hurt on the property?
3. Myers, BN 59: No duty to use undistributed mortgage funds to satisfy mortgagor’s unpaid debts (to construction workers)
b. Pros: collect rents + protect security interest
c. Doesn’t limit right to foreclosure
2. Assignment of Rents (done via provision in the mortgage) (like constructive possession)
a. Problems:

i. Enforcement: T’s don’t know what to do b/w competing claims(need court order
1. Solution= LOCK BOX PROVISION: directs certain amt. rent income put in a fund that goes directly to L, B takes any amt. in excess of that necessary for payments owed to L (may be done via mgmt co but that costs $)
a. Prob: B’s don’t like to agree to this
ii. Jurisdictions all over the place re: enforcing such provisions

1. SOME: L must take possession before can take rents
2. SOME: need only notify T( T liable if pay B instead of L
3. Appointment of a Receiver (done by asking court to appoint 1)- manages prop during litigation
a. Problems: 
i. EXPENSIVE. Receiver fees= around 5% rents collected.
ii. Receivers often incompetent friends/relatives of the judge
b. VARIES: what is needed to get receiver appointed.
i. Some: can get one in ex parte proceeding in 48 hrs
ii. Some: need to show B insolvent, or insolvent + property declined in value/impaired
iii. Wingfoot- showing of anger of loss to mortgagee( discretion BN 60
c. Commercial Mortgages: almost always say receiver to be appointed upon default.
4. Consensual Agreements

a. Forbearance- via either (1) informal agrmt (2) formal forbearance agrmt
i. L Protection: wants signed acknowledgment this doesn’t cut off L rights later
ii. Might want consideration from B
b. Restructuring/”Workout” (likely when project has long term potential, no bad faith so far) (often banks take away from loan officer and gives to workout group, for fresh start)

i. CASH FLOW MORTGAGE= payments dependent on whatever cash property generates( may lead to negative amortization

ii. Ways for JL to reduce risk in this scenario:

1. Require personal guaranty
2. shortening loan term (maybe via appraisal- appraise in 5 yrs, if property worth less, have to pay us)
3. don’t want to slow down payment to SL, b/c then more interest accrues.. also need SL to agree to the arrangement
4. mandatory paydown if sells another property
5. tighter monitoring (ie approval of all expenditures, monthly accountings, rent rolls, annual audited financials)
6. lock box
7. get % appreciation in property value
iii. Used when: econ downturn( reduce value of rental income… BN61-2 for cycle
iv. Options: write off accrued interest, reduce future interest, reduce principal, change priority in exchange, look to other assets to be pledge for the modification BN 62!!
1. L may demand more control (BN61-2)
2. sale to 3rd party BN63= “Short Sale”BN 65
3. repayment plan BN 65( modification if can’t repay
v. B has more leverage if: no other personal guarantees
vi. Done more (GSEs doing it too) C10-11, BN 65
c. Friendly Foreclosure (faster, cheaprt than regular foreclosure)
i. ( have O answer foreclosure proceedings by admitting + consenting to entry of judgment of foreclosure (looks a lot like deed in lieu w/o problem of JL)
ii. Usually L waives future deficiency actions
d. Deed in Lieu of Foreclosure. DEFINITELY ALLOWED. Common in res and beyond.
i. B Benefit: 
1. free from personal liability
2. also benefits from saving time, $ of foreclosure proceeding
ii. L Benefit: 
1. B might be insolvent, in debt anyway (( extra reason for it to not be worth it to go to court, doesn’t mind waiving personal liability)
2. Avoids all risk. Sure thing.
iii. Joint Benefits

1. avoid cost, time of foreclosure
2. parties control what happens, as opposed to litigation; they can cooperate, be more creative
a. Ex: Tax benefits of timing… 

b. Ex: B might ask for benefit mgmt contract as part of the deal
iv. PROBLEM #1: MERGER

1. deed travels w/encumbrances (ie JL)
2. What is O deeding in this? his EQUITY OF REDEMPTION!

3. ( SL has EOR + Senior Mortgage= FS (via merger)

4. ( SL won’t want this, b/c would rather have lien on the property than the property with a lien on it!
v. How to avoid EOR merging into your mortgage?

1. Deed to subsidiary of SL( subsidiary owns EOR, SL owns mortgage
a. SL may have subsidiaries just for this purpose
b. ( NOW can foreclose the senior mortgage to extinguish JL interest by having the subsidiary default!!!

2. Arg: Merger is about INTENT( shouldn’t hold merger in the 1st place.
a. ( put in the deed “this deed is not intended to merge into the mortgage and shall not”

vi. PROBLEM #2: if B maintains EQUITY/RESIDUAL INTEREST in the project (if L agrees to keeping them on as developer- know project will be a mess without them- and to give them stake in its outcome (to assure they try their best)
1. but what makes this legit is the lack of equity (( no strings…)
2. Becomes unclear if this is a DILOF or Disguised Loan Restructuring
a. Latter( EOR( right to reclaim upon repayment of debt
vii. Will only enforce if its fair, not fraudulent; judge will look closer…
e. Executory Deed in Lieu of Foreclosure= agreement in the mortgage that upon default, property belongs to L and L doesn’t have to foreclose= EOR waiver upon future default
i. NOT NECESSARILY ALLOWED. (Wensel). How is this diff from c?
1. People don’t do c if have lots of equity in the property BUT might do d if have lots of equity in it, don’t know what future holds
2. no one will want to invest in a project where one gives up EOR after default, b/c don’t trust their hope…
3. Once waive EOR, impossible to sell the property or line up another loan( may actually PREVENT from paying off the debt!

4. Deed in lieu( accept defeat and give up
a. HERE, opposite; such high hopes( will agree to anything.
· Wensel v. Flatte, 1989. TERRIBLE DECISION.

· Facts: default( foreclosure proceedings filed( L agrees to extension in exchange for deed to the property and promise to repay by Jan 31st; if do, will re-deed
· Issue: is this a mortgage (so does it carry equity of redemption?)
· Deed w/agreement that upon repayment, it would be deeded back
· = EXECUTORY DEED IN LIEU OF FORECLOSURE

· HELD: NO. 

· Look to parties’ INTENT- evidence they intended this to be a sale of property w/purchase price being the outstanding indebtedness w/option to repurchase
· Since B signed mortgage earlier, had notice this was diff( not a mortgage
· PRESUMPTION= deed is a deed.
· DUMB: B signed “a note secured by RE; transfer did not satisfy the debt.
· Property was clearly security for the loan
· Many would hold the eed was a mortgage( W still has EOR
· Why do they do this? Wanted F to keep the property, knew if they called it a mortgage EOR would kick in( chose not to. Came up w/BS Contract for Sale explanation.
· SHOULD EOR BE WAIVABLE IN A WORKOUT? (def not allowed ex ante)
· Reasons why not:

· 1. People tend to be over-optimistic
· 2. People appreciate value ex ante in way they can’t ex post( more rational, informed position( will get more fair value then
· BUT almost more desperate then!
· 3. PURPOSE OF EOR= Protecting EQUITY built in the property (no equity( no forfeiture( no issue)… is this purpose furthered here?
· 3 Options:

· 1. Never waivable (no deed in lieu of foreclosure)
· 2. Only waivable upon default

· 3. After default, MAY be permitted; Court to look at factors…

· C24- “mortgagor may release EOR to mortgagee for a good and valuable consideration when done voluntarily and no fraud or undue influence brought to bear upon him by the creditor…. SCRUTINIZE closely”

· Gillham- allow it; b/c it was his only chance, did it willingly, smart business man, knew what he was doing
· Very unclear test used.

· How much equity invested= BIG FACTOR.
· Fairness- Attorney involved??
· Russo v Roberts, C22-26; default( agrmt to waive Right of Redem upon subsequent default
· Can waive EOR in sep & distinct K entered into in good faith + for good consideration, tho not contemporaneously or subsequent to executory K
· = Doctrine Against Clogging the EOR

· Scuritinze these Ks very carefully. Some always allow. Some never do.
· JUNIOR LIENORS RIGHTS

· Shultis, NY 1993 
· Facts: JL agreed to initial modification of SL, not 2nd. Foreclosure.
· HELD: while SL can make modifications w/o consent of JL, if it prejudices rights of JL/impairs security, consent is required. Failure( ineffective modification as to JL
· ( SL relinquishes to JL priority w/respect to modified terms (usually only partial)
· Substantial impairment of security interest or effectively destroys equity( can divest SL of priority entirely
FORECLOSURE

· TYPES OF FORECLOSURE (depends on jurisdiction where property is)

· 1. Strict Foreclosure: Ct determines if in default, gives time to redeem; no redemption( ownership transfers to L; no sale involved (BN 67 for process)
· When: B insolvent, proprty value not sufficient to cover debt, no outside creditors/enc
· 2. Judicial Foreclosure: Action( ct order to have property sold and proceeds applied to debt
· Must: join all parties w/subordinate interests (otherwise they’re not terminated by for)
· Slow, expensive, RARE. BN 67 for process
· 3. Power of Sale: clause in M giving power to sell property, apply proceeds to debt
· To bid in: mortgagee/trustee must have expressly had such authorization in the M
· Pro: reduces time, cost, avoid statutory right of redemption (tho may waive DJ)
· EQUITY OF REDEMPTION: B or any party whose rights stand to be extinguished by foreclosure can redeem b/w foreclosure & sale. Created by ct. of equity
· Justifications: 
· consumer protection- B will agree to almost anything when desperate. paternalistic
· prob: seems overbroad since some B’s are very sophisticated
· give B time to find buyer who will pay high enough price to pay off debt (tho parties could K for this), give time to negotiate something
· Manoog v. Miele, 330 while foreclosure pending, L enters contract for sale of the property; Buys for 40K, sells for 45K; sues borrower for the missing 5K

· LAW: in exercising power of sale, mortgagee must act in  good faith and use reasonable diligence to protect interests of the mortgagor (B on mortgagor to prove otherwise)
· No duty to bid full price.
· Factors to ask in determining if “chilling” occurred here (= reduced bidding) (where mortgagee arranged for new buyer to buy with PMM)

· Whether purchaser could have procured similar financing elsewhere

· Whether purchaser was good or bad credit risk

· Whether interest rate of 6% was more favorable than otherwise would have been expected from nature of the premises

· HELD: Buyer probably wouldn’t have known about it (acted as broker) + Presence of PMM

· JURY ISSUE( possible to find violation of OBLIGATION OF GOOD FAITH here. But they didn’t. Court probably would have allowed it if they had, though.
· Might have come out diff if diff in price was higher (only 10% here- can be accounted for in brokering, PMM, quality of title)
· TO SET ASIDE NEED:

· (a) some irregularity/problem in conduct of sale/error in procedure (f*ed up) +
· (b) prejudice in price realized at the sale (more of one( need less of the other…)
· Differential in value vs. price won’t cut it unless truly OUTREAGEOUS (have upheld only 20% value paid! 60% won’t cut it…)
· Lender usually only bidder at sale b/c:
· 1. formal, cold legal notices advertise it (no broker used…)
· 2. no title guaranty on foreclosure sale, and no time/impractical to do title search
· 3. usually finance buying w/mortgage, secured during K to sale (which doesn’t exist here)
· Usually need 10% bid price, 30 days to complete purchase (how confident are you…_
· 4. have to deal with disgruntled borrowee still living there

· Do have quick eviction proceedings, but still inconvenient
· 5. can’t inspect the property
· 6. no assurance of property’s condition when get it, even if do inspect it
· 7. usually defaults happen at times of econ downturn( ppl not buying
Proposals for Foreclosure Change
· see BN 82 for how commercial foreclosures should proceed.

· Can challenge appt of receiver by showing irrep harm

· Receiver must acct to court…

· BN 83

STATUTORY RIGHT OF REDEMPTION (1/2)
· anyone with lower interest extinguishes in foreclosure can redeem AFTER foreclosure by paying off sr. interest (not really on east coast) = further protection of B’s equity in the property

· Origins: Depression; wanted to give foreclosed farmers a harvest season to rebound
· Purpose: incentivizes bidders, mortgagees to bi full value
· Counterarg: discourages buyers; added cost; unnecessary bc rarely exercised
· MT: 3rd parties never bid so doesn’t matter
· SPLIT: whether rights can be waived + who manages/possesses during the period (BN 68)
· Russo: BN 75- Can be waived like EOR?
· Who can Redeem? GO BACK to BN 70-1
· 1. Borrower has 1st dibs (=holder of EOR). Statute gives time (ie 12 months) to do so.
· How to redeem? Pay back what purchaser paid + any statutory interest
· Prob: from JL perspective, seems like collusion to wipe out their interest
· BUT otherwise will discourage B from redeeming
· Most: mortgagor can maintain possession during this period
· 2. Other interest holders whose rights have been extinguished have right to redeem in descending order (will each have something like 7 days to do so till next gets turn)
· To Redeem: Pay what was paid + interest
· For next interest to redeem: Pay what was paid + interest + more sr. debt in the interest (so remainder of higher up JL debt…)
· ( redemption right may lead to satisfaction of multiple debts

· ( if don’t redeem, lose rights b/c saying we don’t think property is worth that much…. Then you won’t mind if you get nothing out of it.
· For next to redeem: Pay what was paid + interest + any senior party who was willing to redeem
· HYPO: O’s property sold to P at foreclosure for 700K; SL 625K gone after foreclosure; JL1 200K( owed 125K after foreclosure; JL2 still owed 10K
· O could redeem for 700K + interest
· No( if P got good price, JL1 might redeem( 1 week to file notice of intent to redeem
· JL1 passes( JL2 doesn’t have to pay of JL1; just 700K to P
· Stadium Apartments [federal pre-emption] BN 73-74 GO BACK [this is NOT the trend]…
· HELD: state statutory right of redemption does not apply when FHA forecloses guaranteed M
· FHA: says mortgagee must have same remedies as available under law of jur, not mortgagor
· Args anti statutory ROR (above); FHA bids FMV anyway. BN 72; ties up govt $
· KIMBEL, SCT, BN 74= standard for deciding whether to adopt state law in lien cases
TENANTS RIGHTS IN FORECLOSURE

· T: always senior to B (b/c B granted them something); subordinate to mortgagees (b/c on record notice) unless contracted for differently. No legal right to anything. Get nothing from sale.

· Makes sense they’d K otherwise b/c L can benefit from T willing to pay more for certainty

· SNDA= SUBORDINATION, NON-DISTURBANCE AND ATTORNMENT Agrmt. C22 handot
· T want: NON-DISTURBANCE PROVISION (T’s right to possess won’t be disturbed by mortgage/foreclosure)
· L Wants: ATTORNMENT AGREEMENT= promise T will agree to accept lender or foreclosure sale purchaser as new Landlord (no one has done this in 400 yrs)

· Subordination= T agrees to subordinate lease to mortgage on any area where the 2 are inconsistent( mortgagees rights govern if inconsistent
· MANY: Even if leases subordinate, L can choose whether or not to extinguish them in foreclosure 

· MANY: L can name JL, low paying T’s as D’s in foreclosure proceedings but not high paying 1s

BORROWER PROTECTIONS FROM PERSONAL LIABILITY
· DEFICIENCY= where foreclosure fails to produce enough to pay debt

· Assumption= L has right to foreclosure and sue on note (unless non-recourse loan)

· Is possible to have w/strict foreclosure

1. Substantive Anti-Deficiency Statutes= any that limits liability for deficiency
a. Examples

i. Simple/Rare: “post-foreclosure, B has no liability on the debt”
1. Reason: Idea deal was intended to be about the land
ii. Limit amt of deficiency

1. Measure not by diff in amt owed and bid but by diff b/w debt and value
iii. Limit deficiency in certain circumstances
1. no deficiency after non-judicial foreclosure
a. Reason: don’t feel confident in buyer’s protection there
2. COMMON: no deficiency on PMM b/c
a. Reason for PMM: B probably didn’t have credit to get loan--> raises suspicion property wasn’t worth the sale price (or they wouldn’t have been able to get a loan)( prohibiting DJ prevents seller who managed to pull a fast one on buyer from profiting from it
b. Also, principal amt of mortgage v interest rate on mortgage can be somewhat arbitrary in PMM( not that comfortable w/idea deficiency really measures amt of debt
3. no deficiency on owner occupied residency
b. Negative: Pushes up L’s Costs( paid for by B (esp risky ones) (.07-.15% M)= like mandatory borrower’s insurance (vs. mortgage insurance, which guaranteed L is paid if B defaults, then insurer can sue B)
i. lower incentive to pay ( higher rate of default
ii.  ( drives some ppl out of the market while benefiting those that do default
iii. Violative of underlying assumption of freedom of contract?
c. Arg Pro: Bs tend to underestimate poss of default; foreclosure sales bring below market price
2. PROCEDURAL LIMITATIONS

a. Prior Resort Rule= must foreclose on property before can sue on note
i. Rationale: agrmt was really for property to secure debt; didn’t intend personal liab.
b. Election of Remedies Provisions= if don’t foreclose on collateral 1st, waive collateral
c. One Action Rule= L can only bring one suit, but can do anything in it
i. Rationale: fairness, judicial efficiency
d. Court of Equity can refuse to confirm sale, set is aside upon evidence of chilled bidding or price so inadequate as to “shock the conscience” or raise presumption of fraud (SCT BN 77)
DO CN 129
· Ex: NY §1301 (C31)

· Once you have a final judgment on note, can’t bring action to foreclose on the M, unless you’ve tried to execute on the judgment on the note and it hasn’t been satisfied
· Close to election of remedies, but not quite
· §1301(3): While action is pending (=foreclosure action) or after getting judgment can’t bring other action
· Close to one action rule BUT if start foreclosure proceeding and stop it, can go back and sue on the note
· Ex: §1371 (Book 370)
· (3): can get deficiency judgment, but must be in the same action
· Otherwise, proceeds of sale deemed to be in full satisfaction of mortgage debt
· (2): how to do this- bring motion asking for DJ ( court figures out M value, directs DJ for amt- sum of amt. owed + interest AND amt owing on all prior liens and encumbrances + interest AND cost of disbursements less market value or sale price of property, whichever shall be higher

· Article 140 (C14)- 5 yrs ago- lays out when FORECLOSURE BY POWER OF SALE will be permitted, procedures( took a previously unutilized option and made it more common
· Before: doubts doing so would stand constitutional challenge
SKIM per CN 130
· 1419- can get DJ in non-judicial foreclosures

· LIS PENDENT- NY foreclosure provisions provide for filing LP. Should be at least 20 days before judgment of foreclosure. 

· Why? Anyone acquiring interest after filing on notice( bound by foreclosure proceedings as well (prevent purchasers in interim challenging the outcome)

· Mid-Kansas SEE CN 130-2
· Facts: 10 SLs secured by separate plots; 1 2nd M secured by the entire area (both held by MK) 

· Default on both( MK forecloses on JM( sue B for the amt owed on SLs (wants to waive the security and sue on the balance)
· Claim: Violates KS anti-deficiency Statute= One Action Statute. MK artificially created def.
· KS Deficiency Statute Scheme: (B 387; CN 130) 
· NO DJ FOR: (1) PMM (2) 2.5 residential or less (3) Non-Judicial Foreclosure
· Election of Remedies: can’t bring both actions simultaneously (but unlike others can bring subsequently…) ( one action rule? 

· DJ FOR: non PMM via action for judicial foreclosure
· Grey Area: If refinance PMM…still protected? Leg intended for you to be, but unclear what the court would hold

· Arg: this is still $ to secure the purchase price…

· HELD: if protected by anti-DJ statute, cannot elect to waive security and sue on 1st notes after having chosen to proceed by trustee’s sale of 2nd deed of trust
· Here, DJ not applicable b/c not residential( MK can waive security and sue on note. Still, B wins b/c MERGER
· Merger of Estates: 1 person w/greater & lesser interest in same property w/no intermediate interest( lesser interest extinguished

· Usually: mortgagee interest + EOR= FS

· MERGER OF RIGHTS DOCTRINE= one holding Jr and Sr forecloses the junior and purchases the property, ABSENT CONTRARY AGRMT, mortgagor’s persona liability for the debt secured by the 1st mortgage is extinguished
· Rationale: buys subj to sr lien( land becomes primary security for that lien( assumed this was factored into the purchase price

· Can be overcome by contrary express or implied agrmt (implied= price didn’t reflect it, one case bank paid full price and gave extra to mortgagor…)
· Here, paid much less than worth( applies. 

· Union Bank v Gradksky, BN 80
· Facts: CoL w/guarantor (Max); 2 extensions given, both consented to by Max( non-judicial foreclosure trustee sale( 11K deficiency( sues guarantor
· CA STATUTE: can get DJ if bring judicial foreclosure proceeding
· HELD: creditor cannot recover from guarantor the unpaid balace upon note following creditor’s nonjudicial sale of security on ESTOPPEL basis, when statute protects primarily obligor from DJ upon nonjudicial sale though not the guarantor
· Rationale: creditor elected remedy that destroyed guarantor’s subrogation rights
· b/c allowing him to get DJ from Bess would be circumventing anti DJ stat.
· ( right of indemnification wouldn’t change things b/c of this logic
· “the creditor has a duty to the surety not to impair the surety’s remedied against the principal debtor”
· Estopped from pursuing guarantor for DJ when they chose the course

· If he paid debt, would be subrogated to Union’s Rights, which are limited by the statute! And was L’S DECISION to pursue a course that barred DJ.

· ( L’s decision to go non-judicial route impaired guarantor’s subrogation rights
· BANKS CHOICES UPON B’S DEFAULT

· 1. Judicial Foreclosure Proceeding

· Pros: preserve right to DJ
· Cons: slow, expensive, statutory right of redemption
· 2. Non Judicial Foreclosure Sale

· Pros: quick, inexpensive, no right of redemption
· Con: Waive DJ right per statute (see §5 C27 lang) §5add- after nonjudicial foreclosure, no judgment shall be rendered for any deficiency upon the note secured by the deed of trust or mortgage”
· CANNOT sue B on note and not foreclose (prior resort rule) §5ada last sent.
· 3. Suit against guarantor directly without foreclosing or going for B
· NOT BARRED by §5add b/c not an action on the note, b/c he’s not party to the note! C29 CN 133 #4
· BUT §5ada= Prior Resort Rule- speaks in terms of the obligation not the note (and he’s also under the obligation)( might protect him
· Court notes EQUITABLE RULES may prevent suit against guarantor prior to exhausting other options (property, primary mortgagor) BUT also notes every guaranty contains waiver of those rights. Unclear if he can waive his rights under §5ada.
· MORAL: defense of impairment of subrogation rights= regular problem
· GRADSKY AFTERMATH: Lenders started putting waivers of this D into guaranty agreements; Still, court’s would say the waiver weren’t properly worded, find a way to get guarantor off the hook.
· ( CA STATUTE: waiver of these rights in guaranty is enforceable( upheld
· State Bank of Albany v. Amak Enterp, Inc, NY SCT, 1974
· Facts: Amak guaranteed loan; not named in initial foreclosure action; property resold for 20K profit by bank; bank brought 40K deficiency suit against Amak
· Note: goes for 40K and not 60K b/c statute says entitled to the diff b/w the debt and FMV of property, which was 55K.. (since sold so close to foreclosure sale, acknowledging 55K was probably the FMV)
· §1301- “while a mortgage foreclosure action is pending or after final judgment for the P, no other action shall be commenced or maintained to recover any part of the mortgage debt without leave of the court wherein the former action was brought

· Q= was it an action to recover any part of the mortgage debt?
· A= abstain from answering b/c find relief on other grounds

· Note: mortgage secures the note… is this a mortgage debt (on the note?) ( deficiency on a note is specific, so probably wouldn’t include a guaranty. BUT “action to secure mortgage debt” is less clear….could go either way.

· §1371- “if no motion for DJ made… proceeds of the sale regardless of amt shall be deemed in full satisfaction of mortgage debt( no right to recover deficiency in any action”
· Q: is this a suit for a deficiency?

· Bank Arg: precedent Westerbeke= stock in escrow sold when foreclosure didn’t satisfy debt despite no DJ motion made in foreclosure action (rationale= not DJ or personal judgment but using additional security as provided for by initial agrmt)

· Bedcro- additional security not put in escrow( court refuses to enforce b/c failure to move for DJ in initial action (tho this was about getting at other security, not DJ..)
· PRESUMPTION= no DJ motion( foreclosure value= at least entire debt

· Benefits of presumption extend to debtor as well
· HELD: failure to make motion for DJ as require din statute( proceeds deemed to be in full satifaction (though in Gradsky said guarantor not protected…)
· Anti-DJ statutes normally wored to protect B, not guarantor, but Gradsky… 
· MORAL: need to follow procedures carefully to preserve right to go after guarantor (( preserve right of deficiency against the debtor)

· Guaranty worth much less when L barred from going after B, b/c court won’t allow a subterfuge to avoid the anti-deficiency statute.

DISCRIMINATION IN MORTGAGE LENDING
· studies yield inconclusive results; much legislation to deal with the problem
· Redlining= refusal to lend in certain areas (may also be done by charging higher prices, imposing more stringent terms there, shortening length, refusing to lend on homes past certain age, setting min $ amt for mortgages, underappraising homes in those areas, charging points..)
1. Fair Housing Act of 1968 D1, BN 84
a. Prohibits Discrimination…
i.  on Basis of: Race, color, religion, sex, handicap, familial status, national origin

1. not: age, marital status

ii. By: anyone engaging in residential real estate related transactions

b. NAACP case D1, BN 84- dealing w/insurance (§3604- “otherwise make unavailable( could be read to include denying insurance which is needed for a loan, but may not…) 
i. Insurance- need to group by characteristics, or low risk ppl would never buy in bc wouldn’t be worth it( focus on disparate treatment, not just impact 

1. but risk discrim is not race discrim…

ii. Disparate treatment (intent)( burden on P

iii. Disparate Impact( burden shift to show legitimate business reason( burden shift to P to show mere pretext
iv. HELD: Title VII does cover insurance b/c sec regs enacted after said so! D3
c. Enforcement: Justice dept + private actions by victims 


i. inc. testers despite no real harm; prevail( awarded attorney’s fees

ii. 1988- punitive damage cap removed( many more private suits (lawyers wanted..)

2. Equal Credit Opportunity Act 1974: covers discrim in credit transctions (mortgage lending, CC, etc)

a. Impetus= feminism. (initially on basis of sex and marital status only)
i. Now: race, color, religion, natl origin, age, sex, marita status

b. Broader than FHA in that covers all credit transactions, narrower b/c only sex, marital status
c. Interpretation: L can’t deny loan to married person if they would have allowed approved it if they were single( can’t require signature if would have allowed as single person

i. Prob: spouses can put assets in others name( protect from creditors

d. Enforcement: FTC + Private actions + justice dept can bring suit

e. Remedy: punitive capped at 10K( limits private actions

i. Farris v Jefferson Bank BN 85- “Court may grant such equitable and declaratory relief as nec to enforce requirements”( BROAD. Can be more than just $....

1. Facts: required wife to sign off on mortgage (ok-TBTE) and note (not OK)
2. HELD: violation.
a.  Exception= if need both to make the security able to satisfy debt, or if reasonably believe needed it (no reasonable belief for note..)

b. Prima Facie case: (1) joint app? No( (2) exception? No( (3) independently qualified?
3. no SOL for using this defensively to block L attempt to enforce
3. 1975 Home Mortgage Disclosure Act: L must make certain info about practices public

a. Broken down geographically; must be given to the govt; reviewed by regulators

b. 1989 Amendment: must report by (1) geographically (2) demographics- race, national origin, gender, income
c. Study: blacks 60% more likely to be rejected for loan than whites after adjusting 4 income

i. BUT doesn’t account for wealth….

d. Complaint: this produces too much paper work. Haven’t gotten it repealed.

4. 1977 Community Reinvestment Act: lending institution must “help meet the credit needs of the local communities in which they are chartered.” Each institution must state in writing the communities it intends to serve & types of credit it intends to make available to these communities.
a. Enforcement:  (modest impact, but has strengthened comm. groups)
i. Regulators use public reporting requirements to determine whether to approve bank actions (open branch, merge, enter new market, use new product)

ii. Comm Groups: threaten to hold up merger on basis of records( banks promise to give $X in next $X yrs in loans to low income in xchange for not challenging CRA

1. extortion or responsible communities?

b. Recently: massive consolidation of banking industry (( needed merger approval)

5. State Statutes: fair lending, anti-red lining, etc.

a. Moving twds: disclosure focus (before control, then performance oriented)( pub pressure

b. Predatory Lending= cycle of getting them caught up in debt, inc high rates….(as we’ve moved from hard line cutoff to differing rates for sub-prime markets) (no fed leg on it)

6. Congress has pushed GSE’s to inc loans to inner city, study standards to ensure no discriminatory effects, encourage low income housing initiatives (unclear effect…)

a. Creative Alternatives: use rent/utility bill payment as indicator of credit, allow food stamps/child support to be counted as income

b. Bc part of prob is FNMA requirements…
c. Fed regulators rarely criticize banks, usually give passing grades…..

d. Some want objective measures in place (ie # loans required to be made to low income…)
Longhaufer/Brenner & Space Articles
· Becker: L maximizes utility (including taste for discrim) BUT might be counterbalanced by desire to not get caught (BN 87)

· differing causes( differing solutions for discrimination

· 1. Traditional Model: Bigot (= taste for discrim). Unlikely b/c ( competitive advantage for non-bigots (unless it’s universal + have govt support)

· 2. Economics (lower wealth…) but even that doesn’t account for it all
· 3. Misunderstanding: cultural affinity (Long). Affects borderline ppl. D14
· 3. Systematic Possibilities/Factors
· Rational/Statistical Discrimination= group becomes proxy for measuring residual risk (based on real data…. Troubling what to do with this.)

· Credit Scoring Tech Bias= computer spitting out risk # based on data from white middle class. Data doesn’t nec mean the same thing for every group.

· Prob: solution of making diff systems for diff groups will never fly. ( can either use inaccurate model or be guilty of explicit discrimination
· Rational Disinvestment: if image of self or society is that you can’t borrow, you won’t invest in your own creditworthiness (this has been a recent focus)
· American Mutual
· Risk Discrimination: necessary in insurance market

· Dangerous to do race discrimination though….
· SOLUTION: make minorities more creditworthy! Educate parties; can overcome cultural affinity w/more minority officers, but this doesn’t seem to help…

· But education is costly… + benefit accrues to society( need to have these programs subsidized
PURCHASE AND SALE OF REAL PROPERTY

· BN1: Brokerage K( prelim negotiations( K of sale( commitment for financing( determining status of title( survey( curative action( termite inspecting( drafting instruments( incidental paperwork (Real Estate Settlement Procedures Act BN 2)( obtain title insurance( closing
· 2 Types of problems (1) physical property (2) legal rights/title
· Different Rights….

· K Rights: (1) Contract of Sale (2) Closing + conveyance of deed & mortgage at closing
· MERGER BY DEED= later K trumps earlier one/earlier agrmt merged into later agrmt( if 2nd is silent on an issue, examine INTENT to see if meant to remain or superseded by 2nd…
· Sample K of Sale

· Note: no heading “quality of property” under the sample K of sale…
· §12= condition of property (E9); “purchaser is fully aware of the condition based on own investigation…entering into K based solely on such inspection not on any info as to the physical condition…”
· intended effect= protect seller against suits from buyer about condition of the property
· “as is” provision… protects against: 

· A. breach of warranty (express or implied) COA (bc saying we’re not promising anything to be true)
· SEE SANTOVSKY to find the types of suits this would protect against
· Warranty= promise some fact is true
· Agreeing to take it as it is today (( can’t damage it after signing)
· B. fraud claims (saying doesn’t matter what I’ve told you, you can’t rely on anything I’ve said, take as is( element #3 not met
· What if the above statement is false? (P never investigated…). Stupid they list a bunch of facts rather than explicitly waiving liability.
· §28(a): MISCELLANEOUS “all prior understandings, agreements, representations, warranties, oral or written b/w seller and purchaser are merged…”= MERGER CLAUSE
· Protects against: anything said before. Inc. fraud claims.
· ( Parol Evidence Rule= can’t introduce prior statements about the K to explain what the agrmt was 
· Trick: ev allowed when there’s ambiguity, and always some
· Some: accept parol evidence to determine if there is a latent ambiguity we didn’t find in the K; if found, use PE to interpret
· §28(a)? INTEGRATION CLAUSE= completely expresses their full agrmt
· (no side promises, contemporaneous agreements (b/c merger clause wouldn’t cover these)
· Can you waive your right to sue for fraud? 
· Legit reason one might want this: protect from risk of costly litigation
· Mindfuck: if K induced by fraud( not binding( provision doesn’t apply
· Odd: K w/arbitration provision; issue over use of fraud in entering the K; courts will usually uphold the arbitration clause + require fraud claim to be pursued in arbitration, despite fraud( no K (fed arbitration Act( strong presumption on enforceability of arbitration clauses)

· Tort Rights

· COAs: Fraud, negligence, SL
· Fraud: (1) duty to disclose (2) breach of that or affirmative misrepresentation (3) on which buyer reasonably relies (4) on acct of which buyer suffers harm
· Against: seller, previous owner, builder, inspector/appraiser 
· Statutory Rights (much more imp over last 10-15 yrs) (see below- Reps, Warranties…)
· Tort v. K Claims
· Reed v Something Home, 
· K or tort suit Look at how 2 differ based on burdens, remedies, defenses….
· Comparative fault in K? Punitive damages in K?
· What do you need to prevail under Reed?
THREE PERIODS: 
1) Marketing Period – leading up to contract

2) Executory Period – b/w marketing and closing, while contract is executory

3) Closing +: execution + performance of contract of sale (60-90 days after K of sale)

a. B gives $ to S (which probably goes to S’s financer), S gives title to B= performance of K of sale/defined by K of sale

i. B probably gives note/mortgage to Lender

ii. Buy title insurance, financial adjustments (ie allocate yr taxes, settle up for amt of oil in heating tanks…)

b. Simultaneous Performance:
i. East Coast: face to face. 

ii. West Coat: Escrow- escrow agent (typically lawyer or title insurer) gets instructions, once complete them, give $ to S’s lender, deed to B, etc
Contract of Sale= Commitment from both sides= get equitable title

Why do we have this? to make both comfortable in making necessary prelim time/$ investments

Buyer’s Costs: to secure financing, must make certain investments (title search, apply for loan)

· Sellers Cost: taking house off the market (tho can still talk to ppl…)

· Rationale: agree to the sale subject to narrow defined conditions precedent on both ends

· CP= condition that must be satisfied before an obligation will arise on a party (doesn’t have to be on the K as a whole… can be for a particular part)

· Failure of CP( excuse from that obligation
· Remedy: (breach of K suit)

· B Breach( Expectation Damages= ZERO for seller if can still sell at market price

· ( Deposit (usually 10%); can be kept if B breaches

· Characterized as option payment (b/c doesn’t meet liquidated damages req (1) reasonable estimate (2) hard to value)

· FOCUS: So long as it’s reasonable, in line w/market, enforceable.

· No real K basis for this, but need the system to work, quick efficient remedy
· Some: retention( barred from other remedies
· S Breach( Specific Performance (real property= unique)
· Prob: time delay, S has already sold to someone else living there that whole time
· Real Remedy: ability to cloud title via Lis Pendens (b/c no one will buy once filed
· 6 CATEGORIES OF THINGS IN THE K OF SALE (unclear from our ex)
· A. Promises
· 1. What The Seller Promises the Buyer
· property ownership= bundle of legal rights, estates in land, all of which are subj to uncertainty b/c nothing is risk free
· Inc: physical property, quality of title, condition, lien issues
· Has until closing to fix any problems
· 2. What the Buyer Promises the Seller (cash? Check? PMM? Take subj to mortgage? Down payment? How paid? Amt?)
· B. Conditions Precedent (Must say “buyer’s obligation subject to…” NOT “K subject to” to ensure right person is able to invoke failure of the CP)
· 3. To buyer’s obligation to complete the purchase
· Subject to inspection of the property (common) (short window, days wks…not in NY)
· Subject to financing clause (common, but need it to assert the right)
· Sale of a prior home (contentious- sellers hate this. out of their control.)
· 4. To Seller’s obligation to complete the purchase
· Ability to deliver good title as called for is often a CP, if thru no fault of their own (false assumptions) they can’t (weird. Bc our title system is a mess)
· In many jurisdictions; often explicit in the K.
· C. Remedies for breach
· 5. Seller Remedies(keep deposit)
· 6. Buyer’s remedies (ability to tie up title)
Subject to Financing Clauses (biggest source of litigation after title issues)

· NOT implicit

· Implied obligation to secure a mortgage
· Released by raised interest rates she won’t agree to? (but rates always fluctuate..)

· Released by applying to 1 lender?

· Released by failure to obtain even if S offers PMM?

· Difference bw contingent on “obtaining a M” v “being able to obtain an M”?

· Is “contingent on obtaining mortgage B finds acceptable” illusory promise( unenforceable K?

· Problem: B can affect likelihood of getting M, decide whether/not acceptable if do get it

· Solution: may read in: (becomes Q of K interpretation) (don’t have to do this…can void it)

· 1. implied obligation of good faith and fair dealings (= subjective) and/or

· 2. reasonable standard (= objective) 
· Gerrith, 534

· HELD: Cts reluctant to strike down for uncertainty; instead, fill in gap w/reasonable explanation based on surrounding circs

· Inability to ascertain intent( void for indefiniteness

· Here, no way to ascertain the amt( don’t even get to the good faith part b/c missing essential term( no meeting of minds

· Kovarik, 528: bank rejected( S offered PNN w/same terms

· “offer contingent upon buyer’s ability to arrange above described financing” (mentione bank)

· HELD: “above described” referred to terms not source; no evidence source was material.

· Dissent: K is not ambiguous. Made good faith effort to get financing.

Attorney Approval Clauses
· = gives parties benefit of counsel as if they had attorney w/them when signing K originally

· Common b/c brokers often negotiate sale w/o lawyers( execute K of sale w/o them (so parties will be psychologically committed to the deal before lawyers can fuck it up)

· Risk of unauthorized practice of law( brokers won’t give any legal advice( give opp to consult lawyer before K goes into effect

· NY: lawyers usually involved in negotiations (expensive for B+S; good for laywers)

· NJ: usually done by brokers. Depends on local custom (N v S)

· Q: On what basis can attorney’s say no/give advice? Must you divulge basis for disapproval? SPLIT
· Objective Approach= test using standard of marketability (551)

· Subjective: acceptance of title as satisfactory, so long as made in good faith (= like having benefit of attorney there)
· NY Decision: disapproving on client’s instructions= bad faith breach of K

· Lang: if says “absent any action this is binding”, arg you’re not bound to anything yet?

· Indo v. Dwyer: requires good faith only, 548 
· if K ambiguous as to scope of attorney review, can use parol evidence rule to resolve ambiguity
Time is of the Essence Clauses
· needed if want delay to= material breach= free from obligations (( can keep deposit or not..)

· Risk( only want to include if it’s true
· also makes you liable for breach

· they might not agree to this

· Default: either side entitled to reasonable delay (depends on reasons for the delay. Good faith?)

· NY: Reasonable= 30 days.

· Need to say at whatever point it becomes imperative that failure w/in X days= material 
· Doering, 576: Time is of the essence claused erased from form K; K said 45 days; At end, nothing happened( letter sent saying had 10 days or were keeping deposit; after 10 days got the $ for the deal, at which point attorney said too late

· During 45 days didn’t make effort to get the $;  never told B that purchase was contingent on selling their old house

· HELD: while 45 days is an approx, also does mean something…couldn’t just do nothing.

· Would be diff if they made any effort in the 45 days

· No time is of the essence does not mean time doesn’t matter! Just loosens it

· Also, that they delayed bringing suit shows they didn even want the sale that bad…
Risk of Loss: 2 Approaches (in absence of agrmt otherwise)

· also relates to anything involving rights of 3rd parties 615

· oddly, most laws (IRS,  bankruptcy..) don’t deal w/executory period and leave it up to ownership ideas
· 1. MOST: DOCTRINE OF EQUITABLE CONVERSION= K of sale= specifically enforceable agrmt( court of equity considers buyer to be real/equitable owner of land as of time of signing
· Seller’s legal title= security for payment of the purchase price= essentially a lien

· Dumb b/c reasons for SP don’t apply to S
· Buyer has equitable title; damage is irrelevant to this. Must proceed w/sale. S can get SP.

· = allowing label to control substantive rights
· Even jurisdictions that adopted Mass Rule  or UVPRA use DOEC for other purposes

· Exception: if S was not in a position to convey title

· Mitigated by trust doctrine of insurance. Doesn’t mesh w/insurance principles b/c B then pays S( didn’t really suffer a loss for which he should be indemnified


· Solution: B should be added as addtl insurer or take out own insurance
· 2. MASACHUSETTS RULE= implied condition= S had to deliver land & improvements to B in condition they were in at time of K of sale

· understanding was buyer would get land w/improvements in condition they were in when entered K( risk on Seller
· Improvements= implied condition precedent to purchase obligation

· ( material damage excuses (if they choose) buyer from purchase obligation
· ( buyer entitled to deposit back.

· 3. Uniform Vendor Purchaser Risk Act (NY12)= party in possession or w/legal title
· Does NOT say “risk of loss” b/c this is too imprecise B 613

· Doesn’t answer Q of whether B can insist on SP w/abatement
· MT: should look at K law= expectations + intent, not archaic ownership laws. DOEC should only be used in analyzing 3rd party rights (but it’s not) B 614

· 614: can use frustration, impossibility, implied conditions, failure of consideration…
· INSURANCE ISSUES: courts all over the place. Lots of internal conflict even. Only comes up in equitable conversion states. 

· Moral Hazard Problem= allowing S to collect + still force sale

· Insurance= personal K for indemnification for a loss( S suffered no loss above.

· Problem: Insurance K is b/w S and I. B has no right to it. 

· MOST: require S to hold insurance proceeds in CONSTUCTIVE TRUST for benefit of the B; when B pays purchase price, S conveys land + insurance proceeds in lieu of (now damaged) improvements

· Some: say too bad, B should have had own insurance

· Payment for loss( subrogated to insured’s rights w/respect to the loss
· ( insurer becomes subrogated to S’s rights to collect from buyer on acct. of the destroyed property (= $ from K of sale)
· Odd Outcome: equitable conversion + constructive trust( insurer to pay even tho insured suffered no loss and purchaser is compensated despite that he was supposed to bear theloss

· Ok b/c: insurer accepted premiums, risk( parties end up where we want them.

· Weird b/c: inconsistent w/principles of insurance law 

· (1) indemnification of loss suffered/loss determined as of date of occurence
· (2) subrogation of rights of insured
· (3) insurance= personal K

· Vogel, 615; P recovered from 2 insurance cos, after S transferred his rights to the policy to him (had right to collect. Ok to transfer this!) and he had taken his own out. 

· HELD: In exec period, seller’s is trustee of the property( must hold rights in trust for the vendee. Proceeds belong to B in equity. OK amt more than loss!! Right to claim + his own. And V wasn’t assigning his insurance policy but his claim against them. Insurance lawyers can K otherwise.
· Arg 1: S’s coverage is only for security title( no loss( no $ (NO)

· Arg 2: I entitled to subrogation of S’s right (NO)

· Arg of other: failure to note other insurance as required in K (NO- diff policies covered diff interests (seller’s vs equitable owners). Other insurance= on same interst

· Shortly after this, PA case denied recovery of more than the loss in sim case (on indemnity insurance rationale) 619 (loss distributed pro rata)
· Solution: always be sure B has own insurance or added on S insurance
· Relying on assignment post-K is risky bc some decisions don’t allow it 620

· B not equitable owner of insurance policy too bc doesn’t run w/the lan

· Eminent domain: while can use these principles, may get at marketable title…
CAVEAT EMPTOR AND QUALITY OF THE PROPERTY
· 2 Categories of What Seller must give buyer

· 1. Legal rights
· 2. Quality of property
· CL: CAVEAT EMPTOR: S only responsible to extent he makes express warranties
· Oral promises unenforceable: no right to rely b/c:
· Parol evidence rule; SOF; no consideration; merger
· Fraud/false statement claim usually defeated by doctrine (no right to rely)
· Old: land worth more than structure; inspection not as difficult
· No longer true( doctrine has broken down…
· Duty to disclose: No duty to disclose unless (1) latent defect (2) S knows about (3) B would regard as material
· Misrepresentation: no liability if:
· quality affirmation mere opinion( not enforceable
· show he didn’t rely
· Agency Problems: RE broker not authorized to make quality reps to B
· REMEDIES: 
· Rescission only
· If keep paying mtg, waiving tort liability
· Current laws…

· Stambovsky v. Ackley, NY 1991: equitable rescission for change during executory period
· Claim: fraudulent misrepresentation
· Failure to disclose= misrepresentation when have duty to disclose
· Exception to no duty to disclose
· Confidential relationship
· Affirmative misrepresentation/ partially misleading statement
· Active concealment
· New: (1) seller created condition (2) S has peculiar knowledge (3) latent defect (4) material (rare… usually S need not have created it)

· Poss K Action: warranty based on statement, promise, statutory framework
· Issue: what is cause? Is failure to do preventative maintenance causation?
· MAJORITY RULE= if S (or agent representing S) has (1) knowledge (2) material defect (3) not reasonably discoverable by B 
· Easton: negligent inspection of the property (should have revealed it) S knew.
·  Codified CA 53= Broker must disclose hidden but discoverable defects (most states didn’t go for this)
· Broker held liable for simple negligence (duty to disclose facts should have known) (alt rule would disincentivize thorough inspection + would go against general prof duty/resp)
· Easy case once establish duty. 
· Fraudulent/Negligent/Intentional Misrepresentation elements:

· 1. misrepresentation
· 2. reasonable reliance to detriment
· 3. condition is material
· 4. peculiarly w/in knowledge of seller/D (don’t need this for ordinary negligence)
· 5. latent problem (don’t need for ordinary negligence)
· Broker: knows material facts not known by or w/in reach off buyer, duty to disclose (or have fraudulent concealment) (most don’t go this far 54)
· MORAL: may look to other tort/K theories when disappointed w/transaction
· WHAT IF THIS WAS A SUIT BEFORE CLOSING? How would this come out??
· Dyer, E14: Seller can be held liable under agency theory for misreps but can be indemnified by the Agent
· Buyer’s Protections

· 1. have the house inspected 

· 2. get representation/warranty from S in writing (esp if something that can’t be inspected at that time ie pool in January)
· B options if find out property not as expected
· Sue S or 3rd party involved (broker, lender, lawyer, architect, surveyer, builder)

· Reasonable reliance, explicit K protections

· Very hard to recover for oral assertions b/c
· S can just say it was his opinion

· Promise unenforceable under SOF

· Restatement of Torts: if in course of trans w/which have pecuniary interest in one supplies false info, they are subject to liability for pecuniary loss caused by jusitifable reliance on info, including if party disseminating info fails to exercise reasonable care or competence in obtaining info

· Loss limited to: person whose benefit he intends to provide info + intends for recipient of info to rely on it
Representations, Warranties, and Statutory Protections

· Evolving law: Caveat emptor being replaced by implied warranty of fitness & habitability

Consumer protection Statutes

· 1. Disclosure Statutes (2/3 have residential disclosure statutes)
· NY Residential Property Condition Disclosure Statute: 
· §462: except as provided in §463, every seller of real property pursuant to RE purchase K shall complete and sign property disclosure statement & cause it to be delivered to buyer or buyers agent prior to…
· Disclosure Statement must include: (see §)
· REMEDY §465: failure to provide statement( $500 off purchase price 
· §467: “nothing contained in this article shall be construed as limiting any existing legal COA or remedy at law in statute or at equity”
· Does it say this is sole remedy?  No. but no duty to disclose in NY! Not safe to bank on this though… new statute. Few cases.
· Mallek v Chueng: other than $500 credit at closing, other remedies in statute are void for vagueness. Leg needs to redraft. This law achieves almost nothing. Makes it better to not disclose at all and only risk $500…
· §462 exceptions: 
· Drafter: intent was not to have this be sole remedy
· Q: Duty to disclose? Has caveat emptor been abolished in transactions where statute applies? E17? WHO KNOWS! Fraudulent nonconcealment? Failure to disclose?
· §465(2): “seller who provides disclosure statement or doesn’t provide revised one only liable for willful failure…”
· Imply you’re liable if don’t provide? Unclear.
· 2. Substantive Assurances
· NY Housing Merchant Warranty Statute (E23) (bullshit!!!)

· = housing merchant implied warranty of merchantability in the K or agrmt of sale of a new home, shall survive passing of title

· Implied warranty (only protects for negligent installation, not defective device)

· w/in 1 yr: home free from defects due to failure to be constructed in skillful manner

· w.in 2 yrs: plumbing, cooling, ventilation free from defect due to failure by builder to install in skillfull manner

· 6 yrs: free from material defects

· Material defects= actually physical damage to load bearing portions of the home that affects the load bearing functions to the extent home becomes..
· DOESN’T extend to patent defects= anything discoverable 2(a)(i-iii)
· Bkrnd: yr before NY Ct Appeals held CL( implied warranty of habitability/workmanlike construction. Negated by this. Builders bought this statute.
· Standard from workmanlike( material defect
· HOW 674
· GSEs require warranties for new homes financed by insured/guaranteed loans
· Express Warranty: many K’s, but ambiguity( litigation (Gariffa)

· Need: unequivocal statement concerning thing sold relied on understood to be an assertion and not just an opinion

· No special knowledge( probably just an opinion (here)
· PBR, 670: K of sale says will fix probs or don’t havta pay, deed of trust silent

· Exceptions to merger doctrine
· Collateral promises
· Independent covenants
· Deed about quality of title, not legal rights

· warranty for fitness, promise to make repairs exempt from merger doctrine

· As is clause in K of sale, not deed

· Agreements that by their nature couldn’t be satisfied by time of closing
· Implied Warranty of fitness and habitability
· NY Statute 777, “as is clause,” just an opinion D, SOF D( hard to prove
· Richards, 659
· HELD:  can’t get punitive or compensatory damages for breaches of implied warranty

· HELD: don’t need to be in Privity to recover damages (SPLIT on this( may extend to subsequent purchasers)

· Arg Yes: ppl mobile + all reasons to allow for initial purchasers hold for subsequent (661) + would encourage sham 1st purchasers + builder in better position to prevent problems( should bear cost

· Arg no: tho goes against normal K warranty rules… 662-3)

· LIMITED TO: latent defects; reasonableness standard.

· BURDEN ON: owner to prove defect had origin in builder

· 664 3: lenders who are co-joint venturers may also be held liable (and even sometimes if not!)

· Waivable? 665: generally yes, tho many will strictly construe

· Defenses: didn’t cause it; SOL; limited warranties; reasonable care; defects too minor to be covered 666
Seller’s Title Obligation
· 696-99: assumptions that are reasonable/not reasonable to make

· Devices to deal w/inadequacy of land recording system
· Contractual assurance: warranty

· Opinion of title (from lawyer) (if wrong( negligence claim)

· Abstract title (non lawyer( negligence claim)

· Title insurance= insuring what title is today( compensate for loss if it’s not

· STEPS: 
· 1. K of sale should say what title is being given

· 2. buyer should inspect during executory period

· TITLE SEARCH= title company writes title policy= title commitment= binder= agrmt saying we’re willing to insure good title subject to X problems( dual function
· 1. Title insurance if deal goes thru( indemnifies buyer (usually purchase price

· Most: if X happens in future will make good on the loss

· Usually also issued to mortgage lender to insure 1st mortgage lien 

· 2. report on status of title( may be cause to get out of obligation to buy

· Title Abstract= get someone to research title and make record of docs they find, sum of each one (remedy for mistake= negligence suit)

· 3. B’s obligation to purchase will be contingent on seller’s ability to delivery title (depends on K language- marketable title, insurable title, etc)

· Silent K( marketable title is the default/implied (unless agreed otherwise)
· Marketable Title= title a reasonable buyer would be willing to accept= free from doubt and from the prospect of litigation. Goes to (can be changed in K of sale. this is just the default)
· 1. Title seller is giving to buyer (flaws in chain of title, encumbrances, threat of litigation if meritable)
· 2. ZONING: entitled to assume existing use is in accordance (if not and zoning prohibits use( not maketable) CHECK! Marg had diff

· 3. ENCROACHMENT: makes it unmarketable (b/c not buying a lawsuit), tho doesn’t go to title itself

· 4. Violation of a COVENANT running w/the land: entitled to assume existing use is not in violation of that covenant (even if agree to accept property subject to a covenant)

· Insurable Title: E9 §13

· Only gets to whether insurance co willing to insure

· Dumb: “good and marketable” “marketable title of record= marketable acc to land records”. Opens up to litigation bc unclear what these mean.

· “subject only to matters provided for in this K”( want to list any blemishes in K of sale

· RIDER= listing of encumbrances on title you’re aware of

· “subject to easements of record”- dumb. Should list them. Can never be sure.

· §9= most standard easements (utlity)

· CCR= covenants, conditions, & restrictions (20% properties part of common interest community w/recorded CCRs) (1/2 new properties have CCRs)

· 4. Post Closing: rights + remedies determined by deed given upon closing, not K of sale
· ( no longer about whether it’s marketable or not…

· Most problems arise from ambiguity (ie obvious easement not included in K…)

· BUYERS OPTIONS if title is not as promised pre-closing (can’t deliver marketable..)

· 1. demand return of down payment b/c condition precedent not satisfied

· If S refuses get Vendee’s Lien
· 2. Sue for breach of K( damages or expectation damages

· §21: deals w/issue of problem w/title CHECK

· FLUREAU RULE (Many): if K is silent, seller’s obligation to deliver marketable title= condition precedent to seller’s obligation to sell (rationale: title is complicated( failure of mutual assumption, not breach if they were wrong) (appears in many Ks)

· Assumption= unable to deliver *not that they didn’t want to or knew about it at time of K of sale*

· Bad Faith (knew, title failure is their fault)( damages awarded

· Some: hold seller liable for damages as result of breach

· 3. Buyer can waive the condition

· 4. Sue for specific performance w/an abatement in price. Is this allowed? 613-4

· A: depends on material v nonmaterial breach

· Small defect( ct might say SP + monetary damages (= abatement)

· Corp v Rogers- need:

· (1) can assume S would’ve agreed to it upfront + (2) easily valued

· BUYER’S OPTIONS if title is not as promised post-closing: depends on language of the deed. (Warranty deed= S responsible for after-discovered title flaws)

· QUITCLAIM DEED= S not responsible for after-discovered title flaws= bargain in sale deed
· Covenants of title NOT implied in deed automatically, tho can be created via shorthand phrases “warranty deed” at top of paper may suffice

· or “seller hereby grants, conveys, releases and assigns all of seller’s rights in property to buyer” unclear what these all mean; depends on the jurisdiction…

· some statutes: use of X language( Y covenant

· still have law of fraud and mistake…
· WARRANTY DEED: 6 poss covenants:

· A. Present Covenants= warranting something true as of date of deed( breach occurs if ever at the moment deed is handed over( personal to buyer; DO NOT run w/land + can’t assign (even tho rationale= COA not transferable- no longer stands…)

· 1. Covenant of SEISIN= that they in fact have title to the property

· 2. Covenant of RIGHT TO CONVEY= not only do I own it but have right to convey it (could be seised of FS subj to future interest)

· 3. Covenant against ENCUMBRANCCES= no outstanding 3rd party interests

· Say: “we covenant against encumbrances except for” and list…

· B. Future Covenants (run with the land) (need actual disturbance) (not implied) (can have shorthand form) 
· 4. Covenant of WARRANTY= S compensates B if B’s possession is disturbed by someone w/superior title or b/c title is less than warranted (( not promising good title but that use won’t be disturbed( need eviction, interference AND for title to actually be less than warranted (not just claimed to be)

· General Warranty= warranting any sort of defect in title

· Special Warranty= warranting against certain limited types of probs w/title (depends on jurisdiction)

· Some: warranting title as good as seller got from grantor

· Some: warranty against encumbrances

· 5. Covenant to QUIET ENJOYMENT= B’s use of property will not be disrupted by anyone w/superior title (same as #4)

· 6. Covenant of FURTHER ASSURANCES= promise to take whatever steps necessary to cure any defect in title (almost never see this)

· DAMAGES for breach of a covenant: costs of defending title. Up to purchase price. (( build 800K house on 100K land, then lose title, seller only liable for 100K)

· ( TITLE INSURANCE makes up for this; Title covenants are not primary protection (#1= prior research, #2= title insurance, #3= title covenants)

· Can get title insurance to increase limit on policy to recognize improbement

· Marketable title obligation & Covenants
· Problem w/title discovered during exec period( no marketable title

· After closing( covenants cover

· May be some that are covered by covenants and not marketable title (ie utility easement)

· S should convey all his interest in prop to B and make covenant that are getting good title except for following things

· Don’t: convey subject to easement/encumbrance( if easement ever lapses, it’s separate from parcel to land


· Do want to carve out what you’re covenanting B is getting (ie if have reversionary right to road if its been taken for public use, don’t want to except road from title but don’t want to warranty it either)

STATUTE OF FRAUDS (usually statutes, some CL)
· = K for sale of land must be in writing and signed by the party to be charged by it for COA

· Writing may be shown by more than 1 piece of paper so long as essential elements present in papers considered together, all refer to same transaction, doesn’t need to be intended to be the K, can use parol testimony to establish this
· “K or some memorandum or note thereof”
· Must Contain:
· 1. Identify parties
· 2. Description of the property (extent of which is unclear; must be clearly identifiable; needn’t be complete)

· SPLIT: whether street address is enough.
· Some: if reasonably able to identify property at issue will allow parol evidence
· Baliles v City Serv: letter to bank attesting to sale for loan purposes; City subdivided land; N orally contracts to buy 2 lots; City later defends by saying SOF not met
· Lang: “promise, agrmt, or some memorandum or note thereof”
· HELD: violates SOF b/c not specific enough. Need reasonable certainty.

· Can use parol evidence if necessarily referring to an existing tract of land but not if it’s unclear what land is being referred to
· BUT still win b/c Equitable Estoppel (b/c started building on it)
· Rationale: trying to induce ppl to comply w/SOF. Make it specific. Hard line rule( keep cases out of court by encouraging precise drafting. 
· 3. SPLIT: whether must state price. Some will fill in reasonable price if absent + enforce.

· 4. Signature of party to be charged= mark made w/intent to identify the writing as their own
· Email? Bottom line of fax? Voicemail in writing? BROAD!
· Some: statutes dealing w/e-signatures (balance efficiency w/anti-fraud)
· Don’t need date of closing; courts wil fill in reasonable time
· Exceptions to SOF( equitable relief (usually SP)
· 1. Part Performance. (most allow either party to use it)
· Requires: (courts generally strict on this)

· 1. Clear and definite oral agreement

· 2. PP of nature that satisfies SOF evidentiary purposes= can only be reasonable explained by there being a K. Usually requires:
· A. Buyer took possession of property

· B. Payment of substantial portion of purchase price OR buyer makes substantial improvements to property (b/c hard to explain absent K…)

· 2. Equitable Estoppel= party acts in detrimental, reasonable reliance on belief/representation of other party and would create substantial injustice to allow invocations of SOF( estopped from pleading SOF to escape the agrmt  (Applies if modifying K w/oral )
· = Fraud Exception. Don’t want SOF invoked to commit fraud.
· Beliles: sent letter that( loan approved( he’s now in debt & invoking SOF would allow you to get property back + improvements on it

· (1) led him to believe K (2) detrimental reliance( estopped.

· Note: don’t need the unjust enrichment. Detrimental reliance is enough
· Usual remedy for breach= expectation damages (measured from time of breach)

· Value of SOF
· Draft docs w/care

· Prevent fraud

· Carefully consider the transaction you’re entering (go thru motions of signing, see in writing( think of contingencies)

· E3: Sample SOF Law (NY): applies to all except lease for term of 1 yr or less
Thrifts and Commercial Banks SEE BN 11-12-13

· Thrift= SLs, savings banks

· Commercial banks- do it all; lgest funders of CoL (see BN 3 for more on what they do)

· Prefer shorter term loans b/c greater liquidity
· Depository Institutions, Deregulation and Monetary Control Act of 1980- raised deposit insurance coverage, deregulated banks

· Garn St Germain- further deregulated fed chartered SLs (allowed to invest in nonresidential RE loans, consumer loans, tangible personal property… b4 only home mortgage loans)

· Financial Institutions Reform, Recovery, and Enforcement Act of 1989= MASSIVE

· Aim: liquidation of failed thrifts (using fed deposit insurance coverage as needed) + restructuring controls over thrifts to prevent future failures 

· SEE BN 12 for more…RTC
