Part I: Mortgage Lenders and Mortgage Loans

1. Introduction to the Mortgage Market

A. Evolution of mtg markets
i. Mortgage = promise of stream of future payments (secured by collateral)

ii. Pre-1930’s mtg (risk control devices)

(a) Terms relatively short (5-7 yr) that have to be rolled over periodically (re-finance when term up) 
(1) Helps control risk of B defaulting b/c less uncertainty about their income

(2) Less susceptible to IR risk b/c get to re-finance so frequently

(b) Low (no higher than 50%) LTV 

(1) Reduces risk of foreclosure b/c if have to sell almost certainly going to get 50% of value of house

(c) Banks were limited b/c of state regs

iii. After Depression

(a) Deposit insurance: B/c SL doesn’t bear risk (gov’t does), going to make riskier investments, so
(b) Fed gov’t starts regulating and restricting types of loans that SL’s could make

(1) Only allowed to invest in res mtgs

(2) Only lend w/in 50 miles of home office

(3) Caps on IR

· Gov’t thought w/out caps SL’s would compete and make riskier investments

(c) FHA (Fed. Housing Admin) created in 1934: Insured mtg that meet various criteria (B pay premium to FHA, FHA insures L against B’s default and L not as worried about risk)

(1) Higher (80%) LTV’s → bringing more people into housing market b/c only had to save 20% rather than 80% of cost of house

· Loan to value ratio: If 50% then only loaned 50% of cost of house

(2) Long-term (30 year) mtg = more stability

(d) Capital crunches = lack of capital to finance loans that people wanted

(1) Once SL had loaned out the $ deposited from their community were tapped out, so had areas like NE where had a lot of capital and areas like Florida w/ a high demand for capital but a lack of it
(2) SL’s assets are notes on mtg, if sell notes → cash → re-lend = birth of 2ndary mtg market

B. Secondary mortgage market = Where existing mtg are bought and sold

i. Gov’t creates Fannie Mae (FNMA = Federal National Mortgages Association) in 1938

a. FNMA sold bonds to public to raise capital

b. Use capital to buy mtg from banks or SL’s 

· Primary mortgage market = Where Buyers and Lenders create mtg (?)

c. Increase liquidity of SL

d. who then funnels more capital into home finance markets

e. When FNMA set up limited to buying FHA insured and VA guaranteed loans b/c 
(1) 2ndary mtg has natural potential for lemons market 

(A) Lemons market = Seller can evaluate much better than buyer which mtg are going to be riskier (b/c SL knows its customers, which ones have risky jobs, etc.)

(B) If only buying loans that fed gov’t already liable for then not creating extra risk

f. 1970’s Disintermediation

(1) Lenders were capped on the IR’s they could pay (about 6%)

(2) Inflation of the 1970’s drove IR’s up to 4%

(A) Bond market IR’s rose to 8% 

(B) People started pulling $ out of SL to buy bonds
(C) SL’s ability to make mtg falters

(D) Get credit crunch, so less and less capital available to borrowers = disintermediation (banks are intermediaries b/tw L and B and they are being cut out b/c of IR regs)

(3). Solutions

(A) 1980: Gov’t deregulated IR’s

· The reason they had been put in place was to stymie competition and avoid risky investments

(B) So if going to dereg IR’s and make banks compete with bond market then need to dereg the type of investments they can make as well

(C) C agrees to lessen restriction on type of investments, now allow

· Consumer loans

· Commercial RE

· Construction loans

(4) Problem: 
(A)Combination of deregulation, tax breaks that fueled RE investment and then 
(B) 1986 Tax Reform Act which shutdown loopholes =
(C) SL crisis → 200 billion for gov’t to bail out

ii. Securitization

a. Loan participation = when parties buys interest in existing loan
(1) B/c of natural risk of lemons market, originators (primary mortgage lenders)

(2) Pool a group of mtgs together

(3) Sell a portion of each mtg (so SL doesn’t own anymore)
(4) Reducing the risk

b. Pass-through security: When monthly payments of principal and interest on each of the underlying mortgages merely passes from the party servicing the loans, less a fee for servicing, to the investor; investor only gets their respective share of the funds actually collected on loan, so if B doesn’t pay, investors receive less

(1) Mortgage backed bonds: Debt obligation of issuer collateralized by mtg loan

(A) Mtg not sold (SL continues to own), but pledged until the bond is repaid

(B) Mtg can’t be used for anything else until bond is repaid

(3) Higher D/E w/ bonds than in sale scenario b/c add to both asset and liability side of balance shit (if sell mtg only add cash to asset side)

· Higher the D/E → look riskier → less creditworthy 

· If sell 5 million worth of bonds, D/E = 15 (Add 5 million in assets, but also add 5 million in liabilities)
· B/c of participation certificates, largely gone from the market

(2) Participation certificates

(A) Sell interest in mortgages to public instead of institutional investors

(B) Debt to equity ratio example: Raise 1 million in cash, so have 1 million in assets, 0 in liability and 1 million in SH equity; Take in 10 million in deposits – add 10 million to assets and 10 million liabilities; Lend out 10 million in mtg loans – still have 10 million in assets; D/E = 10

· If sell 5 million worth of part certs, D/E = 10 (Add 5 million in assets in the form of cash received from selling part cert, take away 5 million in assets in the form of mortgages)

· Are pass through securities  b/c originator still services

· If B defaults, holders of part certs suffer loss

(3) Modified pass through securities: Monthly pass-through of interest is fully guaranteed by Fannie Mae, Freddie Mac or Ginnie Mae, so if B defaults investor gets their monthly payment

(A) Can be fully or partially modified

(B) Safer investment, but yield going to be lower b/c Fannie Mae takes out a guarantee fee (guarantee is from Fannie Mae and isn’t supported by Full Faith and Credit of US)
(4) Collateralized Mortgage Obligations (CMO’s): 
(A) IO’s: Interest only securities

· When buyers make payments, divvy up interest

· If IR’s go down, refinancing, IO’s drop in value (when refinance pay off so don’t pay any more interest)

(B) PO’s: Principal only securities

· When principal is paid off, divvy up that payment

· If IR’s go down, everyone refinances, PO’s gets their money (value goes up)

(C) Appealing to investors b/c divides up into different classes so investors can choose which category they want to be in

· Freddie Mac created to deal with problem of unpredictability endemic to mortgage backed securities

· Unpredictable b/c never know when IR’s go up or down, if people refinance or not

(D) CMO’s much more complicated (lots more calcs + gov’t require banks to keep them on their books at debts) 

(E) REMIC (RE Mtg Investment Conduits) created in 1986 to deal w/CMO complication

· Trust or corp that transfer mtg to, REMIC issues securities, takes cash and then gives to bank

· Ownership of mtg transferred to REMIC = off banks balance sheet

c. Advantages of securitization

(1) Take illiquid assets (i.e. mtg) and allow them to be invested in liquid form

(2) Allows investors to diversify (own part of a whole pool of mtg)

(3) Allows small investors to get into market → bringing more capital in

(4) Can tailor securities to needs of different investors (CMO) = Higher proceeds from sale

2. Thrifts and Commercial Banks

A. Primary Mortgage Markets

i. Mortgage market

a. Capital function

(1) Aggregate capital

b. Origination function

(2) Find and screen potential buyers

(3) Negotiate terms of loan

(4) Execute loan

(5) Servicing loan – can also be done by separate entity than originator
B. Thrifts and Commercial Banks
i. Thrifts 

a. used to do all functions in mtg market (steps 1-5)

b. Today’s market more specialized – can do just one function if you do it well (i.e. servicing)

c. Are different entities that do different function or different combos of functions

d. In 1990 Thrifts originated ½ of all res mtg, now do about 19%

e. Thrifts = SL’s and savings banks

ii. Commercial Banks

a. Largest capital intermediaries

b. Dominant force in com RE (including com mtg)

c. In res have comparable portion of market share to thrifts

d. Also provide line of credit to mtg banks

C. Mortgage Banks

i. Mortgage co = mtg bank
a. Not depository institutions → don’t take deposits

b. Are in business or originating mtg on behalf of someone else who is going to end up holding it

c. Find B’s – how do they get $ to give to B?

(1) Mtg co’s have a line of credit with a com bank →

(2) Borrow from bank and pass it through to B →

(3) Mtg co pools mtg →

(4) Sells to ins co’s (or other institutional investor like pension funds) →

(5) Pay off com bank

(6) Example

(A) Lend 100K to B @ 7% rate of return

(B) Ins co buys for 105K = 6.5% rate of return

(C) mtg co pay back com bank and keep 5K profit

(D) mtg co might get additional fees from ins co for servicing

d. Why would B go with mtg co instead of com bank?

(1) Mtg co can go through steps 2-5 cheaper than com banks = lower IR’s for B’s

e. Mtg broker 

(1) Mtg broker not a party to the loan (mtg co is)

(2) Mtg brokers are free lance solicitors – they hook up B and mtg co

(3) Mtg broker has relationships w/several different lenders

(4) Real Estate Broker
(A) Nat’l synergies for RE broker to get into mtg brokering = very promising for efficiency

(B) Problem is potential conflict of interest → who is RE broker representing, L or B?

f. Internet

(1) Origination process is crunching a bunch of info

(2) Can fill out online and send off to a bunch of lenders (i.e. lendingtree.com)

(3) Efficient but worry if they are sending you best quotes from your point of view or theirs

(4) Possibility for predatory lending? (Not really, predatory lending is designed to deal with outrageous circumstances, not just inflationary pricing)

D. Holding/ Servicing

a. Aggregating capital or Holding mtg (at end of chain) = same thing

b. Who holds mtg once they are made?

(1) If Bank or thrift

(A) They make a pool and sell to Fannie Mae and buy back part certs for that pool 
(B) Gives mtgs back in a more liquid form, whenever they want to convert to cash they can do so instantly

(C) could buy modified part certs – getting rid of risk of default for them

(2) Investors w/large pool of capital

(A) Ins co (1/4)

(B) Pension/retirement funds

(C) Households

(D) Gov’t entities: Ginnie Mae, Fannie Mae, Freddie Mac

c. Who services?

(1) Major mtg servicers (WaMu, Wells Fargo, GMCA)

(2) Mtg co sells to ins co who sells to servicer

(3) servicer takes out ¼ of 1% on each payment that B makes

· 300-400 billion of mtgs, ¼ of 1% = ¼ of 1 billion

3. The Credit Quartet 
A. Valuing a Mtg

i. Standardization = creating more value in mtg (Rise of secondary mtg market has led to uniformity of law and uniformity of lending instruments)
a. Important for efficiency b/c don’t want mtgs w/different terms going into one pool b/c if investors can’t easily value mtgs in poll then they are going to discount price
b. Easiest way to standardize law = Federal preemption (C hasn’t created unified mtg law, but has made 2 sig preemptions) 
(1) Garn-St. Germane Act (goes to length of mtg and rate of interest?)
(A) Preempted state law on due on sale clauses and said that due on sale clauses were enforceable nationwide

· State cts had been holding that due on sale clauses were unCon b/c restraint on alienation or unconscionable 

(B) Due on sale clauses are critical to L’s b/c are a way of controlling IR risk (if have to due on sale clauses, then L’s can re-finance when house sold – so not stuck w/low interest mtg during periods of high interest)

(C) Due on sale restrictions were adversely affecting secondary mtg markets b/c harder for investors to evaluate mtg pool if have to factor in jud uncertainty in enforcing these clauses

(2) Title V of Depository Institutions Deregulation and Monetary Control Act

(A) Preempted some state usury laws to no longer apply to senior mtg loans on res RE (including apt building loans)

c. Multi-State Fixed Rate Note (p. 1347-1350)
(1) UNIFORMING OF LENDING INSTRUMENTS

(A) If want to sell mtg to gov’t entity HAVE to use their standard form

(B) so L doesn’t have to use it, but if they don’t, gov’t entities won’t buy 

· L will lose benefits of liquidity and mtg won’t be as valuable to L

· L will have to charge higher IR to borrower, who will just go to another L who does use standard form 
(2) UNIFORMITY OF UNDERWRITING STANDARDS
(A) Gov’t entities send to L’s a model (of what are minimum standards they would accept)
(B) So instead of L’s each having their own criteria – all have same base point

(3) UNIFORMITY OF MTG STANDARDS
(A) LTV Ratio: Can’t go above 80%

· Only can go above, if B buys private mtg ins (would have to make additional montly payment on top of mtg)

(B) Max loan amt = $322,700 (right now)

· C decision

· Goes up each year in rise w/ median home prices

· Gov’t doesn’t want to subsidize luxury homes (are i-banks that specialize in niche markets like luxury mtg, com mtg, 2nd mtgh)

d. No one can compete w/ gov’t for securitizing 

(1) Although not officially backed  by full faith and credit of US gov’t, assumption is that fed gov’t not going to let them default 

(A) So gov’t entities get to borrow at essentially same rates as fed gov’t (risk free rates) 

(B) Gov’t entities have lower cost of capital = unbeatable advantage

(2) Gov’t entities don’t have to register their securities

(3) Exempt from various state/fed taxes

(4) Adds up to 6-8 billion/year

(A) Creates lower IR for borrowers

(B) Other ¼ ends up in hands of SH of entities

e. Public policies advances through subsidization

(1) Encourage home ownership
(A) Home ownership then becomes tool to encourage other policies like developing inner cities, transfer of wealth to poor, minorities

(2) Secondary Mtg Market

(A) Would have been hard to create w/out gov’t entities

(B) Stability of it now depends on them

ii. Amount of loan: Down Payment and LTV

a. Separate documents: Loan + mtg

(1) Mortgage = Security interest in real property

(A) Secures obligation but doesn’t have to secure a loan, could secure obligation to do something else (like build playground if you are a developer)

(B) As long as it is an obligation that can be reduced to $ terms, it can be secured by a mtg

(C) Mtg not a K, but at interest in Prop

(D) Under statute of frauds, can’t be created or conveyed w/out signed writing

· So mtg not just evidenced by piece of paper, but is created by that document

(2) Mortgage loan = Loan secured by a mortgage

(A) Note that evidence loan

(3) Loan and mtg are way to handle risk in RE transactions 
(A) Risk that something goes wrong w/ B

(B) Risk that something goes wrong with land

b. Credit quartet 
(1) Amt of loan (how much want to borrow – want down payment can you put down)

(2) Length (terms, duration)

(3) Interest rate

(4) Amortization: How principle will be repaid

**Can vary each of these to vary investment return, risk, cash flow of B, etc**

c. LTV: Loan to value ratio
(1) Represents the relationship b/tw loan and the value of the property

(2) HYPO: Investor, P, going to buy small office building, costing 400K, generating annual rent of 125K, operating expense = 75K, so net operating income (NOI) = 50

(A) Cash on cash rate of return: What she is getting out relative to what she put in

· 50K (NOI) / 400K (P’s equity in the building) = 12.5%

(3) If P borrows 300K from bank and her debt service will be 30K/yr? 

(A) Cash flow before financing (CFBF) = 50K

(B) Cash flow after financing = 20K (CFBF – debt service) = NOI

(C) Cash on cash return = 20K/100K (100K is equity if got 300K loan) = 20%

· Better investment

(4) Financial leverage

(A) Biggest obstacle in home or com mtg is raising capital (either in form of down payment or from equity investors)

(B) Why Leverage?

· Using a little bit of your $ to acquire much larger investment and to magnify the return that you are getting

(C) Why does rate or return rise w/leverage?

· Debt service is substantially less than cash flow

· If financing < return on investment – should finance

(D) Why not leverage?

· If NOI drops to 25K (b/c of decline in rents) then CFAF = -5/100 = -.05%

· Leverage magnifies loss in same way that it magnifies profit

· Higher the leverage, higher the risk of default (if unleveraged not going to default b/c no debt and have a lot of equity in the building)

· Greater debt service, greater likelihood of negative cash flow situation

· Greater the amt of debt, less likely L can sell the prop for enough $ to recoup his investment

(E) Incentive effects on B

· More leverage = less equity (= value of prop – debt you owe = ownership interest)

· Decreases incentives for B’s to invest/maintain properties

(F) Should put limits on the size of the loan that L’s make on different types of capital

· 65% if loan is backed by raw land

· 75% for development loan

· 80% for commercial construction loan

· 85% for res construction loan 

ii. Amortization

a. Amortization = How much of principal remains to be paid off

b. Example: Take a 7% 100K 30 year mtg

(1) P. A19: Debt service chart

(A) Debt service constant (DSC) = annual payment divided by original loan or financing package

· Indication of cash flow burden that loan package provides relative to the amt of cash you are borrowing
· Doesn’t distinguish b/tw interest and principal – so don’t know what you are getting for your $

(B) DSC ∙ (amt of loan/100) = monthly payment

(2) A20: Basic loan amortization charts

(A) Find term and interest rate

(B) Number = % of principal you still owe at that point

(3) Most loans are self-amortizing, balloon payment example of loan that isn’t

· Would do balloon payment (shorter duration, lower IR), b/c less risk bank going to give to you at lower IR

· Can handle amortization in any way that parties K to do so

(4) Common patterns

(A) Level payment self-amortizing

(B) Balloon mortgages

(C) Constant amortization: Pay off same amt of principle every year

(D) Graduated payment

· Monthly payments are smaller at beginning and go up over time (so expect B’s income to go up over time)

· Mtg that is tailored to income structure

· Can have neg amortization

(5) Negative amortization

(A) If the payment if less than the amount of interest accrued

(B) Loan is growing

(C) Common in

· Graduated payment

· Construction loans: B advances $ to you during construction (knowing you don’t have any income from project) and just lets interest accrues

· VC start-up

· Workout situation (where B is injured and will be on disability for 6 months)

B. Length of mortgage

i. Acceleration

a. Material adverse change clause

(1) Specifically list what constitutes “material adverse change”

· Very risky b/c can never draft list that encompasses everything

(2) “Including but not limited to” language w/ a series of examples
· Benefits B b/c if the list doesn’t mention “change” that comes up B can always argue that “change” wasn’t intended to be included

· Very dangerous drafting provision

(3) L’s very nervous about accelerating based on this clause b/c know it will be litigated

(4) L’s like to include b/c always better to include more then less

b. Due on sale clause

(1) Lender wants to protect himself from IR risk; OR

(2) L agreed to lend to specific B and doesn’t know or trust new owner – how cure?

(A) Conditional transfer based upon L accepting new B

· Problem is L may not even agree to best candidate

· Sale says something has changed in B’s life – L going to want to reevaluate if he is creditworthy

(B) Need to consider what sale will mean

· B is liable for debt, L still has property interest in collateral

· Can’t sue new buyer personally for debt (if it is only a sale of property) – so L can get property in foreclosure but not their $

(C) Have sale with “assumption of debt”

· Bank could recover from 1st buyer, 2nd buyer and foreclosure

· Better for L

(3) Garn-St. Germain Act
(A) Makes due on sale clauses enforceable nationwide 

· Due on sale clauses are protections for bank and are C preempted state cts (that had been saying they were not enforceable) 

(B) Excluded certain circumstances when due on sale couldn’t be enforced § 1701j-3(d) (p.183)

· (1) Creation of subordinate prop interest (junior mtg, mechanics lien, etc)

· (2) Creation of purchase $ security interest for household appliances

· (3) A transfer by devise, descent, or operation of law on the death of a joint tenant or tenant by the entirety

· (4) Granting of leasehold interest of 3 years or less not creating an option to purchase

· (5) Transfer to a relative resulting from death of B

· (6) Transfer where spouse or children of the B become and owner of the property

· (7) Divorce settlement

· (8) Transfer by living trust where B is beneficiary and transfer doesn’t relate to transfer of rights of occupancy

· (9) Any other transfer or disposition described in regulations prescribed by Fed Home Loan Bank Bd

(4) What if Garn-St Germain was repealed 

(A) A lot of mtg agreements have clauses that are unenforceable in case of this occurrence (i.e. L can accelerate whenever)

· Need severability clause (paragraph 15, p. 1559): Saying that even if one provision is void as against public policy, then remaining provisions not affected

(B) Could have incorporated fed provision
· Fed exemptions as exist (today) shall govern for the life of this agreement

ii. Prepayment
a. Right to prepay not automatic
b. Common for RE mtg to permit prepayment only if there is a premium paid by mortgagor

(1) Protects L from IR Risk – if want to prepay and then go out and get lower risk, L gets premium

(2) Premium can often be substantial

(3) Sample prepayment clause on p. 189

(4) Usury defense for mortgagor?

(A) Cts say that sum is exacted not as interest but an agreed upon payment for exercising a privilege
(5) Premium = pre-payment penalty (but don’t ever call it that)

(A) Call it prepayment premium; OR Yield maintenance provision

(B) Point of penalty is to punish and prevent certain behavior (prepayment)

(C) Point of premium is to compensate L for the loss of their investment

(6) Could also have a IR that goes up after default (i.e. if B wanted to pre-pay and L said no, to pre-pay all B would have to do is default and then L would probably accelerate)

(A) In mtg say that if default IR goes up to 16%

(7) How much should premium be?

(A) Base it on current IR

(B) So the lower the IR at the time of pre-payment the higher the premium should be

(C) Premium should also be dependent on how much of the loan is left
c. Peter Fuller Enterprises v. Manchester Savings Bank (184)

(1) Facts: B has filed suit against L b/c wants to pre-pay and L isn’t accepting

(A) L in this case doesn’t want to accept pre-pay b /c is Community Develop Group

(B) Typical reason that L doesn’t want to accept is that IR has come down (mtg has less value)

(2) Ct says that L doesn’t have to accept pre-payment if agreement doesn’t have a clause pertaining to ti

(3) If are representing L want to have “at the option of the lender” language in regard to acceleration 

(A) Don’t want to just automatic acceleration if default

(B) B/c then will have to litigate whether acceleration is automatic or if parties intended it to be when L chose to accelerate

C. Rate of interest
i. Interest: Cost of consideration paid to L for use of their $
a. Banks also charge fees “points”

(1) Each point = 1% of loan

(2) L’s often offer a choice b/tw points or lower IR

b. Lawyer fees paid by B

ii. Monthly payments (include more than  principal and interest)

a. P: principle

b. I: Interest

c. T: Taxes

d. I: Insurance

e. Do this to make sure that everything is paid on prop

iii. How is interest calculated?

a. Fixed rate mtg

(1) 1 IR for the entire mtg (rate is based on B, current IR, etc.)

(2) L’s don’t like b/c leaves them susceptible to IR risk, so

(3) Higher IR

b. Variable rate mtg = Adjustable rate mtg (230) = Long-term loan which increases or decreases with a referenced index that reflects changes in the cost of funds to the lender and/or the current market rate of interest
(1) Way for L’s to protect themselves from IR risk and

(A) Help relieve financial squeeze on thrifts of lending long and borrowing short

(B) Protects L from inflation risk
(2) B’s perspective
(A) Good if IR goes down b/c can get better deal; BUT

(B) If go up, then have to pay more for mtg, and usually when IR goes up salaries don’t so a lot of B’s don’t want to take this risk

(3) Calc interest based on: IR fluctuates in response to the rate of inflation measured by some stat index 
(A) Index

· Specified in loan document

(B) Margin

(C) Caps: Ask for if worried about payments

· Adjustment cap: 2% limit w/any change (up or down) – protects both B and L

· Lifetime cap: 6% - so IR never going to be 6% more or less than IR on the date that mtg signed

(D) Adjustment period

· Longer the intervals b/tw adjustment the more stable b/c more accurately reflects long-term trends rather than short term adjustments)

· Lender may require a min change in index before requiring change in IR

(4) Advantages
(A) B/c L is protected against inflation ARM can be less restrictive as to assumption (due on sale) and prepayment clauses; and 

(B) L will offer for longer term

(5) Different kind of ARM
(A) Convertible ARM: B gets option to convert to fixed rate loan after specified period of time

(B) Negative amortization ARM

(C) Fixed payment ARM: Install payments are constant as a result of abnormally high principal payments that cushion any IR increases

(6) Disadvantages
(A) Costlier to service that fixed-rate b/c IR adjustments

(B) Uncertainties + complexity of regs make them less attractive to secondary market

(C) Subject to extensive legal regulation

· Permissible caps

· Required disclosure to consumers of rate adjustments and procedures

· Conditions that must be met for fed agencies to purchase or insure ARM’s

(7) Example: B borrows 50K on arm, which calls for an initial IR of 12%, 25 year maturity, annual debt service of $6320. Five years later, IR have risen to 13% and an ARM adjustment is required

(A) Maturity remains constant; debt service rises to reflect increased IR; OR

· At the end of 5 years R will have reduce his mtg balance from 50K to 47, 825 (if got problem like this look on A20)

· IR went up so debt service must be adjusted upward to pay off the unpaid balance, at the higher rate, in the remaining 20 years

· Revised debt service installment is $6724

(B) Debt service remains constant, maturity extended; OR

· Maintain the level of debt service + adjust for higher IR = extend term of mtg

· Will require another 32 years to amortize balance (have to extend term for 12 years)

(C) Combination of debt service increase and maturity extension

· Seek to reduce the risk of default that might follow higher debt service payments while avoiding extreme extensions of the mtg term

· Parties could agree that any maturity extension would not exceed a fixed duration (i.e. 25 years)

· B would have to pay $6475 for another 25 years (as opposed to 20)

iv. Net Present Value Analysis
a. Future value = Present value ∙ (1 + i)n

(1) FV = Future value

(2) PV = Present value

(3) i = interest rate

(4) n = number of periods (years)

b. Example: What is future value of $1000 at 2% IR in 2 years

(1) FV = 1000 ∙ (1 + .02)2 = 1040.4

(2) $1000 today is worth 1040 in 2 years
c. Allows us to evaluate a stream of future incomes or expenses

(1) Pertinent to mtg law b/c L is buying stream of future payments in return for giving lump sum to B

(2) If L is giving 100K, then PV of 360 payments, discounted at 9% is 100K

(3) Value of mtg affected by IR fluctuation

(A) If IR goes up, stream of payment going to be worth less than 100K – if IR goes up, value of mtg goes down

(B) If IR goes down, stream of payments going to be worth more than 100K – so value of mtg is going to go up

(4) A21: Chart enables you to calculate the value of a mtg (per $100) after a change in IR

(A) Ex: If have 30 year 100K mtg @ 9% IR and 2 days after make mtg IR goes down to 8%, what is value of mtg?

· Value is 109.66 ∙ 1000 = 109,660
· That means that at 8% IR, L would have had to loan out 109,660 to get stream of future payments = to the one that made 2 days before

d. Solutions for L’s to manage IR risk

(1) ARM

(2) Make fixed rate loan but buy IR derivatives to hedge risk

(A) Prob is there is a cost to this of having to buy insurance, so

(B) Decreases overall profit

(3) Get annuities

(A) Most L’s aren’t in bus of annuities, but conceptually could manage IR risk if for each asset had an offsetting liability b/c have hedged both

(B) Annuity would offset b/c annuity = promise of future stream of payments at certain IR, so if IR goes down then bank can make up difference from annuity????

(4) Due on sale clauses

(A) Ideally L’s would like to call loan if IR goes up – b/c can loan $ out at higher rate, but B never going to agree to this, so

(B) Due on sale clauses (b/c people sell so frequently) becomes IR protection for L

v. Usury (204- 226)
a. Usury not compatible with commercial development, so after Industrial Revolution usury laws have been relaxed, carved exceptions out of, so could say that exceptions have swallowed the rule, but problem is that usury penalties are very severe (b/c of historical conception of usury as a sin)
b. Usury defense requirements

(1) Trans was in fact a “loan or forbearance”

(A) Forbearance: When at loan’s maturity, L agrees not to press collection of the debt until some other later date. If L exacts a charge for agreeing to forbear, it will be treated as loan interest

(2) Debtor was in fact required to pay excessive interest

(A) Only expenses that are interest or interest like count in calculating interest

(B) Loan expenses like charges for credit reports, appraisals, title insurance, mtg preparation, surveys, inspections, tax and insurance escrows, recording, bank attys, loan “origination” fees, mtg brokers DO NOT COUNT

· Ct going to say these payments are amortized over the life of the loan

(C) Pre-payment premiums or penalties NOT considered interest

· These payments are for a loss to mortgagee of a favorable loan and pre-payment is optional w/mortgagor and is a charge for exercising a privilege (to prepay) and therefore not interest
(3) L has “wrongful intent” – anything more than innocent mistake

(A) Moran: Can’t structure trans to conceal its real nature

(B) Can’t “sell” part of B’s bus or other prop to L for a nominal price

(C)  Can’t sell prop to L and agree to unconditionally repurchase asset at a second higher price where the difference exceeds the allowable IR
c. Exceptions to usury statutes (state statutes)
(1) Loans to corporations

(A) Many juris exempt loans that are used for “bus” purposes - so loan to indiv for bus rather than personal use would be exempt

(B) Feller v. Architects Display Buildings
(2) Purchase money mtg

(A) Purchase money mtg = seller financing: When seller finances part or all of mtg 

· Use def of seller financing b/c purchase money mtg can be used in 2 ways – 1 is seller financing other way is refer to 3rd party financing used to purchase prop

· If there is a another L, seller usually subordinate (otherwise B couldn’t get loan b/c of most L’s restrictions of taking subordinated mtg)

(B) Seller financing exempt b/c no way to enforce – if seller wants to charge 25% IR he just “raises” purchase price – B will be making same monthly payment on 25% IR loan of 10K as 16% of 16K

(3) Some states – i.e. Delaware and N. Dakota don’t have any usury stats – that is why all the credit card co’s are there

d. Penalties for usury: Szerdahelyi v. Harris
(1) Lawyer represented both B and L, can you do this?

(A) Yes, but need informed consent of both parties; AND

(B) that isn’t enough if there is a direct and immediate conflict

(C) Lawyer probably shouldn’t have done this b/c can’t bargain for both parties, but lawyer was necessary for trans to happen in the first place – so usury laws can be impediment to valuable deals

(2) 18% IR, lawyer called State and asked what usury law was and they said it was 21

(A) Estoppel doesn’t run against the gov’t b/c indiv working for gov’t could make promise that would then change the law

(B) Lawyer should have asked for specific citation

(3) Ct concluded trans was usurious and that the K was unenforceable as a matter of law – so B doesn’t have to repay loan

(4) Usury stats can be used by buyers too – when they know the law and seller doesn’t, if seller makes for more than legal limit buyer can sue and say trans was usurious

e. Federal preemption – stat on p.224-225
(1) Gen rule: State usury restrictions don’t apply to first mortgage loans on residential real property, including apartment building loans
(A) Doesn’t include owner occupied housing or 1-4 family residences

(B) Not every L protected – pension funds and indiv are 2 major exceptions 

· Indiv like Harris are going to be governed by state usury statute

(2) 2 circumstances where indiv does get benefit of fed pre-emption

(A) If indiv makes more than 1 million in RE loans/year b/c stat basically exempts businesses making res RE loans so treats indiv making that volume of loans as bus

(B) Seller financing: Fed statute basically saying seller financing exception to usury law exists as matter of fed usury law (as long as it’s a senior mtg lien)
4. Alternative Mortgage Instruments (228-236)
A. ARM (see above)

i. Dual-rate variable mortgage
a. Loan which involves 2 distinct IR’s (as opposed to normal ARM with only one?)

(1) A deferred short-term IR on mtg balance

(A) Reflects current market IR 

(B) Proper valuation of income stream of the prop

(2) Current long-term IR on the principal payment

b. Advantages

(1) Gives B payment plan that follows projected income stream of prop and long term IR trends

(2) Gives L overall yield reflecting short term IR

B. Renegotiable rate mtg and roll-over mtg

i. Loan in which the payments are calculated on a long-term amortization (20-30), with a short-term (5) maturity or w/frequent (5) mandatory rate adjustments

C. Deferred Interest Mtg

i. Lender defers a portion of the interest payments during the initial years and adds the amt of the deferred interest to the outstanding balance of the loan for payment in subsequent years

ii. Lower initial IR which is increased w/in 5-10 years

iii. L may want fee upon sale

iv. Good for areas experiencing rapid appreciation in home value and high turnover in housing stock

D. Flexible Loan Insurance Program
i. Type of GPM (graduated payment mtg) with a highly individualized payment program
ii. B makes down payment, which is placed in an interest bearing act and takes out a loan for the full purchase price

iii. Establishes schedule of monthly deductions for principal and interest from the acct to supplement the B’s out-of-pocket payments on the loan = reduction of debt service until the exhaustion of funds in the acct

iv. Not that popular with L’s b/c high-leverage and secondary market won’t buy

E. Tenants in Common Keeping Equity (TICKET)

i. Investor provides B with cash for the down payment and takes an interest as co-tenant of the prop
a. Investor receives no debt service; BUT

b. Shares in the gains or losses upon the sale of the property

c. Parties agree to sell or to re-finance w/in 5 yrs

(1) B obtains financing for the balance of the purchase price from a 3rd party L

(2) B/c initial L was a co-tenant, he will not have a debt that is superior to the 3rd party (thus no complications w/ 3rd parties restrictions on subordinate debt)

ii.. Good for B’s w/limited funds to meet a seller’s down payment requirements

F. Contingent Interest Mtg

i. B must service debt at a stated IR, either fixed or variable + a contingent interest component comprised of a portion of the proceeds it derives from the property
ii. Continent IR based on projected income from prop, terms of B’s leases, type of property – so requires careful negotiation and drafting; may be based on
a. Percentage of gross receipts OR;

(1) All of B’s revenues swept into computation prior to any adjustments for expenses or receipts which merely reimburse the B as a L

(2) More reliable and administrable for L

(3) B runs risk that NOI will exceed returns from prop

(4) While it protects L from inflationary economy it also exacerbates effects of inflationary economy on B (B has to assume disproportionate risk? Or B is assuming right amt of risk?)

b. Net income 
(1) Cash basis

(A) B may elect to defer receipt of payments to subsequent acct period

(B) B not going to have to pay any debt service that he doesn’t have the cash for

(2) Accrual basis (probably based on amt of rents due each period)

(A) B can’t defer payment

(B) B subject to risk that might not have cash

iii. Com Mtg only

G. Shared Appreciation Mtg (SAM)

i. Loan which has a fixed IR set below the prevailing market rate over the term of the loan and contingent interest based upon a % of the appreciation of the property securing the loan payable at the earlier of the maturity or payment in full of the loan or sale or transfer of the property

ii. Equal monthly installments of principal and fixed interest in a sufficient amt to fully amortize the loan over a certain amortization period, although the term of the SAM would be shorter than it amortization period

H. Price Level Adjusted Mtg

i. Mtg which provides for periodic increases or decreases in the principal amt due, based on appraisals or on a predetermined price level index

ii. Goal is to periodically adjusted the outstanding debt so that the debt keeps up with inflation while the nominal IR remains constant

iii. Actual payments would rise with the rate of inflation, but the initial payments because there is no necessity to charge an inflation premium, would theoretically be much lower than those on an FRM

iv. Not used that much here b/c of problems selecting and index an uncertainty of appraisal process
5. Practice Problems
1. Acceleration by the Lender: Consider the following provision which you might see in a commercial RE transaction. 

i.Material adverse change. The indebtedness hereby secured will become immediately due and payable, at the option of the Mortgagee, if in the reasonably opinion of the Mortgagee there shall have occurred a material adverse change in the financial condition of the Mortgaged Premises, the Mortgagor, or any guarantor of the indebtedness hereby secured, from the financial condition existing on the date hereof; provided that such material adverse change is not cured within thirty (30) days after the Mortgagee gives written notice to the Mortgagor of the Mortgagee’s intent to declare the indebtedness hereby secured due and payable by reason of such adverse change.

ii. If you represent the B, would you allow the lender to include this provision in its documents?

iii. If you represent the L, do you see any disadvantages or potential problems in this clause?

iv. In either case, what modifications might you seek in the negotiations?

2. Prepayment by the Borrower

i. Lender made a 30-year, self-amortizing, fixed rate mortgage loan to B, the Loan was for $1.5 million, and carried an interest rate of 10%. Five years later, interest rates have dropped so that the B can now obtain a similar loan at 8%. If the B is allowed to prepay the mortgage loan without any prepayment premium, what is the amt of the L’s loss?

a. Step 1: Figure how much of loan still needs to be paid off
(1) Look at chart on A20

(A) For 30-year loan at 10% IR after 5 years there is $96.57 (A) /$100 left

(2) Multiply (A/$100) ∙ Amt of loan initially

(A) ($96.57/100) ∙ 1,500,000 = 1,448,000 = amt of loan that needs to be paid

b. Step 2: Figure out current value of loan

(1) A21 Chart

(A) For 30 year 10% loan with 25 years left to maturity where the IR has dropped to 8% the loan is now worth $117.74/$100 

(B) Can’t just calculate now, need to put Steps 1, 2 together

c. Step 3: Calculate how much the mortgage is worth at this time
(1) 117.74 ∙ (1,448,000/100) = 1,705,000

(A) This amt equals how much the loan is worth to the L = present value of the stream of payments that this B owes to the L given that the current discount rate is 8%

(B) If IR stayed the same the loan would be worth 1,448,000

(C) If IR went up then the loan would be worth less than 1,448,00 (b/c L could lend out the money at a higher IR

(D) This is what the mtg would sell for if L was going to sell to another fin institution

d. Step 4: How much does L lose?

(1) Amt of loan at its current value – amt L is going to get from pre-payment = 1, 705,000 – 1,448,000 = 257,000

ii. Remedies

a. Yield maintenance provision: If B going to pre-pay has to pay L amt that will maintain the yield originally agreed to in 1st mtg

(1) May not full compensate b/c could not re-lend at this rate; AND

(2) Costs of actually making new loan not compensated

b. If L

(1) Would like something that ensures you enough $ to buy treasury bonds that would ensure the same cash flow

(2) T-bonds are way safer than mtg loan – so same yield, lower risk = way more $

c. If B

(1) Never agree to T-bond standard

(2) Premium takes away incentive to pre-pay in order to re-finance

(3) Are scenarios where want to re-finance anyways, like where prop has doubled in value, there is a sale, etc.

Part ii: Basic concepts of recording statutes

1. The Basics of Recording Statutes

A. Introduction to Recording Statutes (712-717)
i. Basic concept

a. Gov’t maintains a series of offices (usually on county level) where documents concerning real prop can be recorded
b. Recordation is not nec for document, easement, mtg (other interest in real prop) b/tw the parties to it

c. Recordation is to protect 3rd parties – Instrument that hasn’t been recorded won’t be allowed to prejudice the rights of 3rd parties

d. Cost minimization: Who could have avoided title dispute most easily?

(1) If purchaser doesn’t record, then his own fault if subsequent purchaser comes along and doesn’t know about his interest in the prop

(2) If subsequent purchaser doesn’t do a title search then it is his fault

ii. Types of recording statutes

a. Race statutes: Whoever records first has priority
b. Notice Statutes: A purchaser who acquires interest in prop w/out notice of prior interest, subsequent purchaser in prop takes free from that prior interest
c. Race/notice statutes: If you purchase an interest in property w/out notice of prior interest AND if you record before that interest is recorded, then you will take priority

(1) Washington statute

(2) What does subsequent purchaser have to prove?

(A)  He is a purchasee

(B) In good faith = subsequent purchaser didn’t have notice of prior claim

· Notice aspect of statute 

· Terms “innocent purchaser,” “bonafied purchaser,” “purchaser w/out notice”

· For valuable consideration

· Subsequent purchaser recorded first (race aspect)

iii. What does notice mean?

a. Actual knowledge: If B(subsequent purchaser) knows of A (prior interest) then are on notice
b. Constructive knowledge 
(1) Record notice: If A recorded, then we will treat B as if he knew b/c if A has recorded and B checked land records than he would know

(A) Is B’s fault if he doesn’t know of A’s interest

(B) Law will treat him as irrebutably presumed to have notice
(2) Inquiry notice: B didn’t actually know of A’s interest, but B was aware of facts that should have led him to ask questions (that a reasonable person would have asked), then B would have known of A’s interest

· B has knowledge of facts that should have led him to ask questions and if they had asked these questions they should have discovered A’s interest

iv. Purchasee and Consideration

a. Recording statutes normally only protect purchasee’s who paid valuable (as opposed to nominal) consideration

(1) Ex:  A → 0, O knows A’s not bright and not going to record, so O → B (gifts to his daughter) 

(A) in suit b/tw A and B who should own prop? 

(B) As a matter of fairness, A should win b/c A paid fair consideration and B got gratuitously
(C) Rationale is that if a later party has purchased an interest they should be protected

(2) If 2 gifts, neither protected by recording statutes

b. Valuable consideration ≠ Market value (just need more than nominal)

v. When working with recording statute → ALWAYS start with common law

a. Common law reasoning: If sell property once, can’t sell it again at a later date b/c you didn’t have any interest left to transfer
b. Common law is still good reasoning except to the extent that it is modified by a recording staute

c. A wins, unless B can prove A is protected by statute

d. NEVER ask if A is protected by statute – A always wins under common law

e. RELEVANT QUESTION = Is B protected by recording statute?

B. Basic Hypos on Recording Statutes: For each problem, who has title to the property in a jurisdiction with (a) a race statute, (b) a race/notice statute; and (c) a notice statute? 
i. O→A; O → B

a. A wins b/c B’s not protected by statute b/c didn’t record so common law applies
(1) In Race juris B would have to prove recorded first to be protected

(2) If B, To protect yourself in race juris just search records immediately before and immediately after purchase

b. A wins b/c B didn’t record
(1) B has to prove that they had no notice and recorded to be protected

c. If B can prove had no notice (actual or constructive) then he is protected by statute
(1) B has to prove only that he had no notice to be protected by statute

(2) A can completely protect themselves by recording b/c then irrebutable presumption arises

ii. O → A; O → B (r)

a. B wins b/c recorded first
b. If B proves that they had no notice then B wins
c. B has to prove that he had no notice
iii. O → A (r); O → B

a. A wins b/c recorded first
b. A wins b/c B has to record before A to be protected
(1) Title insurance: If B gets title insurance then they will be reimbursed (i.e. if A records, but there record didn’t have time to go through) – small # of cases this happens

c. A wins b/c if A records then B is presumed to have notice
iv. O → A; O → B; A(r); B(r)

a. A wins b/c recorded first
b. A wins b/c B would have to prove no notice + record first to win
(1) Purpose of race/notice statute is to provide incentive for people to record 

(2) race/notice provides an extra incentive that don’t get in notice juris

c. If B purchased w/no notice of A, then B wins
(1) B should win b/c A could have protected themselves by recording

v. O→ A; O→B (A.K.) (r); B → C (r)

a. B wins, so transfer to C valid
(1) Our legal system doesn’t determine who owns a piece of property, determines between the parties before it, who has a better claim to title

(2) Is in personam proceeding b/c there could be other parties out there with better claim to title than the parties before the court (and getting notice to those other parties is a problem) – so cts decision is only binding on parties before it
b. A wins b/c B has knowledge (=notice)
c.  Notice
(1) B/tw A and B: A wins b/c be has notice of A’s interest

(2) B/tw A and C: If C doesn’t have notice of A’s interest than C wins

(A) A is the party that could have prevented situation by recording

(B) C couldn’t have prevented situation – even if did thorough search, A’s interest not going to show up

(C) If B doesn’t record, is C on inquiry notice? (of something being wrong at least?) 
· No, b/c C still doesn’t have any way to find out if A exists

vi. O → A; O → B (r); B → C (A.K.) (r)

a. B, C win
b. Race/notice
(1) B/tw A and B: B wins b/c has no notice + recorded first

(2) B/tw A and C: C wins even though he has notice of A’s interest and is not protected by statute b/c of

(A) Shelter rule: If B is protected under the statute as against A, then B’s transferee must also be protected by statute against A, not b/c they are protected by their own virtue but b/c she is succeeding to rights of B who is protected by statute

(B) Under shelter rule C has to prove that they are protected by statute or succeed an interest that is protected by statute

c. Same as in race/notice juris
C. Recordable Instruments (723-725)
i. Purchasers and Creditors
a. Recordation is about establishing priority for different types of interest in the same piece of land

(1) If one interest has priority over another, the junior interest cannot affect the rights of the senior (or prior) interest

(2) Ex: O → N (easement) (r); O → L (mtg) (r); O → T (lease for “sole and exclusive use” for 5 yrs) (r)

(A) Suit b/tw N and T, who wins? N

· N and T granted conflicting rights, but N’s easement prevails b/c T took the lease w/notice of the easement b/c N recorded and T could have done title search 

· T not protected by recording statute

(B) L forecloses and sells to P, what interest does P have?

· P will have purchased a fee simple subject to N’s easement b/c the easement is senior to the mtg

· Foreclosure of mtg will extinguish any junior rights (T’s)

· T should have known was taking risk subject to mtg

(C) Parties can agree to change seniority by K

· L might agree to subordinating its interest to T b/c O is going to get $ to pay mtg from T

b. What interests should be recorded?

(1) Almost any interest in prop should be recorded – mtg, easement, deeds, covenants, options, long-term leases

(2) Collateral interests – (i.e. assignment of mtg or affidavit) 

(A) Don’t create interest in property, but are relevant to title some juris allow to be recorded, some don’t
(B) Affidavit: Some collateral document (cert of death) proving that title is good
(3) Interests not recorded by statute (don’t need to be recorded, but still might take property subject to)

(A) Short term leases

· Most juris exclude 12-18 mth leases

· Contest b/tw someone who has rights through short-term lease and a subsequent purchaser w/out notice of the lease, the holder of the lease will prevail

· This may not be equitable, but requiring everyone w/short-term lease to record would be a huge hassle and risk not that great b/c only short-term lease

(B) Spousal rights, common law rights of dower or courtesy

· When doing chain of title, relevant law in 1950 may be important to who has rights today

(C) Wills and intestate transfers

(D) Rights of bankruptcy trustee

(E) Title acquired b adverse possession or prescription
ii. Chain of title and wild deeds
a. Chain of title and wild deeds Problem B1: 1900 G → A (r); 1954 A → B (r); 1995 B → C; 1996 B → D (r); 1997 C(r); Today D → X; Question: What will a title search performed using a Grantor/ Grantee index disclose to a party interested in purchasing from D?

(1) Grantor/ Grantee Index: Land records are kept by 2 indices, by Grantor’s name and by Grantee’s  name, each volume have different letters
(A) Step 1: Using Grantee index trace chain of title backward to make sure D has good title
· X goes to Grantee index and look under D’s name, start from current year and move backward → Find that in 1996 B conveyed prop to D

· Using B’s name in Grantee’s Index go backward from 1996, find that B got in 1954 from A

· Using A’s name in Grantee Index go backward until find patent from gov’t granted to A in 1900 – at this point feel this is a comfortable route of title

(B) Step 2: Make sure none of the Grantee’s sold to anyone else
· Start in 1900 and see if A was ever a grantor, don’t find anything until 1954, B

· Use B’s name in Grantor Index and move forward, first thing you find is 1996 conveyance b/c 1995 conveyance to C not recorded until 1997, in 1997 you are using D’s name in Grantor’s index, not B

· Wild deed = Deed that is outside the chain of title = C’s deed

b. Kiser v. Clinchfield Coal

(1) Facts: 1884 JK → SK (took possession);1887 JK → T (min rights) (r); 1888 SK (r); 1891 SK → JK (fee simple excluding min rights); 1901 T → P & W → Clinchfield

(2) T couldn’t have found SK’s interest b/c not in chain of title, but ct said that b/c SK was in possession T was on inquiry notice

(3) Ct rules for Clinchfield b/c

(A) 1900 State passes statute that mere possession is not notice (but T buys in 1887)

· Common law rule is that possession = inquiry notice

· Statute is to protect bus who buy large tracts of land from inquiry notice

· Statute is akin to making race/notice statute – providing extra incentive for people to record

(B) Is Clinchfield protected by recording statute?

· No b/c of shelter rule: T is not protected by statute, so SK can’t be
(C) Chain of title (740-757): If deed is recorded outside of chain of title, then doesn’t provide notice

· This reasoning is at direct odds with words of statute, is judicial gloss

· Some juris do and some don’t

(4) Would SK win in a NY juris? 

(A) In NY whenever something is recorded you are on notice whether or not it is in chain of title

· So still use Grantee index, but now when come forward are searching for other transaction from all Grantee’s (to see if one grantee made multiple grants)

(B) Very inefficient

(C) Chain of title reasoning is more efficient and less burdensome

(D) SK would still lose in NY b/c his deed wasn’t acknowledged

· Recording a document doesn’t mean that the deed is effective, valid or genuine
(E) If Clinchfield had found SK’s deed then he would have been on notice
2. More on Recording
A. Notice from Other Public Records

i. If document on record, are on notice of what document effectuates and for whatever you would learn by diligently reading the document

a. Tract index = deeds organized by property

ii. Lis pendens = notice of pending litigation

a. Some juris file in land records, some in separate index

b. Deemed to be on notice of litigation in county where deed recorded if lis pendens filed

c. Whitehurst v. Abbott (762)

(1) Facts

(A) Camden: 1910 copy of will; 1910 Devises → RLH; 1919 RLH → McPherson; 1922 McP → Abbott (A)

(B) Pasquotank: 1910 will in probate; 1918 Caveat filed; 1920 Will void

(2) Issue: Is Abbott a bona fide purchaser?

(A) No lis pendens filed in Camden 

(B) Abbott could be a bona fide purchase if McP was a bona fide purchaser, but he’s not b/c he had actual notice of litigation

(C) McP had notice of caveat so under shelter rule he couldn’t convey good title

(D) Pasquotank was the juris for probate of the will and that was in the title in Camden, so Abbott shouldn’t have inquired to see if will was valid
(3) Recording system enables you to find pieces of paper, but doesn’t determine the validity of those pieces of paper – you have to do the legwork to see if they are really valid

d. Judgments that create or declare interests in land are generally considered binding on subsequent purchasers of the land (in rem proceedings)

(1) Suits to quiet title, eminent domain proceedings, mtg FC’s, divorce proceedings, will contests

(2) Judgments for $ can create liens on prop which are binding on subsequent takers (usually needs to be docketed)

iii. Leases

a. In order to impute notice of an unrecorded title when acts of occupation are not exclusive, continuous, or readily apparent

b. Martinique Realty Corp. v. Hull
(1) Facts: M → Hull (lease for 5 yrs, where Hull prepays); M → CE (r); CE → M (r) (with clause saying can’t accept prepayment); M → MRC (leasehold)

(A) Sale leaseback transaction: Equivalent to mtg, it is a financing transaction
(B) CE wants prepayment clause b/c want to get paid and if M gets $ in one lump sum higher chance that CE won’t get their monthly payment

(2) Issue: Is Hull’s unrecorded lease binding on MRC?

(A) His prepayment not in lease, so no notice to MRC

(B) If this was a K case (b/tw M and Hull then Hull could say he already gave consideration for his side of the K, but this is prop not K)

(C) Conflict b/tw K and prop law (recording stats)

· To the extent that a statute is in conflict w/common law, statute going to win

(3) Is a leasehold an interest in real property?

(A) Historically a leasehold was considered a form of personalty, so have split in law, sometimes is subject to prop law and sometimes is not

· If leasehold = personalty then not subject to recording statute b/c not a conveyance

· If leasehold = interest in prop, then it is a conveyance and subject to recording stats

(B) How do you know if leasehold is covered by recording statute?

· Look at language in recording stat, a lot exclude short-term leases

· BUT treat long-term leases as interests in real prop

(4) Holding: MRC has inquiry notice of Hull’s lease

(A) MRC on inquiry notice b/c if asked T’s for lease, would have found out Hull already paid

(B) Have to ask T’s not just seller in order to satisfy your obligation of inquiry

· Asking seller alone is not due diligence

· If there are parties in open and exclusive possession of prop, better go ask what their rights are

(C) Send letter w/lease provided by seller and ask T’s to sign and say they have no other rights, defenses

· Put in lease that if T’s don’t respond that is deemed to be an acceptance

· Keep part of purchase price in escrow, so if can’t get guarantees from T’s then either pay seller less = making sure that seller bears risk of uncertainty, not buyer

iv. How to cure problem with title

a. Get judicial determination

(1) adverse possession 
b. Get quitclaim deed signed

c. Curative statutes: Situation where there is some technical infirmity in record or deed (i.e. if notary’s license expired), statute says irrebutably presumed to be valid after 3 years

d. Marketable title act: Protects title searchers in limiting the length of time they need to go back in searching title

(1) If have a claim to real prop it will be void against subsequent bona fide purchasers if it doesn’t appear in the record x years going back

(2) Stat will specify time period (i.e 40 years + last transaction prior) and any interest that doesn’t appear in land records forward is not notice

(3) Reversionary interest can exist on and on, but it needs to appear in chain of title every 40 years or it is out under marketable title act

B. Advanced Recording Statute

Statute 1: “Every conveyance of real property or an estate for years therein, other than a lease for a term not exceeding one year, is void as against any subsequent purchaser or mortgagee of the same property, or any part thereof, in good faith and for a valuable consideration, whose conveyance is first duly recorded, and as against any judgment affecting title, unless the conveyance shall have been duly recorded prior to the record of notice of action.”
Statute 2: “No conveyance, transfer, or mortgage of real property, or of any interest therin, nor any lease for a term of one year or longer, shall be good and effectual in law or equity against creditors or subsequent purchasers for a valuable consideration and without notice, unless the same be recorded according to law.

Problem 1: Owner borrows 75K from Bank in January 1995, on an unsecured five year loan. In January 1998, Owner defaults on his monthly payments. Bank and Owner agree as follows: Bank will not file suit against Owner to collect the debt, if Owner will continue to make reduced monthly payments and gives Bank lien on Owner’s property to secure the debt; this is done in March of 1998, and Bank promptly records its mortgage. 

Unknown to the Bank, in February 1995, owner borrowed 100,000 from Mortgage Lenders, Inc. (MLI) on a ten-year, non-amortizing basis, giving a mtg to MLI – which had not yet recorded its mortgage when Bank and Owner worked out their deal. MLI recorded in May 1998.

Owner now defaults on the loans held by both Bank and MLI. A foreclosure sales brings net proceeds of $125,000, which is not enough to cover the remaining 47K owed to Bank and 100K owed to MLI. Who gets how much of the sale proceeds?

i. Under statute 1: Bank gets 47K and MLI gets 78 b/c Bank recorded the workout before MLI recorded the mtg
ii. Under statute 2: Same as above b/c Bank recorded their workout before MLI recorded mtg

Problem 2: Owner borrows 75K from Bank in Jan 1995, on an unsecured five-year loan. In January 1998, Owner defaults on his monthly payments. Assume that Bank and Owner cannot work out a deal. Instead the bank files suit to collect its unsecured loan.


In late 1997, Owner sells his house to Purchaser, who knows nothing about Owner’s financial problems. Purchaser pays 125K (fair market value for the house). Due to a clerical mix-up, this deed is not recorded until April 1998.


Meanwhile, Bank obtains a judgment for 78K in its lawsuit against Owner in February 1998. Bank promptly records its judgment, thereby obtaining a judgment lien on all of Owner’s real property located in the county.


As between Bank and Purchaser, who has rights in the property?

i. Statute 1

(A) Depends on what “duly recorded” means

(B) Probably B is going to have right to collect 78K from P’s house

(C) P might get house b/c B didn’t file lis pendens regarding lawsuit 

ii. Statute 2

(A) P gets b/c IF B had to file lis pendens 
(B) If B didn’t have to file lis pendens, then P gets

Part III: Real Property Security Instruments

1. Forms of Security Devices (236-250)
A. Mortgage

i. Mortgage is not the loan itself, but a security interest in property given to an oblige (usually L) to secure the loan or other obligation

a. Other obligation could be promise of obligor to act as surety for debts of 3rd person

b. Mortgagee: Party who hold the mtg

c. Mortgagor: Party whose property is subject to a mtg

d. Mortgagee receives a lien on the mortgagor’s property at the time mtg is recorded

ii. Equity of redemption = defining characteristic of a mtg

a. Equity of redemption: 

(1) Equity in the property = Value of the property – amt of debt

(2) Equity cts give B a chance to redeem prop by paying debt (after default), even though loan documents didn’t permit this

(3) Clogging equity of redemption: Any arrangement designed to prevent B from exercising right to redeem after default

(4) Impact of equity of redemption on L

(A) When B defaults, L has fee simple subject to equity of redemption 

· Prop not really alienable b/c no way for L to secure title

(B) Allow L to come in to ct of equity just like B to ask for some date where B had to redeem property and if B does not do so he will be forever foreclosed from exercising that right = birth of foreclosure proceeding

· In FC proceeding are technically foreclosing equity of redemption

· B continues to have equity of redemption until it is cut off by FC

iii. Foreclosure

a. Strict foreclosure: B is divested of his interest in prop and title is now vested solely in L

(1) If B has substantial equity in the property, this created a windfall for L

(2) Equity abhors forfeiture → Concern about forfeiture is at heart of mtg law (but this risk is usually overstated)

(A) B/c of enforcement, maintenance costs associated with FC and re-selling prop, L needs more $ than debt worth in order to make him whole from B’s default

(B) B doesn’t have to pay any part of debt or interest during FC proceeding, RE taxes, deferred maintenance, Brokers fees, commissions, aty fees

b. Foreclosure by sale

(1) B/c of potential windfall to L from strict foreclosure, leg create FC by sale

(2) Sell prop at public sale and pay over to the mortgagor (and to any junior lienors) the surplus money from the sawl

(3) Foreclosure by judicial sale

(A) L has to file suit in ct and get ct order to foreclose on property

(B) What most states have

(C) Not a good remedy b/c is expensive, so L will have to charge higher IR

(D) Is preferred in some juris b/c creates a permanent court record of the events leading to the transfer of mortgagor’s interest

(4) Power of sale clause

(A) Upon default L can sell w/out going to ct

(B) Allowed in some juris, not in others
(C) Much cheaper

B. The Trust Deed Mortgage: 3-party mtg transaction

i. B gives Trustee (the 3rd party) a deed of trust for the property, Trustee holds deed in trust for
a. Normally L is trustee and if there is an enforcement proceeding than appt a 3rd party as trustee – so don’t have to pay trustee when don’t need one
b. Trustee can’t acquire prop himself

ii. Beneficiary = L

iii. L → (money) B → (deed in trust) T 
a. If B pays off debt than T gives deed to B

b. If B defaults, then T arranges a public sale 

(1) Usually have power of sale clause – so T just arrange sale

(2) If have to do jud FC, T conducts

c. If L assigns interest, trust remains intact and the assignee becomes the new beneficiary

iv. No practical difference b/tw trust deed and mtg – practice of custom

v. Trust deed cheaper than Jud FC, but more expensive that FC by sale

C. Deed absolute

i. Cts have carved out protections for mtgs, if not a mtg then B not entitled to various legal protections, so L’s want to create things that aren’t quite mtg in order to get out of mtg law arena

ii. Deed absolute 

a. L requires B to grant him land by absolute deed, under oral agreement or tacit understanding that he will reconvey only if B  pays the debt 

b. Similar trans is if B gives C fee simple determinable with the determinance condition being repayment of the debt

c. Designed to eliminate B’s equity of redemption and necessity of FC if B defaults

d. Cts will interpret it ias being a mtg b/c L has title to prop in order to secure the performance of an obligation by B, title to a prop that is held as a security for performance of an obligation = mtg

iii. Extrinsic evidence

a. If only deed (no written collateral)

(1) Includes declarations of grantee, relations b/tw parties at the time deed was executed, retention by the grantor of the possession of the land and exercising dominion over it, paying takes, making improvement, etc.
(2) Extrinsic evidence doesn’t violate parole evidence rule b/c deed was not intended to embody entire agreement
b. If written agreement (of agreement to re-convey)

(1) If ct determines deed + agreement were 1 trans → mtg

(2) If not use extrinsic evidence to prove that it was intended to be mtg

D. Installment Land Contract (aka contract for deed)
i. Terms

a. B takes possession and occupies the property throughout contract period

b. Payment is amortized

c. Legal title remains with the L and is only acquired when debt completely paid off

d. High LTV: Make installment land K’s when B can’t get any other financing

e. On default, B becomes a tenant at will, L removes through summary eviction (L in stronger position than if had done purchase money mtg)

ii. Problematic for B’s

a. If default happens after substantial amt of time passed, then B going to lose a lot of equity

b. Some states have statutes saying that after X time, then have to give B deed

c. Other states treat like mtg – upon default have to determine what outstanding debt is and pay that

d. Dual concerns

(1) Want to protect B’s from forfeiture; BUT

(2) If outlaw them all together, then have lost a means of financing that might be the viable option to people with very little capital

E. Sale-and-leaseback

i. Lessor (lender) extends credit to the Lessee (Borrower) and retains a security interest (right to reenter upon default) 
ii. Financing device for complex commercial trans

a. Lessor has given his Tenant the use of an asset having a specific value for a finite term, on condition that the T return the asset unimpaired at the end of the term and pay “interest” on the asset value during the term of the lease

(1) Lessor needs credit, so he sells the building to his lender, who then leases the building back to the lessor/ borrower

b. Is security device b/c L has statutory power to terminate the lease if the “debt service” is not paid
2. Junior Mortgages (250-258)
i. Conventional 2nd mtg
a. Ex: D wants to buy building for 1.6 million, has 100K in cash, needs to borrow 1.5 million (94% LTV), FC(Bank) only willing to lend him 1 million (65% LTV), 9 % 20-year constant amortization loan; Prosperity Mtg Co (PMC) gives him the other 500K, 10 years 12% constant amortization; PMC records before FC; 

(1) Constant amortization: Amortizing same amt/year (1/20 each year)

(2) 2nd mtg: Higher risk – so shorter term and higher IR

(3) Who gets priority?

(A) If in notice juris → Both had notice of each other so neither are protected by statute

(B) Common law rule of first in time, first in right applies

(4) Default of 1st mtg counts as default on 2nd mtg

b. K

(1) usually 1st mtg will say can’t have 2nd mtg or it is sub

(2) 2nd mtg will have provision saying can’t do a workout w/out its approval

c. FC

(1) When senior lien is foreclosed, interests subordinate to it are extinguished at FC sale

(2) Rights of junior mtg (security interests)

(A) Junior mtg has right to buy senior mtg – have the right to redeem from the senior mtg

(B) If junior mtg purchases are equitably subrogated to the rights of the senior mtg

· Equitably subrogated = step into the shoes of the party and take over their rights
d. Why Senior mtg doesn’t like junior mtg?

(1) If B has less equity in the building → less incentive to maintain building

(2) Recourse/Non-recourse Loan

(A) Recourse loan: Loan where lender has 2 ways to collect – FC or sue B (B has personal liability)

(B) Non-recourse loan: Loan where L can FC but B has no personal liability – only way to recover debt is from collateral

(C) 2nd mtg are often recourse b/c are much riskier

· If senior L worry that B is going to pay of 2nd mtg first b/c wants to escape personal  liability

(3) Makes everything more complicated

(A) Workout situation

· If senior L wants to do workout with B has to get consent of junior L or else risk losing senior posistion

· If not 2nd mtg than L and B can agree to whatever they want

(B) Deed in lieu of foreclosure: B gives property (b/c has no equity) and in exchange L agrees to release B from his obligation on the debt

· Much harder to do w/junior mtg

· If B were to give deed in lieu to FC then FC would have fee simple subject to PMC’s senior mtg (it was elevated b/c FC’s interests in the prop merged)

(C) Bankruptcy: If any part files for bankruptcy, automatic stay from creditors collecting debt – so L couldn’t foreclose

· Have to worry about B going into bankruptcy and

· If junior L went into bankruptcy case would be stayed b/c when do FC proceeding have to name all parties that have an interest in the case 

ii. Wraparound mtg

a. Used when B has an existing mtg at an IR below market rate and B needs additional funding

b. Wraparound enables B to acquire additional funding at lesser cost than the current market IR by sharing the benefit of the favorable existing mtg with the wraparound mortgagee

(1) IR is below current market price b/c wraparound mortgagee is obtaining benefit from the spread b/tw the wraparound mortgage IR and the 1st mtg IR

c. Wraparound mortgagee takes over 1st mtg and gives 2nd mtg to B at a face amt totaling the remaining balance on the existing 1st mtg + added amt being loaned to B

(1) Wraparound mortgagee may or may not assume 1st mtg; BUT

(2) Is expected to make debt service payments on that mtg

3. Construction Financing (258-280)
i. Construction loan
a. Construction lender

(1) Finances project through construction stage

(2) Construction loan

(A) High IR

· b/c very risky and little collateral

(B) Short-term

· Usually for period of construction

· B doesn’t want to pay high IR for longer than has to

(C) Negative amortization

· B has no income during construction (investment has no econ value during construction period)

· Interest is accruing and becoming part of loan

(D) High LTV 

·  b/c prop has no value besides value of raw land so construction lender requires commitment of take-out lender before he will grant construction loan

(E) Phased disbursements of loan proceeds: i.e. Advance 10% at closing, 25% when foundation finished, etc
· From L’s POV: Mitigates risk of high LTV b/c reducing amt that L has put in and thus lowering LTV
· From B’s POV: Interest is accruing on loan the entire time, so not building up interest as quickly 

· Allows for monitoring and oversight: L can make sure construction is being done properly and w/in budget – if not done w/in budget that take-out commitment no longer and assurance that construction L going to get his $

· Need detailed construction plan in construction loan – going to have conditions precedent to L’s obligation to make additional advancements

· Can be good for B b/c easier if L’s inspector tells contractor that work not being done correctly and that B is going to get advance and thus contractor not paid unless it is done right

b. Take-out Lender

(1) B repays Construction lender with loan from take-out lender after the collateral (house, apt building, etc) is built

(2) Take-out commitment: Commitment to construction L, that if construction has been done properly then take-out lender will loan B $ and he will be able to re-pay construction lender

(A) Provides assurance of repayment; AND
(B) Gives construction L an assurance that project makes sense – always reassuring to have another sophisticated party look at deal

c. Variety of capital providers involved

(1) Construction L

(2) Take-out L

(3) Contractors: Providing capital in the form of time, labor and materials

(4) People who financed acquisition of land

(5) B/c so many parties – going to have issues of seniority/subordination that are going to have to always be looking out for

d. Rockhill v. United States (260)

(1) Facts: Rockhills → Beachem (purchase money mtg); property is damaged; Beachem goes to SBA to get loan to fix prop, Beachem gives mtg to SBA – but SBA required that Rockhill’s subordinate their mtg to the SBA mtg, which Rockhills agreed to do; Rockhills are claiming that their mtg should be senior b/c SBA breached duty of reasonable care (tort theory) b/c they didn’t properly oversee construction project
(2) When not getting $, start scrambling for a theory to get $

(A) Contract

· Express arguments in subordination agreement (MOST EFFICIENT)

· Implied contract argument: When Rockhills subordinated, all parties agreed that was to effectuate the construction project and therefore when SBA failed to do proper oversight project was no longer w/in agreement (??)

(B) Tort: Need to prove

· Duty: Did SBA owe a duty to Rockhill? Rockhills say that owed duty of reasonable care, but ct says that if they wanted this duty could have put in K

· Breach

· Causation

· Harm

(3) Default rule: If don’t contract about responsibility, obligation is owed, OR, if don’t K about responsibility obligation is not owed (ct says not owed)→ Default position can go either way

(A) Price adjusts to compensate parties for whatever legal rule ct has imposed
· Fairness, equity, justice not good policy reasons for having one default rule over another

· If trying to help B by giving strong protections may end up hurting them b/c going to have to pay more for loan

· If chose rule that doesn’t maximize parties combined gain, they are going to K around it = law is pushing for most efficient (economically) rule

(B) Information forcing default rule: Rule that forces knowledgeable party to disclose info to have negotiation proceed in most efficient manner

· If put liability on sophisticated party unless they contract out of it 

· Ensure that issue will be dealt with (in order to K out they need to talk to B about it)

 (C) Law should look to what parties would want most of the time 

· Saves problem of thinking about everything that might happen

(D) Law should give default rule to the party that values it the most

· i.e. Right to prepay worth more to B than taking it away would be worth to L

e. In re Vietri Homes (C3)

(1) Doctrine of equitable subrogation: Doctrine under which a ct will subordinate an otherwise superior claim in the interest of equity
(A) If one party acted improperly and got an advantage over another creditor b/c of improper behavior, we should subordinate his claim and take away improper benefit

(B) What is acting improperly?

· Need to look at relationship b/tw parties – when have sophisticated parties contracting w/each other shouldn’t give protection that they didn’t K for

· 1 creditor doesn’t owe another creditor a duty

· Where one party engages in “egregious conduct” that disadvantages another creditor that may be the basis for subordinating all or part of their claim

(C) Remedial doctrine

· Trying to undo the harm done 

· Will probably subordinate claim to extent necessary to undo damage done

(D) Use as a tactic to slow down proceeding – give parties more time to negotiate

ii. Mechanics liens

a. Purpose

(1) Provide assurance of payment to people doing the work on credit (they got b/c of political power of trade unions)

(2) Unjust enrichment: Unfair to let B keep enrichment (mechanics work) to land w/out paying for it

(3) Transaction cost problem

(A) State passes special statutes to avoid the hassle of forcing mechanics to be filing lienes all the time

(B) Liens are statutory and vary greatly among states

b. Enforcement

(1) When do they attach?

(A) In most states commencement of work or supplying of materials

· Doesn’t matter if it is lien claimant who started work – just in general when work starts is when all dates of liens are said to attach

· Common for all liens to have equal priority w/each other and share pro rata if the property on FC fails to bring enough to pay all

· Some states priority among mechanics’ liens is determined by seniority in when the respective lien rights were established (when they filed lien)

(B) Other states

· When it becomes reasonably apparent from an examination of the site

(2) Can enforce through judicial foreclosure action

(3) Stop notice: Unpaid suppliers may force payment of un-disbursed construction loan funds still held by the construction lender or borrower

(A) Can be more effective than lien especially if lien is subordinate to mtg
b. Kemp v. Thurmond (271)
(1) Effect on liens of obligatory/optional advancements of mtg
(A) If advances obligatory → All advances going to date back to recording date of mtg

· L: They have to make advance even if lien is filed

· Advanced payment construction mtg usually have priority over liens even for optional advances 

(B) If advances optional → Going to relate back to date of disbursement

· L: If lien filed, then they are on notice of (would probably have constructive knowledge if not filed) and if don’t want to be subject to liens, don’t advances 

(2) What is obligatory and what is optional?

(A) Arguments for giving priority to optional advances

· Things come up in construction all the time (like T wants certain specifications), if force L to subordinate claim for trying to maximize utility of project going to decrease efficiency and profitability

· What if L finds defect and says not going to advance more $ until changes made, but B says he is fixing, but that he needs advance to avoid incurring additional time delays and monetary loss – should force B to choose b/tw delaying project and maintaining superiority → If force to give up then are saying to L if act rationally going to lose your legal rights

· Does economic rationality make optional advance obligatory

· Makes workouts more difficult – impeding overall efficiency

(B) Arguments for giving priority only to obligatory advances

· Not fair to those who hold liens to subject them to change in mtg w/out notice – could be further subordinating their position without notice

(3) Solutions

(A) Force mechanics liens to subordinate themselves through waivers

· Some states let do through K

· Others say have to wait until lienors rights are perfected (by recording) to waive rights

· Some states let waive under statute

c. Hadrup v. Sale (792)

(1) Issue: Is prior but unrecorded interest in prop (mechanics lien) superior against subsequent purchaser for value?

(A) Inchoate lien: Statute says lien attaches at the date you do the work, it is then perfected when you record (have statutory period to record)
(B) Ct says that mechanic recorded w/in time period called for by statute so records back to date of work (before Sale purchased)

(B) Sale argues he has no notice b/c not recorded until after he purchased (so title search would show)

(A) Ct says he had constructive notice: He saw construction taking place – at least inquiry notice

(B) Statute puts risk on purchaser to make sure that everyone gets paid

(C) This reasoning makes sense for new construction, for old construction harder to argue had constructive notice
4. Transfers of Encumbered Property (287-302)
i. EX: A buys office building from S for 400K, A pays 50K in cash, gives S a note for other 350K payable for 20 years at 8% and gives purchase money mtg to secure note; 3 yrs later building worth 600K, she would like to take some of the $ out of this investment in order to expand her RE empire, how does she do that?
a. Junior mtg

(1) Outstanding balance on building is 325K, goes to L who says will give 2nd mtg as long as LTV is < 95% (540K), so is willing to lend her 215K (540-325)

(A) Terms

· 13% mtg, payable over 10 years

· Receives 215K in cash

· Costs of trans around 10K (points on mtg, bank’s atty fees, mtg and title ins for L, recording fees/ taxes)

· Net receipt = 205K

(B) Debt service

· Senior mtg: 35K

· Junior mtg: 39K

· Total debt service: 74K

(C) Total IR: ≈ 10% (cost of capital – 205 + debt service 74; and pay 74K)
b. Refinance

(1) Pay off S by getting mtg for entire prop – 540K at 10% for 20 years

(A) Get better IR and longer term b/c this is a better security (not subordinated)

(B) Cash received = 540K – 325K owe S = 215K

(C) Trans cost

· Little more for refinance – around 15K

· Mtg/ title ins; recording fees; atty fees

· Mtg larger so costs more to do

(D) Net cash = 200K

(E) Debt service = 63K 

(F) Total IR = 10%

(2) B/c of premium (for risk) that have to pay for jr mtg has comparable financing to senior mtg (even though amt is less)

c. Sell building

(1) 600K, payback S 325K = 275K in cash

(2) Trans costs

(A) larger than in loan scenario

(B) Broker 5%

(C) Atty fees higher

(D) Transfer tax

(E) around 8%

(F) End up with 225K in cash

(3) Taxes

(A) AB = 50K; AR = 550K; G = 150K @ 30% (b/tw fed/state/ cap gains)

(4) End up with 180K in cash, but no annual payments and no asset

(5) If finance instead of sell don’t have to pay cap gains

(6) If IR gone up

(A) Don’t refinance or sell

(B) Do wraparound mtg?

ii. Primary/Secondary Liability

a. A wants to sell prop, but not sell mtg (b/c IR has gone up and it is valuable in itself now): A sells prop (subject to mtg) to B, terms are that B pays A 300K, A conveys her entire interest in prop (doesn’t sell mtg)

(1) S hold senior mtg

(2) B has fee simple (equity of redemption

(3) If B defaults, how can S collect?

(A) Sue A personally 

· she is still bound by her note

(B) Prop still subject to mtg 

· S can foreclose

(C) B is not personally liable 

· He has non-recourse loan

· He never promised to pay loan, just bought A’s interest in property

(4) Is B overpaying for property?

(A) Prop is wroth 600K, B paid 625K (300 to A + payments on 325K to S)

(B) What is the value of the mtg today – 8% mtg with 17 years to run when current IR is 10%?

· Chart of A21 (approximate worth is 286K)
(C) B is paid 300K + payments to S (current value = 286K) = 586

· B paid 586K for 625K value

· Apart fro property there is 39K in value in the mtg = valuable to have assumable mtg

(5) S files suit against A and her note and forecloses on land

(A) A argues that S shouldn’t be allowed to come after her note, until he has tried to collect from collateral (mtg)

(B) B argues that S shouldn’t be allowed to foreclose on land, until he has tried to collect debt from A

(C) S’s choice: He can go after whomever he wants → they are both liable

(D) Understanding b/tw A ad B about who would pay S?

· B would pay remaining 325K on mtg

· B (or land) would be primarily liable and A only secondarily liable

b. Primary/ Secondary Liability

(1) P/S liability has nothing to do with creditors rights against either liable party

(2) P/S liability has to do with question of where should liability end up b/tw liable parties

(3) If A pays S’s debts, what rights does she now has

(A) Law says that when party who is secondarily liable pays the creditor, she becomes subrogated to creditor’s rights against the primary obligor

· A can foreclose on land

c. A sells prop to B for 300K, B contractually promises to pay debt owed to S; B defaults

(1) Who can S sue? (What are S’s basis of recovery)
(A) Sue A on note 
(B) Foreclose on land

(C) Can sue personally on either

· If B promised to S, then S can enforce promise directly; OR

· If B made promise to A, then S can enforce as a 3rd party beneficiary

(2) Who is primarily and secondarily liable?

(A) B is primarily liable b/c promised to pay debt

(B) A is secondarily liable b/c signed note

(C) If A were to pay off B’s debt she would become subrogated to S’s rights so could

· Sue B personally

· Foreclsoe

· A is surety for the debt: Not primarily liable but is contractually obligated ot pay the debt, if she pays she becomes subrogated to creditors rights against S

(3) B defaults, S files suit against A and B to foreclose; S and B enter into settlement agreement, B pays 25K to S in exchange S releases B and land from any further liability;  Is A liable?

(A) Maxim: Surety is a favorite of the law

· Surety in vulnerable position (if S and B were allowed to enter into this transaction)

(B) If creditor and primarily liable party modify their deal (change the terms of primary liable party’s transaction) that releases the surety from its liability → Surety no longer liable

· If A paid B’s debts and was subrogated to S’s rights – would have no rights b/c S got rid of them w/out consent of A

· Surety entered into specific trans, if change w/out consent then no longer liable

(C) If creditor takes action that would prejudice surety’s rights, then no longer liable

(4) Amt of release

(A) FN 3 on 297: Arenas
· In situation where B is not personally liable, if S release land, then harm done to A is value of land and no more
· A only released from liability up to value of land

· Release measured by potential harm (max amt of harm done by releasing land is FMV of land)

(B) If B was personally liable and S releases him, A is completely released b/c max harm done could be entire debt

(C) Actual harm approach

· Taken by Restatement

· Trend is toward this, but ½ of states still common law of suretyship: Surety can stand on strict letter of K where liable, where doesn’t consent to variation and variation is made is fatal

(5) Equitable Assets Theory: Promise of assignee regarded as an asset of the mortgagee’s only debtor, the mortgagor and can only be reached by equity

(A) Avoids difficult of enforcing 3rd party beneficiary

(B) Avoids assignee being potentially liable to 2 parties

(6) Statutory bases: In a few juris statutes specifically confer on mortgagee a right against assuming grantee

(7) Plurality of Actions Theory: Mortgagee is permitted to reach the assuming grantee to avoid plurality of actions and harassment of the mortgagor

· Predicated upon existence of substantive right by the mortgagee against the mortgagor which in turn makes operate a right over by the mortgagor against his assuming grantee

· Right of the mortgagee is derivative
5. Remedies of Secured Creditors

A. Pre-foreclosure rights
i. Lifton (302

a. 3 different conceptual approaches to mtg and mortgagee’s rights to possession if default

(1) Most Title states (mtg signifies transfer of title) → ME (mortgagee) only gets a lien or security interest in prop which can be activated by FC

(2) Min of Title states → treat mtg as conveyance of prop to L, so L gets continuing right to possession which he agrees not to exercise unless there is a default

(3) Intermediate theory states: Right to possession is with MG (mortgagor) until default, but after default automatically goes to ME

b. Modern cts reluctant to grant a ME physical possession of prop

ii. What happens when B/L realize that default is likely?

a. Each side evaluates K rights, financial situation and sits down to negotiate b/c no one wants to lit

b. Guidelines for negotiation

(1) Evaluate risk/reward for negotiation

(2) Bargaining in the shadow of the law → have to start negotiations with where they think there legal position is

(3) How much prop is worth

(4) Recourse/non-recourse loan

(5) How costly/long will lit be?

(6) What will happen to prop during lit

c. L doesn’t want B to default

(1) FC takes 1-2 yrs

(2) B could file for bankruptcy which takes up to 3-4 years → stopping FC 

(A) B doesn’t have to pay anything during bankruptcy – gets to pocket NOI of building
(B) B has no equity in building → no incentive to maintain = deterioration

(C) After default, risk of waste goes up

(3) Who should get protection from law?

(A) L has already performed their part of the K(mtg) by giving $ → B is the one that isn’t performing

iii. L’s remedies for protection from risk of default
a. Myers-Macomber Engineers v. M.L.W. Construction: Mortgagee in possession = Mortgagee who has obtained possession of property w/consent of mortgagor
(1) Consent usually contained in mtg 

(2) Mortgagee becomes quasi trustee for mortgagor = fid duty to mortgagor

(A) Must comport with standard of conduct of a prudent owner → Has to keep in good state of preservation and productivity

(B) Fid duty runs only to mortgagor, not to 2nd mortgagee 

(3) Policy reasons for letting mortgagee take possession

(A) Protect and preserve the security

(B) Acquire income from prop to apply to outstanding debt

(C) Hoping that FC will not be nec, but by taking possession not giving up right to FC later

(4) Downsides for L – risky and costly

(A) Mortgagee can’t commit waste while in possession

(B) Uncertainty (no guarantee) whether mortgagee can recover for repairs and improvements, management of prop 
(C) B still had equity of redemption, so are in position of fiduciary for B

(D) Potentially liable for any torts that happen on prop when L is in possession

(E) Lots of things that can go wrong/be litigated

· Harbel (311): Transfer in lieu of FC → okay to give transfer in lieu of FC for leasehold
b. Assignment of rents provision
(1) Entitles L to collect rents if B defaults: Mtgee serves notice to T’s that has to pay rents to mtgee instead of mtgor, mtgor going to tell T’s to pay him

(A) Problem is T’s won’t pay anyone until ct tells them who to pay, so put in escrow
(B) Lockbox agreement: Rent goes to Bank, take their cut, pays 2nd mtg, gives any excess NOI to B

· B loses leverage, cashflow from prop

· Most often in workout agreement → B has no reason to oppose

(2) Assignment of rent very messy
(A) B can’t pay for maintenance if not getting rent from prop

(B) Cts sometimes reluctant to give effects this clause

(C) Some juris say have to take possession to get rent

c. Having receiver appointed: Provision for appointment of receiver if there is a default
(1) Receiver = officer of ct who is appointed to take control of prop pending its disposition in the ct proceeding

(A) Receiver collects rent from prop 

· Pays maintenance/management of property

· Whatever left over receiver gives to ct and ct figures out what to do with that $

(B) Some juris can do ex parte (w/in 48 hrs) → L have ct order for T to pay rent to them

(C) Some juris have to show

· Security is being impaired → Wingfoot (309) = w/in juris of ct to appoint receiver if L shows that it is necessary for the protection and preservation of the property
· B is insolvent

· B is not maintaining prop

(2) Downsides to appointing receiver

(A) Receiver, not L, has control

· L often expects receiver to be his agent

· Every time L and R get into fight, file ct papers = huge costs

(B) Receiver has to be paid

· In NY fee is 5% of sums dispersed by receiver (ct could say less)

(C) L needs to worry about what is happening to prop when he is fighting with either R or B

d. L file involuntary bankruptcy proceeding

(1) Sometimes is bets approach, sometimes is a disaster

(2) B still keeps possession of the prop, but now are operating under juris of bank ct

(A) Walking off with rents becomes felony rather than breach of K or tort

iv. Workout strategies = B and L attempt to compromise their positions and rights so that although neither party is going to receive entire benefit of the original bargain, at least they are both in an acceptable position under the circumstances.
a. Forbearance

(1) B asks L to forbear on enforcing remedies for a couple of mths

(A) L would agree to b/c might hurt their position if they didn’t 

· Scare off potential buyer

· Screw of refinancing that B is trying to line up

(B) Works where problems appear temporary and solution in sight

(2) Formal forbearance agreement: L’s agree not to enforce remedy for X amt of days, B offers consideration (i.e. fee)

(A) Binding agreement to give B period of time

(B) L would rather have written agreement b/c doesn’t want to prejudice any of its rights

· Don’t want B to argue that forbearance agreement was a waiver of default or any remedy

· Provides B with no defenses

b. Restructuring

(1) Modification of agreement terms b/tw B and L 
(A) B goes and offers L some sort of change in agreement where B continues to own and operate

· Revised payments

· In time L will recover value

· Pay something extra to L for restructuring = consideration

(B) B offers L all profits from building (beyond necessary expense)

· In exchange L keeps B current

· Negative amortization 

(2)  Reinstatement = change of terms

(A) B gives L

· Give L equity interest
· Increased IR w/pay rates to be less than accrual rates = neg amortization
· Additional collateral → mtg on house

· Cross-default provisions → B loses future leverage by giving this b/c expands risk in to include other assets/projects

· Recourse loan → B should give only as last resort

(B) L gives B
· Extension of loan maturity

· Additional funding

· Reduction of deferral of interest

· Consent to get jr mtg

(C) Reinstatement occurs after acceleration but before FC

· B might have to bring current all past due installments and pay L’s expenses

· If B doesn’t clarify that not giving away any of it right → might jeopardize future claims

· MAKE B SIGN AGREEMENT ACKNOWLEDGING THAT L NOT GIVING UP ANY OF ITS RIGHTS

(3) Lender takeover of control = L wants to control certain aspects of project

(A) L gains rights typically associated w/ownership

· Monthly reports on leases, expenditures of rents

· Right to approve any new K’s that B enters into pertaining to prop → right to monitor

· Tell B which creditors to pay, which improvements to make

(B) B could sue L for wrongful control → B must prove these factors proximately caused B’s damages

· No default by B

· Fraud by L against B

· Duress caused by L

· Interference by L w/bus relationships

(3) Restructuring works if L still has faith I B

(4) If B has concluded L is unreasonable → might need to appoint new L officer

(5) Shultis (C7)

(1) If L does restructuring → needs to have consent of jr mtgee

(2) If does restructuring w/out consent and jr mtgee shows material prejudice or substantial impairment → their interest raised to superior status

· If don’t show, then jr mtg gets priority over difference b/tw modifications and mtg

· If modification prejudices rights of jr mtgee → need consent

· Ct said changing interest rate doesn’t materially impair jr interest
c. Deed in lieu of foreclosure

(1) B gives L deed in return for liability

(A) B uses leverage (threatens to drag through long FC proceeding)

(B) Particulars of deal depends on economics of situation

· Deed prop to L  + release B from ½ liability

· Deed prop to L + L give something to B

· Deed prop to L in return for L giving B K to manage prop

(2) Problem = what is state of title?

(A) If senior mtgee takes deed in lieu of FC, then their mtg merges w/ fee simple and senior L is left with fee simple subject to junior mtg

· Another reason why senior L don’t want junior mtg

(B) Can arrange to keep mtg alive by having B deed prop to sub of senior L

· So senior L holds mtg and sub holds deed → different legal entities so interests don’t merge
· Senior L forecloses on itself, extinguishing junior claim

(3) Wensel v. Flatte
(A) Facts: W borrows 100K from F, gives F a mtg and a note; W defaults, F institutes mtg proceedings; F agrees to extension, W has to deed prop to Tapp (F’s lawyer), F gives deed to F saying that will deed prop back to W if W pays; W doesn’t pay, F takes possession

(B)  Issue = Was this transaction a mtg?

· If it was a mtg than W still has equity of redemption and only can be extinguished through FC → F couldn’t just take possession

· W argues that if allow this trans are allowing a mtg without an equity of redemption → CAN’T DO THIS b/c can’t clog equity of redemption → can’t waive even if you want to

· In substance this was mtg, regardless of intent of parties

· Debt + conveyance = mtg

· Substance, not form of transaction governs

(C) Ct holds not a mtg

· Intent of parties was that deeds constituted sale for which purchase price was conditioned on indebtedness, w/condition where W could get prop back

· PP reasoning

· B has nothing else to offer L but his equity of redemption, if cts don’t allow him to are hurting B

· Is efficient, not fair to allow this transaction

(D) Executory deed in lieu of foreclosure: B says to L give me one last chance and if I can’t make good, then prop is yours

· Straight deed in lieu clear cut

· Raises more issues than straight deed b/c worry that L is taking advantage of desperate B with unrealistic hopes

· CANNOT expect a ct to uphold an exec deed in lieu

(5) Advantages of deed in lieu

(A) For L

· FC is time consuming

· Lit is unpredictable and has risk

· This saves time, risk, $

(B) For B
· Can extract value from L in exchange for saving him time, risk, $

· Even if have lost entire interest in prop, might have reasons for wanting to structure deal a certain way → tax implications

· Deed in lieu gives you bargaining power

(6) Disadvantages of deed in lieu

(A) Easy for B to later characterize deed in lieu as a restructuring of mtg if he has ANY remaining interest in prop (like K for management of prop)

· B argue that this was a participating mtg agreement, if it was deed in lieu would have no interest

· Not a huge risk → entirely depends on structure of trans = need K where B says has no interest left in prop

(B) Ct is jealous of any trans that is seen as limiting the equity of redemption

(C) Fraudulent conveyance risk

· Can’t give or sell your assets for reasonably equivalent value to avoid paying creditors → ct can reverse trans and give $ to creditors

· If ct should later conclude that prop worth more than debt = transfer of asset for less than reasonably equivalent value → need to be sure to have documentation that giving FMV for asset

· Bankruptcy ct can try to reverse prior transactions

(D) Risk of merger of fee simple + sr mtg → thus elevating jr mtg
d. Construction loans

(1) 3rd party completion is best alt

(2) L will want assignment of B’s rights

(3) Goes to protection of collateral

e. Sale to a third party = voluntary liquidation = friendly foreclosure

(1) Enter into K w/B that he will enter in FC and assist L in completing quickly
(A) Eliminates inherent uncertainties of judicial and non-jud FC

(B) L waives deficiency liabilities

(2) Substitute for deed in lieu
(A) Gets rid of worry about junior mtg b/c FC proceeding will extinguish, don’t have to set up sub and then FC on yourself

(B) There could still be a deficiency liability for the jr mtg, depending on its terms

(3) Since B is selling equity of redemption → no stat rights too it

f. Black, “Loan Workout Strategies” (314)

(1) Typical workout situation = when a downturn in market results in reduced value of rental income from a property, severely impacting B’s ability to satisfy its loan obligation

(A) Increased price competition → drives rental prices down

(B) Major points B want to renegotiate

· Writing of accrued interest 

· Reducing future interest in the note

· Reduction in the principal

(C) Both parties should seek to protect collateral

· L wants to protect value of prop → B needs to have incentive to maintain

(2) Stages of economic cycle – need to know which one in to properly counsel client

(A) Beginning of cycle

· Hardest time to do a workout b/c L might not be sympathetic

· L needs to beware that if t is the beginning of a downward cycle and not just a bad B, then should do workouts, otherwise when cycle really hits will have too much RE inventor

(B) Middle of the cycle

· Most likely time workout will succeed, most likely time going to fail

· Lots of B’s having problems, L’s besieged by workout proposals

· L has increased incentive to do workout b/c doesn’t want any more RE

· L also in trouble so may be under supervision of reg agencies, subject to additional reg constraints, incurring sig personnel changes, overwhelmed

· B might have nothing to lose → decreases leverage for L

(C) End of cycle

· Bankruptcies and lit proliferate → most restructuring at this point done in cts

v. Equity of redemption = B’s protection

a. Gives B a time after the due date to pay the loan and redeem his property

b. FC usually extinguished equity of redemption

c. Can’t clog of equity or redemption → usually can’t K away

(1) Executory deed in lieu is basically King away equity of redemption but can’t rely on cts upholding

B. Foreclosure

i. Foreclosure Sale Terms and Conditions
a. Foreclosure = Procedure whereby mtgor’s interest in prop is sold or taken over by the mtgee in full or partial satisfaction of the outstanding obligation

(1) Detailed statutory procedures

(2) Usual procedure is an auction sale w/prop going to the highest bidder

b. FC by sale in Judicial proceedings
(1) L (P) needs to join as D’s all persons whose interests in the mortgaged premises are subordinate to the P’s interest

(A) Original mtgor

(B) Present owner of prop if it has been conveyed by mtgor

(C) Junior mtg

(D) Lienholders

(E) Any additional persons who claim less than fee interest in the land created subsequent to the mtg (i.e lessees or easement holders)

(2) Failure to join any of these persons means that FC DOES NOT terminate their interest

(3) Can join parties who have no interest in land but are personally liable for debt (guarantors)

(4) Persons whose interests are sr to those of the foreclosing party b/c FC cannot terminate their interest

(5) Land is publicly sold b/c public belief that might bring more than mtg debt, leaving something for B 

(A) almost never happens in practice → original purpose of proceeding no real function

(B) What happens is mtgee bids 

(C) Ct receives report of auction and determines the equity and propriety of the sale and executes deed to the purchaser

(D) If no stat right of redemption then purchaser is sole and absolute owner

c. Strict FC

(1) Confined to cases where

(A) Mtgor is insolvent

(B) Collateral not sufficient to pay debt

(C) No outside creditors or encumbrances

(2) Complaint brought against owner + all persons who may have the right to redeem (spouse, tenants, jr lien holders)

(3) D’s can bring defenses of ivalidity of the mtg, prior payment, failure of consideration

(4) Judge determines if there has been a default and if mtgee has right to FC

(5) Judgment decrees

(A) amt due to lender

(B) period when B can redeem (usually 2-6 mths)

(C) If not redeemed in period, than B and all others forever foreclosed

(6) Transfers prop to L w/out a sale, value not nec taken into acct

d. Foreclosure by Power of sale clause
(1) Less expensive and more expeditious mode of FC

(2) Must be authorized my mtg instrument → Need to have clause

(A) Spell out what is considered a default

(B) Confer power on the mtgee (or trustee in case of a trust deed) to sell the prop after public notice at a public auction

(C) Usually must have personal notice to B, but some juris allow just advertising

(D) In order bid at FC proceeding, mtg must expressly provide ability to do so, otherwise B is barred from bidding

(3) Highest bidder is usually mtgee

(4) Equity of redemption cut off, but statutory right of redemption may or may not be allowed, depending on juris

(A) If not stat right → purchaser can take immediate possession

(B) If a s stat right → purchaser has to wait for period to end

(5) Manoog v. Miele (330)

(A) Mtgee in exercising power of sale must act in good faith and must use reasonable diligence to protect the mtgor

· Burden is on mtgor to prove mtgee has breached duty of good faith

(B) ct held that mtgee could K to sell prop w/purchase money mtg with another B before the sale and not be in breach of duty of good faith

e. NYRPL: Article 14 – FC by power of sale clause (C14)

(1) §1401: When a mtg can be FC

(A) Power of sale okay except for

· Res building w/less than 6 units

· Condo

· Co-op

· Building where greater than 65% of units are occupied by residential T’s

(B) Necessary conditions to execute power of sale

· Default has occurred and L has sent written notice to mtgor

· No deficiency proceeding

· Mtg was recorded

· Notice of sale published

(C) Can’t to FC by power of sale clause on res apt building if L going to impair in any way T’s possessory rights

(2) §1402 Notice of intention to FC

(A) Have to file: Notice of pendency + intention to FC

(B) Send to

· Mtgor

· Obligor on note (if someone other than mtgor)

· Owner of mtged prop (if other than mtgor)

· Any person having lien of record on prop

· Any person w/interest in mtg prop subordinate to the mtg that mtgee seeks to FC that mtgee has actual knowledge or is on constructive notice of

(C) Notice has to 

· Identify parties to mtg, date and recording of, amendments and modifications

· If monetary default set forth amts due, date due, late charges, default interest

· If non-monetary default set forth basis for default

· State that mtgee

· Made demand to cure default and it wasn’t cured

· Declared entire obligation secured by mtg immediately due and payable

· State mtgor interest in prop + all persons having interest in prop sub to mtg that have been served and that their interest will be terminated by FC

· State who has right to any surplus money from FC sale and whether or not mtgee has right to seek deficiency judgment

· Set forth rights and remedies available to mtgor or anyone that has sub interest to mtg being FC

· Nature of interest or lien of any gov’t entity

(3) §1403: Notice

(A) Have to file with clerk

(B) Is deemed to be conclusive record notice to any subsequent purchasers and that said purchasers will be bound by non-jud proceeding

(4) §1408: How sale is conducted

(A) If non-mtgee purchaser have to pay 10% in cash at auction and have 30 days to pay balance of auction price, if you don’t then mtgee can re-sell

iii. Junior Interests
a. Law of distressed RE §12.03: Parties to be joined as D’s

(1) Principal purpose of FC is to FC or eliminate the rights of 

(A) B and subsequent holders of prop; and

(B) All parties that are junior to mtg being FCed

· Have to name these parties in order to cut off their interest

· If in juris that allows deficiency judgments, all potentially liable parties must be named as well

(C) Objective at FC sale is to give bidder at the FC sale the same title status that exited prior to the B’s receiving the mtg which is being FCed

· EX: If there are 1st, 2nd, 3rd mtg on prop, and 2nd is being FCed, Bidder would receive fees simple subject to 1st mtg; 2nd mtg paid off by bid and 3rd mtg cut off, B’s rights FCed

(2) Distinguishing b/tw “necessary” and “proper” parties

(A) Necessary parties = One whose presence is indispensable to the rendering of a valid judgment regarding the property

· One whose interest must be joined if its interest is to be cut off by the FC sale

· Current B(owner)

· All parties who obtained an interest subsequent to the date of the mtg being FCed

· If necessary party not joined, then FC sale remains valid but does not terminate un-joined party’s interest

(B) Proper parties = Appropriate parties who are not necessary for a valid judgment

(C) Parties should include any party whose interest might be terminated by the FC
· Current B/owner + their spouse (or if decedent then trustee)

· Original B

· Junior lenders

· Heirs

· Mechanics and materialmen

· Adverse possessors

· T’s or other occupiers

· State or gov’t entity that migh have interest in lien or prop which would be cut off by FC → IRS

(3) §8: Effect of omitting D’s

(A) Depends on whether

· Omitted party was omitted properly

· Omitted party is a junior /senior mtg being FCed

· Type of interest held by omitted parties

(B) Properly omitted parties

· Parties whose interest is obtained subsequent to the filing of a lis pendens notice

· Omitted parties interest is unrecorded, then interest is lost to bona fide purchaser at the FC sale if the interest is equitable only

· If FCing L is aware of unrecorded interest → Holder has to be joined even if bona fide purchaser could properly extinguish their interest at FC

(C) Improperly omitted parties Necessary parties

· If junior L → then FC sale only void as to their interest

· Allow jr L to FC in new FC → sr mtg is revived, if no purchaser then results of 1st sale remain unchanged

· Allow jr L to redeem (purchase) from the 1st FC sale purchaser → jr lender would then hold both jr/sr mtg and can FC either or both of them

· If B/Owner → FC is void

· Purchaser protections/remedies

· Pay off omitted jr L the balance of loan

· Purchaser can conduct another FC where jr L is named – if jr mtg worthless then this action extinguishes their mtg BUT purchaser could be outbid, be paid balance on sr mtg (that he purchased prop subject to) and lose possession
· If strict FC

· Purchaser files action in ct requesting decree that jr pay off balance on sr mtg w/in specified time or lose their interest

b. Tenants

(1) Subordination and Non-disturbance Attornment Agreement (C21)

(A) Subordination: T agrees that its lease is sub to mtg

· L needs this protection

· If anything in this agreement inconsistent with mtg – mtg prevails

(B) Non-disturbance provision

· L agrees on behalf of itself and anyone who purchases mtg, L will not disturb T’s lease rights

(C) Attornment = agreement by T that they will recognized FC sale purchaser

(2) Why have these agreements?

(A) Could just FC and not name T

· Due process → if T’s not a party, their rights aren’t affected

· Flipside → if do name T then their rights could be extinguished, this could be a problem if T has made a lot of alterations to prop to fit their special needs

(B) T wants assurance that its rights protected if B defaults
C. Post-foreclosure Redemption Rights
i. Statutory rights of redemption
a. Allows B to redeem property even after FC sale

b. Period is specificed in statute (depends on juris – usually 6 mths to 2 years)

c. NYRPL (C17)

(1) §1410: Right to redeem of mtg, sub lienor, holder of sub interests

(A) Mtgor or anyone with sub interest to mtg being FCed can redeem by paying of all sums due under mtg

· Higher priority has priority to redeem

· If mtgor or his successor redeems, then jr liens revive

(B) Anyone entitled to redeem, who does in fact pay, in lieu of certificate of discharge can assign debt and the mtg to any person that party that redeems wants (except mtgor)

(2) §1411: Effect of sale

(A) Equivalent to jud FC proceeding

(B) Shall bar equity of redemption of

· Mtgor, his heirs, devisees, executors, administrators, successors, assigns

· Anyone who was served with notice of sale

· Any non-recorded interest

· Any interested obtained subsequent to filing of notice of pendency

(C) Doesn’t bar equity of redemption of necessary party not served

(D) 1 year period for anyone to challenge

d. Arguments for stat rights of redemption/anti-def statutes
(1) Encourage higher prices for property

(2) Act as corrective when FC sale prices are inadequate in relation to “real value” of prop

(A) Passed in periods of severe economic depression when prop values plummeted

(3) Major benefit to mtgors in temp financial difficulties

(4) May advance econ efficiency by reducing homebuying risks and increasing optimal levels of housing consumption

· Should be limited to only those in need of protection → homebuyers, small bus

e. Arguments against stat rights of redemption/anti-def statutes
(1) Increase cost of FC process → Expensive delays to purchasers in obtaining possession and marketable title
(2) Unnecessary and rarely used
f. Russo v. Wolbers (C22)

(1) Facts: L’s lawyer rights up deal and B signs where it looks like B is waiving redemption rights, L doesn’t sign

(2) Was deal written up by B, but not signed by L valid?

(A) L argued that barred by statute of frauds b/c not signed, ct said that it was valid b/c B paid sums in consideration of it and that equity abhors a forfeiture
(B) Should have had pre-workout agreement: Terms under which you are going to have negotiations

· Enter into agreement that are going to have discussions and nothing is admissible and nothing is binding unless agreement is signed by both and 

· No rights waived until have binding agreement
(3) Was B waiving equity of redemption or stat right of redemption? 

(A) Clogging the equity of redemption: Can’t waive equity of redemption

· Can waive when execute mtg, not at a later date

(B) Can waive statutory rights of redemption

· Another tool for leverage in workout scenario
ii. Anti-deficiency judgments

a. Leg not confident that FC brings in full value of prop, so shouldn’t be allowed to sue B for deficiency → statutes NOT waivable
b. Variety of substantive variations of statutes 

(1)  L has to give B credit for full FMV of prop so deficiency is for difference b/tw debt and full value, not debt and discounted amt paid at FC sale

(A) These statutes poses jud problem b/c t has to find what is “real value” of prop

· these statutes passed b/c leg consider FMV not to be real value (during econ downturns)

· Have introduced ability to litigate over what FMV should be during “normal” times

(2) If did non-jud FC then can’t get deficiency judgment, if did jud FC then can

c. Procedural limitations 

(1) Prior resort rules: 

(A) you have to FC on collateral before after B personally
(B) if file suit on note before FC on mtg → B could have suit dismissed b/c L hasn’t satisfied a necessary pre-condition to brining suit on note

(2) Election of remedy provisions:

(A) You have to FC on mtg first otherwise you are deemed to have waived your interest in the collateral

(B) If choose to go after note first, then you have made your election of remedies and have waived right to go after collateral

(3) One-action rules
(A) L an only bring 1 action

(B) If bring FC proceeding and want to get def judgment have to do both in 1 suit

(4) Some statutes don’t fit into category → (A) NYRPL: §1301 (C33)

(A) Not a strict one-action statute

(B) Have to seek def judgment in FC proceeding
D. Deficiency Judgments
i. NYRPL §1371

a. Mtgee has right to deficiency judgment

b. Limited to difference b/tw debt and FMV of prop

c. Cts/Leg want to protect B from superficial bidding at FC

ii. Mid Kansas (382)

a. Facts: Bank has 1st and 2nd mtg on development property; Developer defaults, Bank FC’s on 2nd mtg and then tries to go after note on 1st mtg – so wants to get deficiency judgment(DJ) for value of note but not apply any of the value of the property to the debt

b. Anti-deficiency statute (2 of them in AZ)
(1) After trustee sale or judicial FC on purchase money mtg, can’t get DJ if it is a certain type of property
(A) If judge oversaw, more confident that B’s rights protected

(B) If have deed of trust have to bring jud FC if want DJ

(2) If non-jud FC then prohibit DJ on purchase money mtg

(A) With purchase money-mtg can artificially control IR by decreasing or increasing purchase price 

· Arbitrary which portion of price you call principal and which portion you call interest

(B) When have FC how much principal is determines deficiency 

· If judge not involved then don’t have confidence that DJ was right amt and not artificially inflated

c. Election of remedy statute

(1) Mtgee can FC and seek a deficiency judgment or can sue on note and then get DJ but CANNOT bring both at same time
(A) Intended to protect debtor from multiple suits

(B) Doesn’t preclude a subsequent FC action after judgment on the debt

(2) Limited by anti-def statute – if fall under

(A) Bars L from waiving security and suing on note

(B) DJ is prohibited at trustee’s sale (non-jud FC) and after any jud FC on purchase money mtg

(3) Anti-deficiency statute doesn’t apply here b/c type of property doesn’t fall w/in def of statute b/c B is developer not homeowner

d. Doctrine of extinguishment: If mtgee holding both 1st and 2nd mt FC’s on jr mtg and purchase prop at FC, absent contrary agreement, mtgor personal liability for the debt secured by the RE is extinguished

(1) Arises when mtgee holds 1st and 2nd mtg and becomes the purchaser at FC sale of one of the mtg

(2) Equitable doctrine trying to prevent unjust enrichment of L

(A) Only if any debt left (after apply value of prop to debt) can you go after Developer

iii. Union Bank v. Gradsky (C29)

a. Facts: Union makes construction loan to Bess Gradsky, she gives mtg to repay loan; loan is guaranteed by Max Gradsky (no relation) who is contractor; Bess can’t pay, after 2 extensions (w/Max’s consent which is needed otherwise he would be off the hook b/c not original agreement that he agreed to be guarantor for) she defaults; Union forecloses, still has 11K deficiency

b. How can Union collect on deficiency

(1) Jud FC against Bess
(A) B entitled to stat right of redemption

(B) §580(a) → have to seek DJ w/in 3 months and only g et difference b/tw FMV and FC sale price – so B gets credit for difference b/tw FMV and FC sale price
· This is to induce mtgee to pay FMV for prop

· Bess can’t K around anti-def statute by signing guarantee instead of note

(C) Could would determine personal liability of any D 

· Could get Max

(2) Non-jud FC executing power of sale clause contained in deed of trust (what Union does)

(A) §580(d) → Can’t sue Bess for deficiency after bringing non-jud FC

(B) Can they sue Max?

· Protection of §580 doesn’t directly extend to Max

(3) Sue Max directly on his guarantee w/out bothering w/prop or Bess?

(A) §580(d) → “obligation” construed broadly to include guarantor in protection, so can’t go after Max before FC

(4) Sue Bess on note w/out FC on mtg?

(A) §26: Bringing only one action might preclude later actions

(B) Prior result rule (§580a): If have power of sale clause or right to bring non-jud FC then can’t go after money judgment until after you FC or sell prop

c. Estoppel Defense for surety
(1) Ct says that can’t hold Max liable b/c brought non-jud FC proceeding (which was their choice) and in doing so limited ability to hold Bess liable
(2) If Max pays debt, then he is subrogated to Union’s rights

(A) B/c of non-jud proceeding choice Union no longer has any rights against Bess

(B) Can’t prejudice surety and then hold them to obligation

(C) When impair surety’s obligation then release them from liability

(3) This defense can be waived in guaranty

v. State Bank of Albany v. Amak Enterp. (C33) (NY Sup. Ct 1974)

a. Facts: Bank makes loan to Braufman’s, Amak guarantees it and gives mtg to secure guaranty, Braufman’s default (owe 95K), FC, get prof for 35, Bank resells for 55K, Bank sues Amak for 43K deficiency
b. Amak defense

(1) §1301(3) (C33)

(A) stat interpretation saying “the action” refers to FC action

· Ct didn’t grant leave → Amak not liable

(B) Could interpret that FC not action to recover debt

(2) §1371(3): “if no motion for a deficiency judgment shall be made as herein prescribed the proceeds of the sale regardless of amt shall be deemed in full satisfaction of the mtg debt and no right to recover any deficiency in any action or proceeding shall exist”

(A) Deficiency not a defined term → ct goes to precedent to define

· Bedcro Realty Corp (NY Ct of Appeals case): “failure to move for a deficiency judgment raised a conclusive presumption that the value of the property received by the mtgee on FC equaled, at least, the entire “mortgage debt” and no right remained to enforce payment thereof, in whole or in part, from any other security
· When debt extinguished, mtg given to collaterally secure debt expired

(B) §1373(2): 

·  Language says def judgment includes “party liable” → probably including guarantor

(C) Releases (if didn’t make motion for def judgment w/FC) guarantor from liability same as release B

· Decreases value of guaranty agreement → might not be in interest of parties

· B’s can’t waive anti-def statute, but open question whether guarantor’s can

E. Reforming Mortgage Foreclosure
i.  Lifton, Real Estate in Trouble: L’s remedies need and Overhaul (412)

a. Rules appropriate for mtgs on homes and small farms should not control the treatment of mtgs on investment RE (office buildings, shopping centers, multifamily housing, user-owned RE)

(1) Homeowner B’s should get greater protection b/c

(A) Unsophisticated

(B) Weaker bargaining power

(C) Satisfies political maxim that law should give debtor max opportunity to protect home from FC = equitable concern

(2) Commercial RE

(A) B is equally, if not more, sophisticated than L

(B) bargaining powers are comparable 

(C) Equitable claims essentially the same b/c both representing bus interests

(3) Some states differentiate, i.e. Offer shorter statutory redemption periods to com RE

(4) Need Uniform Act for Remedies of Commercial and Industrial Reap Prop Lenders → not going to get

b. Leg states should adopt

(1) If default → w/in 45 days after mtgee request appoint mtgee or its designee as receiver

(A) Debtor can challenge appointment by showing that he will be irreparably damaged

(B) Puts burden on B to show 

· he has equity in the property above mtg debt and that appt of receiver will diminish that equity 

· or damage property

(2) Requires receiver to acct to ct w/respect to earnings, expenditures, status of property

(A) At each accounting, B has opportunity to challenge receiver’s actions

(B) R gets discharged if he fails to operate prop prudently

(3) Receiver satisfied pressure for mtgee to institute immediate FC to protects its interest

c. Ct should be able to approve advances by L of additional funds to complete or maintain prop

(1) Treat like cert of indebtedness in bankruptcy proceedings

(2) Reimbursed to L out of first monies earned or by sale (get priority over other liens)

d. Need cheaper and quicker FC

(1) Encourage use of deed in lieu → doesn’t tie up cts

(2) Use voluntary deed → have to redraft state transfer taxes

e. Give L choice b/tw jud sale or power of sale clause

(1) Only get DJ with judical sale

(A) Gives B more time to sell prop

(B) Generate interest in the prop → will get more $

(2) Get rid of FMV tests

(A) Sophisticated B aware difficulty of getting FMV at FC

f. Get rid of statutory rights of redemption

(1) Restricts L’s ability to sell property w/out adding protection to B

g. Equity of redemption

(1) Limit to properties where an indep appraiser engaged by ct finds prop has value over and above the mtg

(2) Should never exceed 3 months
ii. Madway and Pearlman: FC Reform

a. Trying to balance interests

(1)  L’s (who want quick, cheap FC’s) and

(2) B’s want 

(A) Adequate notice

(B) Right to hearing before rights are extinguished

(C) Max opportunities to cure and reinstate mtg

b. Should be 3rd goal of FC reform → Reducing incidence of mtg FC

(1) Establish under judiciary a FC commissioner who has responsibility for overseeing whole FC process
(A) Judicial and

· Give notice to B’s and jr lienors

· Advice B how to cure, fight to sell, right to surplus proceeds, any defenses

· B has right to evidentiary hearing

(B) Mediation function

· Make mtgee have meeting w/mtgor if they want conducted by commissioner to see if there is basis to avoid FC

iii. Illinois Reform

a. Goals

(1) Reduce FC costs

(2) Increase FC prices

b. Increased role of judiciary

(1) Kept jud FC, but can do
(A) Deed in lieu

(B) Consent FC

(C) Strict FC)

(2) Refused to impose limit on post-judiciary def judgments

(3) Reduced stat redemption period

(4) Gave huge flexibility to judges in managing process and sale - decide

(A) if use brokers instead of auction

(B) If defaulting mtgor can redeem more than once

(C) Does mtgee have to sell, etc.

c. Problem is that FC dockets crowded, flexibility only works if judges have time to use it, which they don’t
F. Lending Discrimination
i. Clear that discrimination exists in lending but extent and cause of it are debated → extent and cause are huge considerations when trying to decide best policy to pursue

a. Redlining: Disinvestment decision = inability on part of residents living in redlined area to get mtg

b. More subtle techniques of discrimination found today → Hard to detect and prove b/c motives may be as much economic as discriminatory
(1) Charging of higher prices

(2) More stringent terms

(3) Shortening of term of loan

(4) Refusing to lend on homes past a certain age

(5) Setting of min $ amt for mtg

(6) Underappraising homes in transitional neighborhoods

(7) Charging of discount “points” →. Especially for FHA mtg

c. Boston Fed Study (C44)

(1) Adjusted for variety of different factors 

(2) Higher income B’s more likely to be approved than lower income

(3) If black apps had same income as whites, blacks rejected at 60% higher rate

(4) Criticisms

(A) Didn’t adjust for wealth

· On average whites have much higher wealth

· Factor that would have clear affect

(B) Education levels not accounted for

· Whites higher

· Well educated app who is likely to be turned down is going to withdraw their app before getting to decisions stage

· Less educated app who is likely to be turned down going to go through entire stage

(C) Nearly all discrepancy accounted for by 1 institution

· Could be this was 1 large discriminating bank; OR

· This bank had more minority rejections b/c it had more minority applicants b/c had rep as being minority friendly

ii. Statutory framework

a. FHA: Passed to outlaw discrimin housing market, applies to brokers, lenders, title co’s

(1) Prohibits discrim based on race, color, religion, sex, national origin, physical or mental disability, families w/kids under 18

(2) Who doesn’t it cover?

(A) Discrim based on age

(B) Marital status

(C) Sexual orientation

(3) Enforcement

(A) Private actions by victims of discrim

· Ct decided that this included suits by testers 

(B) Suit by DOJ
(4) NAACP v. Am. Family Mutual Ins. Co. (7th Cir. 1993) (C35)

(A) FHA applies to discriminatory denials of insurance and discriminatory pricing that effectively preclude ownership of housing b/c of race

· §3604: Denying insurance makes housing unavailable

(B) Applies to disparate treatment
b. ECOA: Equal Credit Opportunity Act
(1) Broader b/c covers all lending actions → credit cards, law school loans, bus loans

(2) Original purpose of statute: Sought to prohibit discrimination on basis of sex and marital status → grew out of feminism movement
(A) If women got divorced, no credit rating → couldn’t get a mtg

· ECOA said that if would make this loan to a man, have to make to similar woman

· If would make this loan to a single man, have to make it to a single woman

(B) If married woman came in to get mtg, would tell her to go home and get husband

· If app qualified for loan on their own credit → can’t require spouse to co-sign as condition of loan

(C) In ’76 broadened to cover race, sex, nat’l origin, religion, age, b/c income is derived from public assistance program

(D) Stat of limitations for asserting violation is 2 years (no limitation on when can assert defense)

(3) Enforcement

(A) Generally under FTC

(B) DOJ can bring

(C) Can be privately enforced

· Get compensatory, punitive damages (up to 10K in indiv case), are caps for class actions
(4) Farris v. Jefferson Bank (C38)

(A) Facts: Bank makes wife co-sign mtg, 9 years later husband and wife file for bankruptcy, wife claims that bank violated ECOA by making her sign = ECOA defense
(B) ECOA spousal defense

· Violate ECOA if require spouse to co-sign even though app is creditworthy on his own

(C) ECOA spousal defense problem for L’s

· Is easy to move assets w/in marriage

· If B goes bankrupt → move assets to spouse 

· fraudulent conveyance → hard to prove

· Having spouse sign = protecting from legit bus concern of fraudulent conveyance

· Hurts B’s as well b/c will charge higher IR if can’t be protected from risk of fraudulent conveyance by having spouse sign

(D) Holding: having wife sign OK b/c house was collateral and they were tenants by entirety

c. Home Mortgage Disclosure Act (HMDA) (172)
(1) Doesn’t create any substantive rights to be free from discrim or access to credit

(2) Requires L to make public info about their lending practices

(A) Concern was redlining

· L’s refusing to lend to urban neighborhoods = urban deterioration

(B) Have to provide gov’t and public specified data broken down by geography

· Geo, race, nat’l origin, gender, income

· Allowed Boston Fed Stud

(3) Is mechanism for putting pressure on L

(A) If couldn’t see discrimination, couldn’t tell if it was actually happening

(B) Database shows what L’s are and are NOT doing

(C) Allows advocacy and enforcement groups to decide who to go after

(4) Bankers are constantly complaining about amt of paperwork it creates → trying to get repealed

d. Community Reinvestment Act (176)
(1) Indirect mechanism to increase lending by private institutions in low and moderate income neighborhoods by requiring that each institution state in writing the communities it intends to serve and the types of credit it intends to make available

(A) Passed for similar concerns of HMDA → urban deterioration

(B) Requires lending institutions to meet lending needs of communities (met area) in which they are charged

(C) Have to file reports showing compliance

(2) Enforcement mechanism

(A) When go to seek approval from regulators → they can say no if your CRA record is not in compliance

· Need approval to do mergers or open new branch

(B) Opponents all extortion b/c

· When big banks announce mergers advocacy groups will file opposition to merger based on CRA reports then negotiate and get something like pledge to do 10 million in lending to minority communities over next 10 years

e. State statutes

(1) Most have anti-discrimination laws independent of fed laws (against redlining or gen mtg discrimination)

(2) State statutes cover things that fed statutes don’t

(A) Discrim based on sex orientation

(B) Discrim based on marital status

(C) Discrim towards college students

f. Fannie Mae, Freddie Mac program

(1) Fannie Mae had new mandate that at least 30% of its loans go to minority or low-income neighborhoods
(2) Banks argue that it is 2ndary market that prevents them from loaning to minorities b/c gov’t entities have min standards and they are going to buy loans outside of them (like high risk loans to people with low income, high LTV, etc.)

(3) Banks might be more willing to make loan if know that they can securitize

c. Sources of discrimination

a. Bigotry = taste for discrimination

(1) Lenders to not maximize profits, they maximize their utility based on profits + satisfaction from discriminating 
(A) Bigoted lender would forgo some marginally profitable loans to minorities

(B) 2 implications

· Bigoted lender hold minorities to higher credit standard

· Minority borrowers that did get loans would have lower default rate b/c held to a higher standard

(2) Competitive effective means to get rid of discrimination based on bigotry

(A) If in competitive market, then lending institutions that discriminate will be driven out of market b/c

(B) L’s that don’t discriminate will do more volume at a lower cost and take over market

(C) If turning away applicants are creditworthy b/c of personal preference then are giving up opportunity to make a profit and putting yourself at a competitive disadvantage

(D) Fostering competition is effective way to get rid of discrimination base on bigotry

(3) Where does bigotry exist and market can’t correct

(A) Fragmented market w/in small community

· Small group makes maintaining conformity easy

· Sanctions against anyone who breaks norms

· Fragmented market has less competition

(B) Where bigotry is backed by gov’t (legal system)

· Discrim is required by law

· Even if were profit maximizers would have to discriminate

(4) Can get rid of discrim based on bigotry with anti-discrim law like FHA

b. Statistical discrimination

(1) Race is correlated with many factors, some are difficult and costly to observe 
(2) Minorities are more likely to default than white so for profit-maximizing lenders in their rational self-interest to not lend out as much to minorities 

(A) Would hold minorities to higher credit standard than whites

(B) This higher standard designed to insure that lender earned same profit from loans to each group

(C) Implication is that marginal minority and white borrowers default equally 

(D) Fair lending laws 

· L’s likely lower standard for minority

· Raise standard for whites

· Marginal minority B’s default more frequently than white counterparts

(3) This kind of discrimination can and does exist in marketplace where L’s are not bigoted, irrational, operation on false stereotypes, but simply trying to maximize profits

(A) Info that affects loan’s profitability may not be easier to discover

· Like their work-habits

(B) Base lending off of stats that may not accurately portray B’s behavior b/c they were not made based on him = inadvertent discrimination

(4) Inadvertent discrimination

(A) L’s make databases to give demographic of who are good B’s

· Problem is that people who they used to make database are white, middle class couples

(B) What if it turns out that same info in one applicant pool (white middle class couples) denotes something different in different applicant pool (poor single minority)

· i.e. high rate of job turnover = high risk for white middle class couple, but for blacks = sign of ambition and responsibility

· If are using same equation for different groups then are getting false results → inadequate results b/c applicant pool doesn’t nec resemble applicant pool that went into credit analysis database in the first place

(C) If use different models for different races = per se discrimination prohibited by FHA (stat discrimination)

· Need to use different models to get accurate results

· Anti-discrim (bigotry) statutes are ineffective in dealing with stat discrimination and can even be counterproductive b/c offer L choice of using legally permissible but inaccurate system or legally impermissible but accurate system

· Other laws like CRA may but L b/tw rock and hard place – b/c on one hand have to lend to minorities but then aren’t allowed to use the database that lets you decrease risk and increase profit maximization

c. Cultural affinity

(1) If lenders are less able to accurately evaluate minority loan applications, stat lending discrim can occur even when minorities and whites are equally creditworthy

(2) L’s have to make subjective judgments about app’s creditworthiness by considering “compensating factors”

(A) Culturally distinct groups going to have different judgments

(B) Signals L’s use to evaluate a persons’ character are culturally dependent

(2) Default rates are higher b/c L officers can’t judge candidate accurately

d. Solutions

(1) Educate minorities about factors that make you a good credit applicant

(A) Checking acct

· Prob is that lots of banks don’t have branches in poor areas, so no way for them to get checking acct (go to checks cashed place)

(B) Previously borrowed money

(C) Don’t bounce checks
 (2) Problem is it is hard to do education well
(A) Community outreach programs

(B) Fannie Mae running education spots

(3) Get L officers that don’t have cultural affinity problem

Part IV: Purchase an Sale of Real Property

1. The Contract of Sale and Statute of Frauds

a. Procedure for buying and selling property

i. Marketing period
(A) Seller signs brokerage contract w/ RE agent

(1) Properly drawn K anticipates # of legal problems

· Right of seller to negotiate on their own behalf

· Effect of multiple listings

· Disposition of $ if B defaults

· Rights of the broker if seller is unable to proffer marketable title

· Duration, if any, of exclusive listing

· Brokerage fee

· Terms negotiable

(2) Standard K

· No per se objection

· Objections are that may be inappropriate to particular trans or filled out wrong

(3) Seller should have lawyer approve K before sign

(4) Don’t legally have to have written K → but is much better idea

ii. Writing K of sale (D7- D16)
(A) K of sale: Commitment that B will buy unless he can’t get mtg or unless inspection shows a problem

(B) Reasons to have K of sale

(1) For B

· Guarantee that house is going to be there for you to buy if you get mtg

(2) For S (seller)

· Want commitment that B is going to buy before take off the market 

(C) Enforcement mechanisms §23
(1) What can L do if B just finds another house he likes better?

· Sue for breach of K

· Damages = extent of loss = loss suffered by taking house off the market = very small amt

· Not really a good remedy for L if B just backs out

· Order for specific performance

· Probably not going to get and going to take forever

· Liquidated damages provision (basically penalty) → hard to get

· Down payment = GOOD REMEDY

(2) B’s remedy

· Lis pendens (always file one after execute K) – good remedy for B b/c threat to

· Tie up title

· New B doing proper title search not gong to want to buy – makes house less marketable

(D) What’s in K of sale 

(1) What is S obligated to give to B? §§ 1,2
· What is physical property – borders of land that are conveying 
· What fixtures (improvements) or personal property (carpet) are included

· Quality of title

· Subject to any easements, mtg, etc? §4 → what is existing mtg
(2) What is B obligated to give to S? §§ 3,5, 6
· How much is deposit (downpayment) → how is it to be paid
· What is purchase price

· How is it to be paid

· If mtg or purchase money mtg what are terms

(3) Other factors to consider

· Time set

· Effect of loss by casualty pending the closing

(4) Conditions precedent to B’s obligation to purchase §16
· Subject to financing clause §8
· Subject to inspection

· Sale of B’s existing house

(5) Conditions precedent to seller’s obligation to sell

· S has to deliver good title

(6) What are S’s remedies

(7) What are B’s remedies?

(E) If standard form is used → lawyer should carefully look at write-ins

iii. Executory period
(A) Determine status of title

(B) B should get formal protection by written opinion from S’s lawyer or owner’s title insurance polic

(C) B, L, title ins co may demand survey → make sure that boundaries of land are really what K says they are

iv. Closing = Performance of K of sale

(A) Typically S gives deed of prop to B

(B) B gives S note + mtg to mtg lender

(1) L typically gives $ to S’s mtg lender

(C) Take care of title insurance

(D) Recording 

(E) Can be 2 ways

(1) Face to Face

· K says meet at office of S’s atty and going to exchange checks and paperwork

· Prob is if don’t have one piece of paper everyone sitting around wasting time

(2) In escrow

· Parties never deal face to face

· Escrow agent gets

· 2 checks from B’s mtg co → 1 to seller’s mtg co + 1 to S

· Signed deed from seller

· Signed notice of satisfaction from S’s mtg co

· Signed mtg from B

· Escrow agent then distributes to appropriate parties

(F) What happens at closing is determined by K of sale

v. Post-closing period

(A) Something has gone wrong → Flood, contested ownership

(B) Where do you look for remedies?

(1) K (have both K of sale and deed)

· If inconsistent, deed supersedes (b/c later in time)
· Doctrine of merger by deed: Whether or not deed has superseded issue in question

· If matters in K of sale that aren’t dealt with in deed, then K of sale controls

(2) Tort

· Negligence

· Fraud

· Could go after builder, lawyer, designer, etc.

(3) Negligence

· Statutory protections are implicated

b. Statute of Frauds

i. Requirement that certain types of trans be in writing, otherwise not enforceable
(A) Most juris have a statute, some it is common law

(B) Gen provide that no action may be brought to enforce K for sale of real property or no agreement purporting to create interest (mtg, easement) in reap prop is valid unless in writing

(1) Short-term leases exempt

(2) Any other interests need to be in writing

(C) What does statue of frauds require

(1) Idenity parties

(2) Description of property

· Needs to be sufficient for ct to identify prop at issue, doesn’t have to be complete

· Some cts will say if they are reasonably able to identify prop then will allow parol evidence 

(3) Price to be paid

· Purchase money mtg requires specifics and details

(4) Needs to be signed by party to be charged with

· Gen definition of signature: Any signature made or adopted with the intention to authenticate the writing of the signor

· Very braod → email or company name on fax may qualify

· Key to statute usually not about sig, but content of agreement

· Could loosen sig requirement the more specific the content of the agreement is (substance before form)

ii. Exceptions to the statute of frauds

(A) Part performance

(1) Performance of certain acts satisfies evidentiary function of stat of frauds

· If have acts take by parties that have no reasonable explanation besides agreement → proof that agreement exists

(2) Oral agreement terms have to be clear → otherwise saying K exists does no good

(3) Kinds of acts that satisfy part performance

· Buyer be in possession of real property

· B has paid portion of purchase price or B has made valuable improvements

(B) Equitable estoppel

(1) If B (or S) acted in detrimental reliance b/c of representation (purported agreement) then not going to allow you to assert statute of frauds as a defense

(2) Statute of frauds is a shield, not a sword → can’t use to cheat other side

iii. Balilies v. Cities Services Co. (D1-D6)

(A) Facts: Newman enters into deal to buy 2 lots, goes to bank and asks for mtg on properties, Newman doesn’t own properties, Cities Services (his employer) say that going to sell once get construction going; Bank asks him to prove it, Newman gets letter from Cities Services saying agreeing to sell lots to Newman, Bank lends him 5K, Does some work on 1 house; Newman asks for deed on lot has been working on and gives other one back; runs out of $, assigns K to Balilies for 6500, Balilies asks for deed, Cities Services says no enforceable agreement that satisfies statute of frauds

(B) Holding

(1) Agreement not specific enough to meet statute of frauds b/c not specific enough about property to be sold → doesn’t unambiguously describe

· Doesn’t mention county or sate

· Wouldn’t be that hard to prove which prop letter meant with extrinsic evidence but ct is being hardasses b/c ended up ruling for Balilies on other grounds and want to encourage compliance with statute of frauds

(2) Used doctrine of estoppel to find for Balilies (b/c lender helped Newman get financing and part performance of beginning construction)
(C) Value of statute of frauds

(1) Encourage people to document deals with great care

(2) Point is to prevent fraud → if have valid agreement then no fraud

(3) Encourages people to consider carefully the transaction they are about to enter (MOST IMPORTANT FUNCTION ACCOURDING TO TRACHT)

· Formality of signing document makes people consider more carefully
· Seeing something in writing makes people thing of contingencies they didn’t think of when commitment was oral

2. Conditions
a. Contract conditions 
i. Subject to financing clauses (condition precedent to B paying) - §§8,16
(A) If no clause → Can’t get down payment back

(B) If have “buyers obligations hereunder are contingent to obtaining financing”

(1) If B doesn’t get mtg they want, can they get down payment back and get out of K or can S sue them for specific performance? What if S willing to offer purchase price mtg?

(2) Want to know the steps that B took to get  mtg

· Every K contains obligation of good faith → if she in good faith tried to get financing then might get out of K, OR ct might say that purchase money mtg counts as financing

(C) Statutory interpretation/ K interpretation → what do specific terms in K mean

(1) Kovarik v. Vesely (528) 

· In K specified where going to get mtg, B didn’t get mtg from that institution, ct said parties didn’t intent to mean only that institution
· Intent of parties

· Meeting of minds
 (2) Gerruth v. Pire (534)

· If not sufficient evidence to determine what parties intended → K going to be void

· Ct doesn’t say if void for vagueness or void b/c no meeting of the minds
(3) Letter of intent or memorandum of agreement: Set forth the terms which are settled and what terms still need to be negotiated
· In some cases, cts have held these are binding documents

· Issue is whether parties intended to be bound → if don’t want to be bound, make express agreement not to be bound

(4) What if clause said “contingent upon mtg acceptable to buyer”

· Buyer really has no obligation → so if isn’t bound → no consideration → no agreement

· Void as illusory K?

(5) When interpreting these clauses cts are going to turn to

· If K vests discretion in 1 party that party has to exercise good faith in manner consistent with underlying circumstances of the agreement

· Good faith is subjective standard

· Goes back to intent of parties and meeting of minds

· Ct is going to read reasonably requirement into agreement

· Reasonable person is objective standard → what reasonable buyer would think was a reasonable mtg
(D) subject to financing clauses allow for strategic behavior

(1) Subjective element → good faith

(2) How mitigate difficulties

· Describe what is acceptable in detail (specify what is acceptable range of mtg)

· Principal, IR, term, fees

· PRO: Avoids subjective element of good faith

· CON: Provides B with clear out if mtg doesn’t meet requirements

ii. Attorney Approval Clauses
(A) Indoe v. Dwyer (548) (NJ)

(1) Issue: Effect of an attorney approval clause in a K for purchase

(2) Needs to be judged by objective standard

· Title meets standard of marketability

· Clause is nothing more than an expression of that which is implied in every RE purchase contract→ that title be marketable (bad phrase)

· Can only reject if title is unmarketable 

(3) Subjective → Good faith, and decision not be arbitrary and capricious (HOLDING)
· By providing this clause parties have bargained for something more than a good or marketable title

· Can disapprove even if title is marketable

· No requirement that disapproval be reasonable
· Effect is to place the parties in the same position they would have been if they had been able to consult with an atty before signing K

(B) NJ approach: Can disapprove w/out reason

(1) Sees lawyer as trusted counselor, not limiting his approval to opinion based on legal doctrine, in w/in scope for him to disapprove b/c bad schools, unhappiness of client

(C) NY approach: For client to direct lawyer to disapprove K is in bad faith b/c is basing rejection on client’s wish, not lawyer’s reasonable opinion

iii. Time of the essence clauses

(1) If no time of the essence clauses then to not show up at closing is breach of K, but not material breach

(2) Gen assumption: Closing should be held w/in 30 days

(3) Don’t want to make these clauses b/c don’t know if something might happen to your client

(4) Reasons to put in is tax consequences (have to be done by dec 31)

(5) Doering v. Fields (576) (Md. 1947)

iv. Destruction of Premises - Sign purchase K, during exec period, house burns down, who suffers loss?

(1) Common law rule = Equitable conversion

(A) Buyer entitled to specific performance, so seller is entitled to specific performance (doesn’t really make any sense b/c B gets b/c prop is unique, $ not unique so no reason to give to seller)

(B) When sign K of sale title is equitably buyers → he suffers loss

(C) Insurance proceeds

· If B has to pay then S’s K with insurance co is broken b/c insurance is indemnifying him from loss, if he doesn’t lose anything then insurance doesn’t have to compensate

· B’s should be added as additional insured OR take out their own insurance

(D) B should put clause in K saying that loss falls on S (or whoever is in possession at time of loss)

(2) Mass rule = Conversion precedent
(A) Implied condition = seller has to deliver land and improvements to B in condition they were in at time of K of sale

(B) If implied condition not met then excuses B from having to go through with purchase of prop

(3) Which rule is better?

(A) If seller in possession → then makes more sense in terms of risk avoidance to put duty on seller

(B) Uniform Vendors Purchase Act (613)

· During exec period if S is still in possession OR still has title → loss falls on S
· During exec period if B has possession OR legal title → loss falls on B

· Likely to be what parties expectations are

· Doesn’t answer question of whether B can insist of specific performance with abatement of purchase price

b. Study Questions (D18)

i. Gerruth
(A) Difference b/tw argument that K is void for indefiniteness and that it is void as illusory?

(B) When may a ct look to extrinsic (parol) evidence when in interpreting a K, and when is ct limited to its written terms?

ii. Indoe
(A) The ct seesm to indicate that disapproval pursuant to an atty client clause must be in “good faith.” Suppose your client is a purchaser who has decided he wants out of the purchase, and he instructs you to reject the K. If you comply, have you acted in bad faith/ If so, have you also breached your ethical duties as an atty?

(B) Could an atty approval clause render a K of sale void for illusoriness?

iii. RISK OF LOSS: Consider the K clause specified in question 3(c) on p. 620: “risk of loss from fire or other destruction on premises is on the seller.” Does this clause seem clear? Assume the property suffers extensive damage during the exec period. Consider the following possible scenarios (you may want to review the material on remedies, pages 699-707, in trying to answer these questions):

(A) Seller sues B, seeking specific performance with an abatement in the purchase price for the damages, who wins?

(B) B seeks specific performance with an abatement. Who wins?

(C) B sues S for expectation damages for breach of K. Who wins?
3. Caveat Emptor

a. What options does B have when finds out property not what they expected?
i. Sue seller or 3rd party involved (broker, lender, lawyer, architect, surveyer, builder)

ii. Various legal protection that provide protection

(A) Privity of K

(B) Explicit K protections

(C) Reasonable reliance

b. Caveat emptor = let buyer beware

i. S has contractual quality responsibilities only to the extent he makes express warranties in K of sale or deed 
(A) S’s oral promises unenforceable (B has no right to rely on) b/c of

(1) Parol evidence rule 
(2) statute of frauds

(3) No consideration in exec period

(4) Doctrine of merger

(5) Remedy is damages not rescission of K

(B) Were paying for land, and that could be easily inspected, so caveat emptor made sense

ii. Duties of seller to not misrepresent

(A) Nondisclosure: Seller has no duty to disclose 
(1)  Any quality defect detectable by inspection

(2) Concealed (latent) defect unless B proves that defect is actually known to S

(3) Latent defect known to him unless he knows that B is unaware of the defect and that B would regard it as material

(B) Misrepresentation

(1) S’s quality affirmation is mere opinion → not enforceable

(2) B’s inspection shows he didn’t rely on representation

iii. Agency problems

(A) RE broker not authorized to make quality reps to B’s

iv. Remedies

(A) Restricted to rescission

(B) If keep paying mtg, then are waiving tort liability

c. Getting rid of caveat emptor (current laws)

i. Stambovsky v. Ackley (NY haunted house case)(652)
(A) Buyers cause of action is fraudulent misrepresentation

(1) Non-disclosure only actionable if S had duty to disclose

· Failure to disclose is misrep where have duty to disclose

(2) S has no duty to disclose w/several exceptions

· Confidential relationship
· Affirmative misrepresentation (have obligation to correct)

· If make partial misleading statement → have to correct

· Active concealment

(B) Ct give equitable relief for non-disclosure b/c condition

(1) Created by S

· Fact that S created condition is part of reason that has duty to disclose

(2) S has peculiar knowledge – S knows, B doesn’t

(3) Latent defect → B couldn’t discover by inspection

(4) Material

(C) What about case where S didn’t create condition?

(1) Most places is law that don’t have to create condition to have duty to disclose

ii. Easton v. Strassburger (Cal 1984)

(A) Action against broker for negligently failing to disclose and fraudulent concealment of discoverable defect
(1) Tort liability: Frauduluent misrep or negligent misrep

(2) negligent misrep = material, latent defect that seller (or agent) should have known that B couldn’t discover

(B) Majority rule for liability → if S (or agent representing seller) has

(1) knowledge

(2) material defect

(3) not reasonably discoverable by B

(C) K liability? Could argue that K warranted condition of prop 

(1) K should deal with all the issues of a property’s condition

(2) If S doesn’t want to be liable, write in K

· Express statement that B making no reliance on representations of S

· As-is provision: No implied warranties, are taking prop as is

· Merger clause: Sellers statements merged into K (§28A)
· Seeks to exclude any oral promises through parole evidence b/c is integrated agreement

· Intended to defeat misrepresentation argument

· Doesn’t include entering into evidence anything contemporaneous or other writing

· Integration clause: Completely expresses full agreement of parties, nothing contemporaneous that in any way modifies

· NEED MERGER + INTEGRATION CLAUSE FOR EFFECTIVE PROTECTION
(D) §12 K of Sale: Reliance (need to prove for misrep claim → harm) Can you waive right to sue for fraudulent misrepresentation?

(1) Downside: Someone might get away with fraud

(2) Upside: Might be value in waiver of reliance

· Reduce lit by doing full diligence

· Fraud complaint can become a weapon → waiver decreases opportunistic lit

· Waiver cold be dual-disarmament

(E) Cal codified Easton → that broker has to disclose hidden but discoverable defects (p. 53-54) → most states didn’t go this far

iii. Dyer v. Johnson (D19) (Colo) → Broker liability

(A) Holding: False misreps made by agent in part of the negotiation for the purpose of bringing about the sale and conveyance is made b/c of misresp → principal (S) is liable for acts of his agents that are done w/in the scope of his authority, whether authorized or not

(B) Seller doesn’t have to indemnify broker

iv. Restatement of Torts (D20)

(A) If in course of trans with which have pecuniary interest in, one supplies false info, they are subject to liability for pecuniary loss caused by justifiable reliance on info, including if party disseminating info fails to exercise reasonable care or competence in obtaining info

(B) Loss limited to

(1) For person whose benefit he intends to provide info

(2) Intends for recipient of info to rely on it
d. Study questions

i. A disappointed purchaser may attempt to recover from the seller (or prior parties in the chain of title) on a K basis (breach of warranty) and/or a tort basis (negligence, SL, misrep, fraud). What provisions in our form K attempt to deal with each of these possibilities? If you represent the seller, would you want to change any of the language or include any additional terms? What if you represent the buyer? 

ii. Is an as-is clause effective? (p. 665)
(A) Language needs to be clear and free from doubt

(B) Boilerplate sometimes held ineffective

(C) Cts will strictly construe disclaimer

(D) PBS Coals Inc. v. Burnham → As is clause effective from preventing implied warranties from attaching b/c put B on notice that there may be liabilities attached 

(1) Commerical setting → more of an argument to let as is stand b/c parties sophisticated, taking risks

(2) It was environmental risk that neither B nor S knew about

(E) T&E Industries v. Safety Light Corp (666) → Let current owner recover costs of clean-up from remote title owner who had caused pollution on theory of SL for abnormally dangerous activities, caveat emptor didn’t apply and “as is” clause not applicable if B was ignorant of dangerous activty
4. Representations, Warranties, and Statutory Protections

a. New York Property Condition Disclosure Statutes

i. S has to fill out big disclosure statement answering question about stat of property
ii. §465: $500 penalty if fail to fill out statement
iii. §467: Nothing in article that limits “existing” cause of action

(A) Could still bring tort suit, but existing implies that it is before B gets this disclosure → B would get this statement before took possession, so wouldn’t know of defect

iv. §462: Mandatory to fill out and give to B

v. If it works that will take care of caveat emptor

vi. This statute is supposed to create a duty to disclose that was missing in a lot of fraudulent non-disclosure suits

b. NY Housing Merchant Implied Warranty (D27)

i. §777: Material defect = damage to load bearing portions of home caused by the failure of the load bearing portions

ii. This statute only protects if installed negligently, not if unit installed was defective

iii. Doesn’t extend to patent defect that should have discovered → if should have discovered defect the fact that builder is negligent is completely irrelevant

iv. NY case held that there was a common law implied warranty of workmanlike construction in the sale of a new home, so leg codified it

(A) Statute supposed to limit B’s liability

(B) Statute actually eviscerates the protections the ct tried to read in

c. Express warranty

i. Ambiguity in warranty terms often leads to conflict and litigation, even when K is in writing

ii. Recovery on oral assertions, especially hard b/c 

(A) S can just say that it was his opinion

(B) Promise unenforceable under statute of frauds

d. Implied warranty of fitness and habitability

i. D28: §777(2) → NY Statute

(A) Doesn’t extend to anything but defective workmanship, defective materials, defective design or patent defect

(B) Burden of proof → B has to prove that it is defective b/c of builder

(1) Takes what would be K issue (breach of K) and turns into tort issue

ii. As is clause is disclaimer of implied warranty of fitness

iii. Same reasons why oral assertions don’t work in express warranty, don’t work in implied warranty

iv. Richards v. Powercraft Homes, Inc. (AZ 659)
(A) can’t get punitive or compensatory damages for breaches of implied warranty

(B) Don’t need to be in privity of K (doesn’t need to be new home) to recover damages

(1) No reason first buyer entitled to protection while subsequent buyer not

(2) Could encourage sham 1st purchasers if needed privity to sue

(3) Builder in better position to prevent occurrence of major problems, he should bear cost of poor workmanship

(C) Implied warranty

(1) Limited to latent defects, not discoverable by subsequent owner

(2) Standard in determining breach is one of reasonableness

· Burden on subsequent owner to prove defect has its origin and cause in builder

· Builder can use defenses that defects are not attributable to him or that are caused by reasonable wear and tear or age

v. P.B.R. v. Perren (670) (CA 1979) → Express warranty and doctrine of merger

(A) Facts: Structural probs in house and K of sale says going to fix problems, B not pay on purchase money mtg until repairs done; B doesn’t pay and S brings FC proceedings

(1) Promise to do work done in exec period

(2) Deed of trust says nothing about condition precedent of repairs to pay mtg 

(B) Doctrine of merger: 

(1) Parties enter into 2 agreements about exact same subject matter

(2)  to the extent they are inconsistent, later agreement is going to govern 

(3) earlier promises will be merged into later agreement 

(4) only rights provided in later agreement are enforceable

· B can protect themselves by putting condition precedent in deed

(C)  What if they aren’t expressly inconsistent → K says one thing, deed is silent
(1) Doctrine of merger is question of intent

· Promises about title should appear in deed, if they don’t, parties intended deed to supercede

(2) If have promise that has nothing to do with title → no implication that promise is being revoked by it not appearing in deed

(3) Accordance in satisfaction: Adjust promises made in K, so deed is tendered as full performance and deed is accepted as satisfaction of obligation 

(D) Exceptions to doctrine of merger

(1) Collateral promises

(2) Independent covenants 

· Things that aren’t about title

· Deed is about quality of title, not about legal right in prop

· Warranty for fitness, promise to make repairs exempt

· As is clause are in K not deed

(3) Agreements that by their nature couldn’t be satisfied by the time of closing
5. Seller’s Title Obligations

a. In our legal system impossible to deliver unencumbered fee simple absolute b/c
i. Could own some, but not all of the rights in a piece of property

ii. Even if do have fee simple absolute, can’t conclusively prove it (i.e. adverse possession)

(A) Our legal system only has in personam proceedings

(B) Recording system has substantial limitations

(1) Land records don’t establish who owns → Serve as repository for documents that may be relevant to the question of who owns 

(2) Require substantial knowledge, skill, time to use

(C) Devices to deal with inadequacy of land recording system

(1) Contractual assurance: Get warranty from S that are getting good title otherwise S is liable

(2) Opinion of title: Get lawyer to give you, if it turns out they are wrong have neg claim against them for malpractice

(3) Abstract of title: Non-lawyer does search and puts together list of different records that pertain to interest in prop and where documents can be found

· If they perform search negligently, liable 

(4) Title insurance
b. Title insurance

i. Title insurance = Insuring what title is today and if turns out that is false and you suffer loss on account of it then will be compensated

ii. Procedure

(A) After K of sale, B’s atty contacts title ins co

(B) Prepares title commitment (title binder) = Title ins willing to provide ins subject to these terms

(1) Schedule A: What are we insuring

· Name of person insured

· Limit of policy → normally is purchase price

· Description of physical prop

· Legal interest

(2) Schedule B: All encumbrances w/title

· Ins does search and lists all interest that are insuring fee simple subject to

· Puts B on notice of potential probs with title to decide if want to continue

(C) At closing make one lump sum payment to ins co

(D) If at some point in future someone asserts interest that wasn’t in list of encumbrances then insurance takes care of (doesn’t cover adverse possession b/c that is B’s duty to prevent)

(1) Ins co is obligated to defend title in lit

(2) Cap of title insurance doesn’t include defense coverage

(3) Have to tender defense right away or could be deemed to waive right

iii. Purpose of title insurance

(A) Smoke out al interest → to see if you want to buy prop or not

(B) §552 of Torts

(1) Supercede tort liability with K liability

(2) If B wants S to be liable then put in K of sale

c. Implied obligation to deliver S marketable title
i. Parties may vary this obligation with K

ii. K will state quality of title to be delivered

iii. Doctrine of merger applies to state/quality of title

(1) If marketable title → B is stuck

iv. Marketable title = Title that reasonable buyer would be willing to accept

(1) Reasonably free from doubt and litigation

(A) Zoning

· If current use of prop violates zoning → not marketable

(B) Encroachments

· If have encroachment that extends to neighbors land (or they have one to yours) = pending litigation → title not marketable 

(C) Violation of covenants = no marketable title

(2) If there are encumbrances that S knows about should list in K of sale

(A) If don’t, B doesn’t have to take prop at closing b/c not marketable title

(B) Lets B decide if he ants to take, if not, don’t have to take prop off market

(3) Never agree to “S agrees to marketable title subject to easement of records” clause → can’t ever be sure of all the interest

v. B’s remedies if S can’t deliver marketable title

(1) Rescind K: Either S has to get marketable title by closing date or give B his deposit back

(2) Take property subject to not having marketable title: Specific performance with abatement
(A)  If defect is small ct might say specific performance is appropriate and entitled to monetary damages (reduction in purchase price)

(B) If defect substantial → K is materially different and void

(3) Sue for breach of K (monetary damages)

(A) going to lose b/c if seller is unable to deliver marketable title (operating in good faith), then that is failure of condition precedent, not breach

(B) Flureau rule: Entitled to direct consequential damages, cost of searching title or survey

d. Types of deed (What happens if defect in title is discovered after closing)
i. Doctrine of merger: S’s liability governed by deed, whether can sue on deed depends on what kind of deed it is

ii. Quitclaim: Seller does NOT have responsibility for after-closing discovered flaws

iii. Warranty: Seller has responsibility for after-discovered title flaws

(A) Present covenants: Warrant that something is true on the date of the deed itself, so if these covenants are breached, done so at the moment deed is given, stat of limitations starts running on the day that deed is executed and covenants are personal to purchaser, don’t allow assignment and don’t run with the land

(1) Covenant of seisin: S is seised of estate that are conveying (they really own

(2) Covenant of right to convey: S has full power to transfer this interest

· Could be seised of fee simple subject to future interest

(3) Covenant against encumbrances: No outstanding encumbrances (i.e. leases, easements)

(B) Future covenants:

(1) Covenant of warranty + Covenant of quiet enjoyment: No one with better interest will disturb your possession

· No real difference b/tw the two

· General warranty: Warranty against everything

· Special warranty: warranty limited in some context

· Giving as good of a title as I received

· I have done nothing to impair title, but if prob existed before I got it, I’m not warrantying against it

(2) Covenant of future assurance

· S will take steps to cure defect that arises in B’s title

· Rarely used

(3) Run with the land 

(4) Violated only if there is actual disturbance of B’s property

(5) Not implied, have to written in deed

(6) Can have shorthand form

(7) Usually don’t cover assertion of interest, so B has to litigate, if they won, then S would pay B

iv. Damages for breach of title covenant

(A) Limited to purchase price paid to grantor

e. Relationship b/tw marketable title obligation and covenants

i. Problem with title discovered during exec period → no marketable title

ii. Problem discovered after closing → covenants cover

iii. Can be violations of covenant that aren’t violations of marketable title (vice versa)

(A) Utility easement 

(1) Marketable title b/c reasonable B would take subject to

(2) Violation of warranty w/out encumbrances

iv. In deed, S should convey all his interest in prop to B and make covenant that are getting good title except for following things

(A) Don’t convey subject to an easement/ encumbrance → if easement ever lapses then it is separate from parcel fo land

