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Real Estate Transactions

I.  Contracts for the Sale of Land

A. Real Estate Brokers

1. Agency relationship.

2. Authority to show, advertise and market the property.

3. If clearly stated, may have power of attorney to sell or contract for the sale of property.

4. Exclusive (“exclusive agency” or “exclusive right to sell”) and Non-exclusive Listings.

5. Drake v. Hosley (Alaska 1986): The broker found a group of buyer willing and able to perform.  The buyers were to close 10 days after evidence of clear title was furnished.  Title was encumbered by an ex-wife’s judgment.  Seller sold to another group of buyers through a different broker.  Original broker is entitled to commission since the seller’s conduct was improper or frustrating and prevented the title from passing.

· Dobbs: The traditional rule is that a broker does not earn a commission unless the contract of sale is performed.  The broker must have a willing and able buyer and the seller needs the proceeds of the completed sale to pay the commission.

· In Texas, the Dobbs rule applies.  When drafting, it is not enough to say that the commission comes out of the proceeds of the sale.  The contract must say that commission is not earned until the deal closes.

6. Disclosure of representation statute.

7. Listing Agreements – 1/17 Pink Notes

8. In Texas, pursuant to the Real Estate License Brokerage Act, a broker has a duty to disclose known facts/defects, but not facts/defects he should have known about. 


B.  Statute of Frauds

1. Detailed written agreements and executive periods are often needed in real estate sales.

2. Requirement that agreements must be in writing signed by the party to be charged if the contracts are for more than one year (real estate or leases).

3. Listing agreements are subject to the S of F.

4. Need specific legal description of the property or specific means to identify the property – can refer to a map or deed.

5. Even if the S of F is not satisfied, purchaser can still rescind and recover her earnest money since that is not “enforcement” of the contract.

C.  Remedies and Real Estate Transactions

1. Damages: vendor will either keep the property or sell it to someone else.

2. Specific Performance: Vendor conveys it to the contract purchaser who will pay the full agreed price.

3. Loss of Bargain Damages/Benefit of Bargain/Compensatory Damages : The difference between the contract price and the market value of the land on the date of breach (generally.  actual resale price is used sometimes).  Available to the buyer if the property’s value is higher than the contract price.  Available to the seller if the property’s value is lower than the contract price.

· Donovan v. Brachstadt (NJ 1982): When the seller was unable to obtain good title to the property, the sales contract was breached.  Buyer sought to recover incidental damages for the difference in interest rates between the contract and the other property he ended buying.  A buyer of realty may recover incidental damages for the seller’s breach (difference between the FMV and the contract price).

· American Rule: Can get benefit of the bargain damages simply for breach of the contract.  There is no good faith/bad faith distinction.

· English Rule: No compensatory damages unless there is a willful breach.  If there is no willful breach, can only get restitution.  The breach must be related to defective title.

4. Consequential Damages:  For actual costs incurred.  Subject to a “reasonably foreseeable” test.  See note 2, page 49 for examples.

5. Specific Performance:  Demands actual performance.

· Centex Homes Corp. v. Boag (NJ 1974):  The equitable remedy of specific performance is not available for the enforcement of a contract for the sale of a condominium.  Condominiums are not special or unique like land, and the damages remedy is adequate.

· If there are precedent or concurrent conditions that have not been fulfilled or if the plaintiff is in substantial breach, specific performance and other remedies will be denied.

· Vendee’s and Vendor’s Liens (to secure earnest money or payment of the purchase price; transfer to a good faith purchaser will defeat the lien since contracts are not generally recorded).

6. Liquidated Damages: Contracts often contain clauses that allow the vendor to retain the earnest money (deposit applied to purchase price upon closing; amount highly negotiable) as liquidated damages if the purchaser breaches.  Does such a clause preclude assertion of other remedies?

· Mahoney v. Tingley (Wash. 1975): Buyer and Seller entered into an earnest money agreement with a liquidated damages clause stating that seller could sue for specific performance upon breach or retain the earnest money as liquidated damages.  Buyer breached and seller sought damages, contending that the liquidated damages clause constituted a penalty because it was substantially below the actual penalty.  The court rejects this argument since the clause was negotiated and relied upon, and specific performance was not possible since seller sold the property to another party.  A seller who chooses to utilize the device of liquidated damages, considering its certainty (not risky) and the reliance by the buyer upon the limitation, cannot avoid its effect.

· In Texas, one must specifically limit the remedies in the K.  One cannot be vague.  Use language such as “as sole and exclusive remedy”.
· Reasonableness of the amount of liquidated damages may be judged at the time the K was entered into or at the time of the breach.
· Some states have statutes that make liquidated damages a percentage o f the sales price.
· If contract gives seller election of remedies and buyer only earnest money back, it is illusory.  The solution is to make the contract an option K with separate consideration than the earnest money.
D.  Time of Performance

1. Centruy 21 v. Webb (Utah 1982)

During the executory period of a contract whose time of performance is uncertain but which contemplates simultaneous performance by both parties, such as earnest money agreements, neither party can be said to be in default until the other party has tendered his own performance.

· There was no contract provision granting such a right, so C 21 cannot insist that Webb totally satisfy the encumbrance before the final delivery of the contract of sale.

· There must be a tender of one’s own agreed performance to put the other party in default.  Tender of deed and tender of unpaid balance should be concurrent conditions.

· Tender by one party may be excused if the other party has anticipatorily repudiated the contract.
· Neither party is in default unless the other tenders performance.  What constitutes “tender”?  A buyer being ready willing and able is not sufficient tender.  A letter could constitute tender, but not when the offer of performance is conditional.
2. Time is of the Essence

· If you want time to be of the essence, stipulate it clearly in the K.  Then failure to perform within the time is a material breach.  Otherwise, the parties have a reasonable time beyond the date of performance.
· If neither party tenders performance when “time is of the essence”, the parties are discharged from the K.
· If time is not of the essence and the closing date passes, courts will uphold the K if performance within a reasonable time after the closing.
· If there is no K “time is of the essence” provision but the K still makes clear that the K terminated if performance does not occur by a certain date, it is deemed that the parties agree that time is of the essence.
E.  Title To Be Conveyed

Is a buyer of real estate justified in refusing to complete the purchase because she is dissatisfied with the quality of the title the seller proposes to convey?

1. Buyer may discover the quality of the seller’s title by:

· written attorney opinion letter

· title report from title insurance company: issue a policy insuring that the land’s title is as stated in the report, and thus to be liable to indemnify the insured id she or he suffers a loss due to any undisclosed title defect.

2. Laba v. Carey (NY 1971): Where a purchaser agrees to take title subject to easements and restrictive covenants of record which are not violated, that title is what the seller is obligated to tender.  Here the easements were not violated and these exceptions to title were contemplated to be acceptable by the parties, and so, the seller fully performed his agreement with the buyer.

3. Different Types of Title

a. Insurable Title: Subject to exceptions contemplated by the parties.

b. Marketable Title: readily subject to resale and free from reasonable doubt

· Texas: not clouded by lien, mortgage, etc. giving rise to litigation – free from reasonable doubt.

· What kinds of defects do affect marketable title?  Claims of adverse possession, encumbrances, lines, easements, access to property, encroachments.  Utility lines, electric lines, hazardous waste existence do not affect marketability.

· T X LAW: Implied covenant of marketable title is limited to indefeasible title (title that cannot be defeated).  Indefeasible title is a lesser standard than “not clouded by…”  One cannot get insurance for marketable title, so sellers generally do not warrant for this.

1. Encumbrances can violate the implied covenant unless buyer expressly provides it will take subject to them.

2. Visible or beneficial encumbrances do not affect the marketability of title.

3. Complete lack of access to a public road can affect marketability of title.

[Pages 78-80]

· Buyer must give notice of defects in title and then seller has opportunity to cure. 


· The vendor need not have marketable title until the time of closing as a general rule. 

· “Merger of title covenants” states that a buyer with objections to title must raise them prior to accepting delivery of the deed (will not operate if fraud or mutual mistake).

· The covenant that title will be marketable says nothing about the nature of the deed to be tendered at closing…can be a general warranty deed, a special warranty deed, or a quitclaim deed (with no warranties at all).

· Due-on-sale clauses allow lenders to force the new buyer to pay the seller’s loan even though the title was marketable because the buyer agreed to buy the property subject to the “defect” of the existing mortgage.

F.   Equitable Conversion

The doctrine holds that equitable title passes to the purchaser as soon as the enforceable contract to sell land is entered into, even though it is clear that legal title will remain with the seller until closing and delivery of the deed.

· Characterization: real property or personal property interest?

· Risk: If something happens to the property during the executory period that jeopardizes the property’s value or usefulness, who must absorb the risk or sustain the loss?

· Uniform Vendor and Purchaser Risk Act: If legal title or possession has passed, and there is no fault of the vendor or eminent domain, the purchaser has a duty to pay the price.  If legal title or possession has not passed, vendor bears the risk.

· TX LAW:  As a practical matter, when the seller can demand specific performance, the risk of loss passes to the buyer.  Typically, the risk allocation is included in the contract.
G.  Introduction to Mortgage Financing


1.  Financing – loan from a third-party lender, “taking over” of payments by the buyer in 

     an existing loan which the seller or some former owner obtained from a third party 

     lender, financing from the seller himself in the form of a deferral of receipt of some  

     portion of the purchase price.

· Purchase of realty is often secured by the same realty through a deed of trust.

· Balloon v. Amortized Loans

· Wrap-around financing: seller continues making payments on the underlying institutional loan at the same time the buyer makes payments on the new loan from the seller (installment plan).  The new loan is at a higher interest rate than the underlying loan , so the seller makes a profit.  Buyer must be careful of due-on-sale clauses (lender demands immediate payoff if real estate is transferred).

2.  Schrader v. Benton (Hawaii 1981): Buyer and seller agreed to a wrap-around 

financing arrangement.  In buyer’s action for specific performance of a real estate contract against seller, buyer contended that he could make full payment on the purchase price of a condo unit and that upon such payment, seller must cause a lien on a preexisting mortgage on the property in favor of the lender to be removed.  In a real estate contract, a seller is entitled to the full benefit of the substance or essence of his bargain, and a court abuses its discretion when it deprives seller of this right.  Seller would lose control over the mortgage and lose potential profits from the wrap-around arrangement (higher interests).



3.  Mortgage Foreclosures

· When default, mortgagee has right to “accelerate”, making the entire debt due and payable.

· Foreclosure sale proceeds used to pay off the debt and the surplus goes to subordinate lien holders and the mortgagor.  Any deficiency can be obtained through a personal judgment against the mortgagor.

· Purchaser of foreclosed property is put in the shoes of the mortgagor at the time of execution of the mortgage being foreclosed.  As such, junior liens/mortgages are wiped out and title is free and clear (if first mortgage is foreclosed).  If the second mortgage is foreclosed, title is in fee subject to the first mortgage (purchaser should bid FMV less the amount of the senior lien).

· Sale Foreclosures

1. Judicial Proceeding

2. Power of Sale

Mortgagor cannot lose his or her equity of redemption unless there has been valid foreclosure: PROHIBITION AGAINST CLOGGING THE MORTGAGOR’S EQUITY OF REDEMPTION.  Statutory redemption (permits mortgagor or junior lien holders to redeem) is given is some states for a fixed period after equity of redemption has been validly terminated through foreclosure.

· Tile, Lien, and Intermediate Theories of Mortgage Law

· Deed of Trust as a Mortgage: Conveyance of the realty to a third person (often the lender’s lawyer, employee, or subsidiary corporation) in trust to hold as security for payment of the debt to the lender-noteholder whose role is analogous to that of the mortgagee.  In most states, foreclosure is through a power of sale (nonjudicial).

· Motrgage Substitutes and Clogging the Equity of Redemption: 

· Note: A deed of trust holder has the same equity redemption as a mortgagee.

· Reconveyance to mortgagor after the underlying debt has been repaid.

· Installment land contracts: Vendor has no equity of redemption and can keep the land and all installments paid (maybe even collect on future installments) in the event of default.

All of these are considered pro-vendor, and many states statutes and judicial decisions have enhanced the rights of defaulted vendees.


H.  Conditions in Contracts

1. “Earnest Money” contract for sale: short-term contract for which the provisions may be convenants, conditions, or both.

· Covenant is a promise that can be breached and damages awarded.

· Condition is not a promise.  A party’s obligation to perform some covenant is dependent upon the happening of some event or occurrence.

· Provisions can be both covenants and conditions – delivery of marketable title and payment of purchase price (covenants are also concurrent conditions).

·  Conditions precedent include securing financing, surveys, buyer’s sale of other real estate, etc. – do not use language such as “subject to” or “contingent upon”.  If want a condition, label it a condition.

· Option contracts are also common in which the offer is open to the buyer for a fixed amount of time and is irrevocable within that time period.  Buyer-to-be pays consideration for the option.

2. Bushmiller v. Schiller (Maryland 1877): Under the terms of the contract, buyer was obligated to act in good faith in securing a mortgage.  No efforts cannot be equated with good faith efforts.    The requirement of obtaining mortgage financing as a condition must be given effect unless the condition has been altered by the parties or waived by one for whose benefit the condition was made (buyer is benefited, so buyer can waive it – can argue that seller benefits from financing also).
II.  Conveyances of Real Property


A.  Deeds



1.  A deed is an instrument that passes title.  

· It must describe the fee simple absolute, be in writing and signed by the owner.

·  It must use “grant & convey” language. 

· Warranties of title may be given (quitclaims warrant nothing and are used when there are unrecorded rights you may want to clean up; general warranties warrant all rights against everybody; special warranties only warrant against your chain of title and as a practical matter are the warranty of choice).

· Habendum clause stating the quality of the estate.

· Things to which the title are subject – covenants, easements, restrictions (can list specifically or generally as “those of record”).

· Exceptions to conveyance (mineral interests, etc.)

· Reservations – new rights created.

· TX LAW: The deed generally does not need to be recorded to be effective.  As to subsequent purchasers and creditors, however, it must be recorded to provide notice.  If there is actual notice, the deed is not void.



2.  Any deed that the grantor might subsequently transfer conveys nothing and will have 

no legal significance other than subjecting the grantor to liability on a warranty of title if the deed contains one.

B. Land Descriptions [Pages 141-152]

1. Surveyors

· Licensed

· Standards for survey should be specified: American Land Pile Association (STRICT) or Texas Surveyors Association Standards and Specifications.

· Survey includes monuments, written description of the land, map, marked boundaries, designated encroachments, water forces, etc.

· Important because need to determine access, utilities, etc.

· Certification (warranty) from the surveyor as to what they are giving you.  Surveyors hate these and often resist.

· Survey was actually done on the land.  Want it “on the ground”, not in their office.

· Addressed to all parties who will want to enforce the Certification – buyer, seller, lender, and title company.

· Date is important, representation that description and area are true and accurate.  Want the surveyor to locate any underground easements, etc. that a party may assert.  Is it in a flood zone?

· Reviewing a survey: Compare a written description of the property to a survey description.  Boundaries, Call.  Closure (equation title company does to ensure there are no holes in the property).

· Legal description is always construed most favorable to the grantee.
C.  Delivery and Escrows



1.  Delivery of a deed is a crucial requirement.

· Intent by the grantor to pass title immediately.

· Some act or behavior on the grantor’s part to evidence that intent.

· manual handing over of deed to grantee

· any act that sufficuantly evidences the requisite intent

· no act if the intent is sufficiently clear (some courts)

2.  Martinez v. Martinez (New Mexico 1984): There is no delivery where a deed is 

handed to the grantee to transmit to a depository to hold in escrow.  There is no legal delivery, even where a deed has been physically transferred, when the evidence shows there was no present intent on the part of the grantor to divest himself of title to the land.  The conditional delivery prevented merger of the real estate contract and the deed.

· Recording raises a rebuttable presumption of delivery.

· In most jurisdictions, oral conditions drop out and the deed is treated as absolute and effective, so that the grantor has title whether the condition occurs or not.

· Acceptance issues.

· Springing executory interest in the grantee is a future interest that will be valid because the grantee becomes the immediate owner of the interest.

· Delivery is generally only an issue in intrafamily transfers.

3.  Wiggill v. Cheney (Utah 1979): The deed was held in safety deposit box and no actual 

delivery of the deed occurred prior to Lillian’s death, so the subsequent manual delivery of the deed by Wiggill to Flora conveyed no title to the property described therein or any part thereof or any of its contents.    Valid delivery of a deed requires that it pass beyond the control of the grantor, and the grantor must part with possession of the deed or the right to retain it.

· Grantor’s intent to make a deed must be immediately operative.

· Possession was not relinquished by the grantor.

3. Death Escrow:  Delivery of the deed to a third party with instructions to give it to the grantee upon the grantor’s death is valid because delivery to the grantee “relates back” to the date of the date of delivery to the third party.

· Ineffective if the grantor reserves the right to revoke the deed.

· Grantor has the right to possess the land for the remainder of his life.

· Do not confuse with delivery to third party with no death condition OR death condition is orally imposed but the deed is manually handed to the grantee directly.

4. Impact of the presence of a bona fide purchaser (BFP) on an otherwise defective deed. 

· If deed is VOID, BFP gets no title.  If deed is VOIDABLE, BFP gets title.

· “Fraud in the inducement” generally creates a VOIDABLE deed, whereas “fraud in factum” creates VOID title.

· Lack of delivery makes a deed VOID.

5. Escrow Closings

· An escrow is a delivery of a deed by the grantor to an independent third party with instructions that it be delivered to the grantee upon the occurrence of certain stated conditions.

· The deed is made out to the grantee.

· Escrow agent or title company, generally.

· The ultimate delivery to the grantee by the escrow agent is usually deemed to relate back to the date the grantor placed the deed in escrow.

· Statue of Frauds does not apply to escrow instructions.

· Escrow agent is in a fiduciary position.

6. “True Escrow”

· Grantor must not reserve any power to recall it.

· The parties must have entered into an enforceable contract of sale.

· Delivery to grantee relates back to time of delivery to escrow agent, irrespective of the grantor’s intervening death or incompetence.

D.  Warranties of Quality

1.  Prudential Insurance v. Jefferson Associates (Texas 1995): The buyer’s negotiated “as is” agreement is binding because he was not induced by fraudulent representation, and so, the contract was not void.

· Seller has no obligation to investigate for buyer. 

· Seller has no duty to disclose asbestos unless he has actual knowledge.  Even if he should have known, he has no obligation.
· Puffery is not fraud.
· In this case, there was equal bargaining power, no fraud in the inducement.
· If seller interferes with buyer’s investigation, “as is” may not be sufficient to prevent seller liability.
· If less consideration for “as is” or “as is” is not the basis for the contract, it may be overlooked under a TOTALITY OF THE CIRCUMSTANCES analysis.
· TX DTPA: Statute says you cannot waive the DTPA.  But in this case, there was no waiver, but the causation element of the requirements could not be met because nothing was warranted upon which the buyer could rely.
E.  Title Covenants in Deeds


1.  A statement in (or a legal reference from) the deed itself which gives the grantee rights 

     against the grantor if the title is not as promised.


2.  SIX COVENANTS

Present: Can be breached only at the moment the deed is delivered.  The statute of limitations runs when the deed is delivered.

1. Covenant of Seisin: Promise by the grantor that he or she owns the land.

2. Right to Convey: Grantor with power of attorney has the right to convey.

3. Against Encumbrances: This is a promise that the title is passing free of mortgages, liens, easements, future interests in others, covenants running with the land, etc.

Future: Can be breached only when an eviction of the grantee occurs, and this may be some time after the delivery of the deed itself.  The statute of limitations runs when the grantee is evicted.  Future covenants run with the land.

1. & 2.  Warranty and Quiet Enjoyment: Promise by grantor to 

compensate grantee for the loss if the title turns out to be defective or subject to an encumbrance, and the grantee thereby suffers an eviction.

3.  Further Assurance: Promise by the grantor to execute such further 

documents as may be necessary to perfect the grantee’s title.  It is enforceable in equity by a decree of specific performance.

3.  Difference between title covenants in deeds and the Implied Covenant of Marketable 

     Title in Land Contracts

· Both involve title

· Remedies: Contract = rescission.  Deed = damages.

4.  What constitutes an eviction?

Brown v. Lober (Ill. 1979): Grantee attempts to extend the protection afforded by the warranty and quiet enjoyment by claiming constructive eviction because he did not own what his warranty deed purported to convey.  The covenant of warranty or quiet enjoyment is prospective in nature and is breached only when there is an actual or constructive eviction (ex. grantee buys the paramount title in order to avoid being evicted by its holder) of the covenant by the paramount titleholder. 



5.  Damages for Breaching Covenants in Deeds

Hillsboro Cove, Inc. v. Archibald (Fla. 1975): The measure of damages is such fractional part of the whole consideration paid as the value at the time of purchase of the part to which the title failed bears to the whole purchased.  The proportionate value of the strip, not the proportionate area, is the test.

· The limitation on recovery to consideration received by the covenantor-grantor has been criticized.

· For a breach of covenant against encumbrances, the measure of damages is the amount the required to remove the encumbrance.

· Catch-22: Since grantee can recover attorney fees, interest, costs, etc. for litigating against a paramount titleholder, if the grantee wins, should the grantor be absolved of liability for these fees, etc.?

· After-acquired title: If A has no title and conveys to B with warranties, if A later gets title, title automatically passes to B (TX LAW ALSO).

F.  Title Assurance Methods [Pages 207-241, End of 2/7 Notes]

G.  Title Insurance [Pages 241-242, 246-252]

H.  Settlement [Pages 252-255, 258-268]

III.  The Use of Mortgage Substitutes


A.  The Absolute Deed, the Conditional Sale, and Related Transactions

Mortgage substitutes are traced to a traditional judicial intolerance towards attempts to “clog the equity of redemption”.

1. Equitable right of redemption means that a debtor or mortgagor cannot, in the inception of the instrument, as a part of or collateral to its execution, in any manner deprive himself of his equitable right to in after default in paying the money at the stipulated time, and to pay the debt and interest, and thereby to redeem the land from the lien and encumbrance of the mortgage.

2. An option to buy the property for a fixed sum cannot be taken contemporaneously by the mortgagee.

· Void as to clog the equity of redemption regardless of fairness.

· Void regardless of whether there is actual oppression in the specific case.

· One view: If the option is exercised in connection with mortgagor default.  Other view: Courts should apply anti-clogging doctrine and equitable relief to protect mortgagors.

NY – if not tied to the default, the option is not enforceable.

CA – if not tied to residential real estate, the option is not enforceable.

· Could mortgagor take advantage of such rules and purposely go into default to prevent mortgagee from exercising option when unfavorable to mortgagor?

3. The deed in escrow as a clog.
· If a deed is delivered into escrow to be returned to the mortgagor upon the debt being satisfied, the deed is an INVALID clog on the equity of redemption.

4. Subsequent conveyances are generally not considered clogs.

5. An absolute deed eliminates the grantor’s equity of redemption and the necessity of foreclosure if the debtor defaults.

· This is true with or without a collateral agreement for reconveyance upon satisfaction.

· If a collateral agreement exists, the written agreement may be an option to repurchase, contract to reconvey, etc. with a “time is of the essence” provision that forfeits the grantor’s right if he fails to exercies the option or tender payment under the contract within the time limited.

· If intent was for the deed to stand as security for the debt, the transaction is a mortgage and the debtor has the right to redeem.

· The issue is whether the substance of the agreement is that of a mortgagor/mortgagee relationship or not.

Q: What is the difference between absolute deed and the deed in escrow that  

does clog the equity of redemption?  Is it the separate K to reconvey v. simply held in escrow and relates back to date of delivery into escrow?

6.  Flack v. McClure (Ill. 1990): A quitclaim deed given in exchange for an  

     advance on the purchase price for tuition was in fact a mortgage.


Six factors for determining whether an equitable mortgage exists:

1. whether a debt exists

2. the relationship of the parties

3. the parties’ sophistication

4. presence or absence of counsel

5. who retained possession

6. adequacy of consideration

* TOTALITY OF CIRCUMSTANCES ANALYSIS

7.  Sannerud v. Brantz (Wyoming 1996): Owner gave real estate broker a deed 

with a buy-back agreement in exchange for a loan to pay off the property before repossession.  Owner now wants to quiet title, claiming that the real estate transaction constituted a mortgage.  The transaction was a mortgage because of the disparity in the value and the amount given, there was an agreement for reconveyance, and owner continued in possession of the property after the transaction.  The mortgage is found even if the parties expressly provided for forfeiture with no right of redemption.

· A deed is not generally a good way to secure a loan.

· Existence of the buy-back agreement makes it a conditional sale and not an absolute deed.

B.  The Installment Land Contract (Contract for Deed)

The vendee normally goes into possession and agrees to make monthly installment payments of principal and interest until the principal balance is paid off.  The vendor retains legal title until the final payment is made, at which time he has a duty to execute a deed to the land.

1. An earnest money contract simply establishes the rights of the parties during the time between the date the bargain was entered into and the date of the closing, at which time title passes and security agreements, if any, are executed.  ILCs govern parties throughout the life of the debt.

2. Remedies for default of an ILC:

· Sue for the remaining installments due with interest

· Specific performance of the contract – Some courts require a showing that the remedy at law was inadequate.  For specific performance of the entire balance of the contract, include an acceleration clause.  SP is a good remedy when the vendee has assets to satisfy the contract price and the land is worth less than the contract price.

· Damages – Difference between the contract price and the FMV of the land at the time of the vendee’s breach.  Available when the vendee has abandoned the land.

· Sue to foreclose his vendee’s rights – Vendor treats the ILC as a mortgage and the land is sold by judicial sale.  Strict foreclosure which deprives the vendee of equity is also available.

· Sue to quiet title or rescind the contract

· Most have a forfeiture clause that gives the vendor the option to declare the contract terminated, retake possession, and retain all payments under the contract as liquidated damages.  If the forfeiture remedy is necessary to regain the land, other remedies may be barred by the election of remedies doctrine.

3. Russell v. Richards (New Mexico 1985): A forfeiture provision is enforceable absent unfairness that shocks the conscience of the court.  There was no wrong done by the seller for the buyer to collect damages and buyer was profiting off of the property through leases.

4. TX STATUTE: Executory Contract for Conveyance: Avoidance of Forfeiture and Acceleration or of Recission: Seller can enforce these remedies so long as notice is given to the defaulting buyers.  The greater the percentage of the purchase price paid, the greater the number of days of notice required.

5. Judicial Recognition of a Right of Redemption: Vendee may have a final opportunity to tender the contract balance before losing the land.  This right of redemption may be unconditional or only if the vendee has paid a “substantial amount” of the contract price.  Some courts also require good faith on the part of the vendee (forfeiture enforceable where a vendee makes no efforts to fulfill his contract obligations).

6. Sebastian v. Floyd (Ky. 1979): Where almost 40% of the debt had been paid and the contract provided that upon default, all past payments would be forfeited as rent, the clause is unenforceable.  There is no reasonable relationship between the damages suffered and the penalty.  This is close to a liquidated damages clause which is strongly disfavored by courts.

7. Does vendor’s acceptance of late payments constitute waiver of the forfeiture provision?  Does it then give the vendee a right analogous to the equitable right of redemption?  Some courts say yes unless the vendor gave vendee notice that he was giving him time to get back on schedule with the payments.

8. Issues of Title Insurance with low income ILCs.  [Pages 326-333].

IV.  Rights and Duties of Parties Prior to Foreclosure


A.  Theories of Title: Possession, Rents, and Related Considerations



1.  Restatement (Third) of Property (Mortgages)

· Title Theory: Legal title with the mortgagee until the mortgage is satisfied or foreclosed.

· Lien Theory: Mortgagee is regarded as owning a security only and both legal and equitable title remain in the mortgagor until foreclosure.

· Intermediate Theory: Legal and equitable title remain in the mortgagor until a default, at which time legal title passes to the mortgagee.

2.  Most jurisdictions adopt the lien theory.

· Mortgagee may obtain possession by means other than foreclosure, such as consent of the mortgagor, peaceable possession after an invalid foreclosure, or if mortgagor abandons the property.  The possession must be by virtue of the security interest and not as tenant or agent of the mortgagor.

· For residential mortgage transactions, the ULSIA stipulates that possession may only be accomplished through judicial proceedings.  

3.  Mortgagee possession without a judicial proceeding after default may be acceptable 

for the purpose of applying the rent and profits to discharge of the mortgage debts (not to prevent impairment of their security).  Even if the deed of trust grants a reasonable right of entry for inspection, the entry must be reasonable and securing the property without need will not be allowed.

4.  Even if the mortgagee has the right to take possession, he should consider his rights 

and liabilities before doing so – duty to maintain and preserve the property.  Until the mortgagee has foreclosed, however, he is not the owner and must act with due regard to the interests of the junior encumbrancers and the holder of the equity of redemption.

5.  Dover Mobile Estates v. Fiber Form Products, Inc. (Cal. 1990): A lease providing 

itself to be subordinate to any encumbrances shall be terminated upon any foreclosure.  A lease can be subordinate by either being later in time or by contract.  Lessee interests are particularly important if the lessee is a commercial business.

· Leases prior to a mortgage are superior in most states because a lessee in possession is ample notice of the tenant’s rights.  They cannot be extinguished by foreclosure of the mortgage.  In title and intermediate theory states, a mortgagee can demand payment of rent from a tenant since default of a mortgage conveys title, creating a “privity of estate” link.  

· Leases that are junior to a mortgage can be extinguished by foreclosure.  In some states, it MUST be extinguished by foreclosure.  There is no privity of estate between the mortgagee and the lessee, so mortgagee cannot compel the tenant to remain and pay rent to him.  If the mortgagee wishes to continue the lease, an assignment of rents is the preferable solution.

· Commercial lease setting: 

1. Subordination agreement

2. Nondisturbance agreement

3. Attornment – if title is transferred, tenant still owes the purchaser rent and terms under the lease as if he were the original landlord.

· If there are conflicting provisions in a lease and a mortgage, if the mortgage is senior to the lease, its provision trumps the lease counterpart provision.

B.  Security Interests in Rents


1.  Mortgage lenders rely on the real property itself and rents as sources of security for a 

mortgage obligations.  But in a lien theory state, mortgagee is not entitled to rents unless he takes actual or constructive possession.  And so, mortgagors often assign the rents (right to the rent usually triggered by default) as additional security to the lenders.

2. Although assignments are recognized in every jurisdiction, the issue is when the assignments become effective and when lenders can begin collecting the rents.  What recording is required of assignments?  In the real estate records and perfect rent in UCC (useless because Article 9 does not apply to real estate).

3. Oryx Energy Co. v. Union National Bank of Texas (TX 1995): Bank and Santa Fe had a subordination and nondisturbance clause.  Under the assignment of rents clause referenced in the subordination agreement, the Bank gave Santa Fe a license to collect rents from Oryx until the license was terminated by default.  Revocation of Santa Fe’s license to collect rents was a precondition to the activation of the assignment of rents clause.  Until the condition was met after default, a collateral assignment of rents occurred.

· TX – lien theory: assignments of rent do not become operative until the mortgagee obtains possession of the property or takes some other similar action.

· Assignments: When do they become effective between mortgagee and mortgagor?  When does the lien become effective (perfected) as against others with interest in the real estate or rents?  When does the mortgagee have the right to collect (foreclose upon) the rents and profits?

· “Absolute Assignment”: Mortgagee obtains a present title to the rents even though the assignment itself postpones the right to collect until the mortgagor defaults.

· “American common law”: Assignments do not convey title to real property, but merely create a lien on the property.  Until the debtor defaults and the lender takes an “effectual step” (foreclosure or possession), the lender has only an inchoate right (interest that is not present and will ripen later).

· Can get around this approach if the parties make their intent clear.

· The affirmative action requirement can be nominal.

· Most states adopt a “middle ground”:   Assignment between the original parties is effective upon execution, and is perfected against third parties upon a recording, and right to commence collection still requires nominal affirmative action.

· Restatement approach: Affirmative action includes delivery of a demand for the rents to the mortgagor.

· California legislation: effective upon execution and delivery, need recording for perfection, and affirmative steps include appointment of a receiver, possession of rents, written demand delivery to tenant or assignor.

C.  Receiverships

A mortgagee in the pre-foreclosure stage may prefer an equitable receivership either to attempting to obtain possession as mortgagee or to reliance on an assignment of rents provision.  While the scope of am equitable receivership varies from jurisdiction to jurisdiction, it typically involves a judicial appointment of a third party to take possession of the mortgaged property, to repair or preserve the property and to collect rents. 

1. Receiverships avoid the termination of subordinate leases by entry of the mortgagee.

2. Mortgagee avoids strict accounting responsibilities.

3. Receivership insulates motgagee from tort and landowner-type liabilities.

4. Important in lien theory states where ejectment is not an available alternative to obtaining possession.

5. Also, assignment of rents may not be helpful if there are no tenants paying rents.  A receiver can take possession and attempt to reestablish a cash flow from the mortgaged premises.

6. A receiver is generally a property manager who the lender pays a percentage of the collections.

Dart v. Western Savings & Loan Association (Ariz. 1968): A receiver may not be appointed where the debt is adequately secured.  Dart took possession and collected rents yet did not pay the mortgage.  The value of the property equaled or exceeded the mortgage amount.  A mortgage is a lien, not a possessory interest.

· Since there was adequate security and no waste, the contract provision consenting to the appointment of a receiver means nothing in a court of equity.

· In title theory states, receiverships are appointed only if the action for ejectment is deemed inadequate.

· Generally need some kind of equitable ground – waste, destruction, imminent danger loss – fact-specific reason to be argued before a judge with considerable discretion.

· Restatement: Mortgagee is entitled to the appointment of a receiver if (1) the mortgagor is in default under the mortgage; (2) the value of the real estate is inadequate to satisfy the mortgage obligation; and (3) the mortgagor is committing waste.

· Appointment of a receiver may take too long.  Miami hotel sold for a lot less than the rents and the purchasers quickly spent all the profits.

· Assignment of rents and appointment of receiver clauses: May be ignored if no equitable grounds, but the Restatement states that if the clauses are present, have automatic right to a receiver (most courts do not adopt the R. though).   State statutes may make the clauses enforceable.

· Some jurisdictions allow ex parte  orders to appoint receivers.  Is this a violation of due process?  No because allowed when the mortgage provides that receivers can be appointed without notice.  Is this waiver of due process objections?

· Receiver is bound by the agreement between the tenant and the mortgagor landlord.  Receiver may disaffirm the lease if prepayments were made without the mortgagee’s written consent – tenant can be held liable to receiver for the advance rent previously paid to the mortgagor.  Prepayments that are not authorized by the original lease are presumptively not commercially reasonable and will not be binding on the receiver.

· A receiver appointed at the instance of one mortgagee acts on behalf of that mortgagee and not generally on behalf of all lienholders.

D.  Waste

Acts or omissions by the possessor of property which diminish the value of the property, to the detriment of one having an interest in the property.  Historically, it was limited to affirmative and intentional physical damage to the mortgaged real estate.  Physical changes that reduce the value, failure to maintain and repair, failure to pay taxes or government assessments, retaining possession of rents to which the mortgagee has the right of possession.


1.  Prudential Insurance Company v. Spencer’s Kenosha Bowl, Inc. (Wisc. 1987): One 

who purchases a mortgaged premises without assuming the mortgage may nevertheless be liable for waste.  One owning a mortgage on real estate has an undeniable interest in the property, whether or not the current possessor had assumed the mortgage.

· Reduction in the value of the security interest is important – damages for waste are not the actual amount of the waste).

· Despite this decision, deficiency judgments are unavailable against non-assuming grantees.  Maryland has held that covenants run with the land even if they are not expressly assumed.

· Is a non-recourse clause broad enough to bar an action for waster?  Yes, unless the waste was committed in bad faith or maliciously.  Plus, non-recourse carve-outs include failure to pay taxes, insurance proceeds, etc. = waste.

· If third parties have actual knowledge of the existence of the mortgage, they may be held liable for waste committed.

· LIMITATIONS ON RECOVERYT OF DAMAGES FOR WASTE: Recovery may not exceed the least of:

(a) the actual harm caused by the waste (cost of repair or diminution in the value of the property).

(b) the amount of the mortgage debt or, if foeclosure has already occurred, the amount of any unpaid deficiency.

(c) the amount by which the mortgagee’s security has been impaired.

· Lower L/V ratios are safer.  If the injury to the property does not reduce its value below the amount required to secure the debt, the mortgagee has suffered no injury.  This makes the L/V ration 100% and leaves the mortgagee no cushion.  The Restatement states that an impairment exists only if the L/V ration is above its scheduled level.

E.  Environmental Liability

1.     CERCLA – strict liability statute for the cleanup of hazardous wastes.  There 

used to be an exception for holders of a security interest if they did not participate in the management.  This changed with the 11th Circ. Fleet Factors Corp. case which said that a secured creditor will be liable if its involvement with the management of the facility is sufficiently broad to support the inference that it could affect hazardous waste disposal decision if it chose.  This concerned mortgagees because the “capacity to influence” a mortgaor’s environmental management could cause it to lose its CERCAL liability exemption even if it chose not to exercise that capacity.

2. After a mortgagee acquires actual ownership of the mortgaged real estates either through purchasing at the foreclosure sale or through a deed in lieu, should it be continued to be protected under the “security interest” exemption?
3. The 1992 EPA Lender Liability Regulation

· Pre-loan activities of the mortgagee would not lead to liability unless it was predicated on some ground other than the loan.

· No liability after a foreclosure purchase or a deed in lieu so long as the mortgagee attempted to sell or divest itself of the real estate in a reasonably expeditious manner.

This Regulation was invalidated by the SC because the EPA exceeded its authority in promulgating it.

4. 1996 Congressional Amendments to CERCLA

· If hold a security interest and not participating in management, not an “owner or operator”.

· Codified the 1992 Regulation, essentially.

5. If sufficient due diligence, the innocent landowner defense may be asserted.

6. Phase I assessment: Document and Surface Site Inspection

· Need to know the purpose of the assessment and the standards/parameters to apply in making the assessment.

· Look at the history of the property (ownership, operations, water supply, waste), federal agency documents (permits, citations, etc.), records kept within the facility.

7. Phase II assessment

· Sampling of soil or groundwater

· ASTM standard – for use solely on commercial property, not industrial property (which would want a greater standard than ASTM).  It does not address non-CERLA liability (ex. asbestos).

8.  Report

1. Introduction – identifies site and location, purpose of inspection specifically 

    stated.

2.  Discussion of Methodology – chain of custody and analytical methods used 

     to evaluate.  Pursuant to EPA guidelines often (referred to in the report).

3.  Results Statement – summarizes and concludes statistical accuracies,   

potential environmental risks, limitations as to who can rely on the report (often limited so much that it is meaningless – if see this, strike it).


F.  Insurance and Real Estate Taxes

Both mortgagor and mortgagee have insurable interests with respect to loss suffered by the mortgaged premises.  The insurable interest of the mortgagor is the value of the premises and the mortgagee’s insurable interest is the amount of the mortgage debt.  Of course, a mortgagee is not allowed to collect both the proceeds of its casualty insurance policy and the full debt; doing so would result in a windfall and unjust enrichment.

1.  Typically, the mortgagee requires the mortgagor to buy insurance and name the lender 

     as an additional insured.

2.  A standard mortgage clause is typically included stating that the lender gets the 

benefit of the policy regardless of the actions of the borrower.  TX does not require this clause because the lender is already statutorily protected.

· There is a 30 day right to notice to the lender if the borrower fails to pay the premiums.

· Mortgage document stipulates: 

1. If the lender is not named as an additional ID, in TX, the lender has an equitable lien on any proceeds.

2. Policy should be for full replacement costs or the amount of the loan, typically whichever is greater.

3. Standard mortgage clause and non-cancellation notice language.

4. How the insurance proceeds will be used in the event of casualty – to paydown the mortgage or restore the real estate?

3.  Starkman v. Stigmond (NJ 1982): Mortgagors are entitled to fire insurance 

proceeds and need not apply such to reduce the mortgage where the remaining land exceeds the value of the debt and the mortgage is current.

· The courts are split on this issue and the analysis in this case is the minority view.

· Case cites a line of cases and commentators that state that a mortgagee can recover the insurance proceeds regardless of the value of the remaining security once a fire loss occurs.

· Court relies on another line that state that the purpose of insurance is to maintain the security for the mortgage debt – if the property is restored, the security has not been impaired.  The mortgagee’s interests have been fulfilled and the mortgagor recovers the proceeds.

· In Schoolcraft, the California court refused to enforce the language of the mortgage giving the mortgagee the right to capture the proceeds (imposing a duty of good faith and fair dealings on the mortgagee when applying insurance proceeds to the balance of the note).  In this case, the mortgage was silent as to insurance proceeds.

· MAJORITY: If the mortgagor promised the mortgagee to insure the premises, most of the cases give the mortgagee the option of applying the insurance proceeds to the mortgage debt or rebuilding the mortgaged premises, if there is no mortgage language to the contrary.  This right of the mortgagee is normally not conditioned on a finding that rebuilding will jeopardize the mortgage security.

    4.  Escrow Accounts for Taxes and Insurance  

[Finish Pages 417-430; End of 2/26 Notes]

V.  Transfer and Discharge


A.  Transfer of the Mortgagor’s Interest

1. To finance the purchase of real estate, a purchaser may want o take over an existing mortgage rather than obtain a new one.

· The rate on the old loan may be lower than on any comparable loan available in the current market.

· Purchaser can avoid closing costs on a new loan.

· Purchaser may not have the credit to get a new loan.

2. A purchaser may either assume an existing mortgage loan or take subject to it.

· McVeigh v. Mirabito (Fla. 1990): The grantee of land that is “subject to” a mortgage assumes no personal liability for the obligation secured by the mortgage, where he has not by express agreement undertaken the payment thereof.  A grantee who “assumes” and agrees to pay an outstanding mortgage may be held personally liable.  A grantee who takes “subject to” an outstanding mortgage is threatened only with the loss of his equity in the property in the event of foreclosure.
· If the mortgagee is not a direct party to the assumption agreement, he is still treated as a third party beneficiary of the assumption agreement and has a direct cause of action at law.

· An “implied assumption” arises in PA and OK if the mortgage balance is deducted from the price.

· The Statute of Frauds is almost always held inapplicable to assumptions and parol evidence is admissible to establish an assumption transaction.

· A grantee who accepts a deed becomes contractually bound by its provisions and becomes liable to perform any promise or undertaking imposed by the deed on the grantee, including a promise to assume an existing mortgage (since assumption can be in the deed, contract for sale, or separate document).

· Consideration for assumption agreements is the equity over and above the mortgage value of the real estate that the grantee is receiving.

· HUD must release the original borrower after sale, assumption, and approval of the grantee’s credit.

· A grantee is generally estopped from asserting defenses that would have been available to the original mortgagor against the collection of the mortgage debt or foreclosure of the mortgage to prevent unjust enrichment to the grantee.  Is there really unjust enrichment if the mortgagee committed fraud?  Should the estoppel apply to “subject to” transfers as well?

· When does the assumption agreement vest so that the mortgagor/grantor cannot defeat it through subsequent release of the grantee?  The Restatement says it vests when there is a “material change in position.”

· What is the effect of a break in the chain of assumptions?

3.  The Grantor as a Surety

When real estate is sold subject to a mortgage (whether the grantee assumes or not), the original mortgagor is said to become secondarily liable, as a surety, while the grantee (in the case of an assumption) or the real estate itself (in the case of a subject-to transfer without assumption) becomes principally or primarily liable.

· The mortgagee still has a cause of action with either the mortgagor (on the debt) or the grantee (on the assumption agreement).

· The grantee or the real estate is ultimately liable though.  The surety (mortgagor) may have recourse against the principal (grantee) through subrogation (full payment of the mortgage debt by the mortgagor is required), reimbursement (partial payment of the mortgage debt is sufficient), or exoneration (demand specific performance of the assumption agreement by the grantee).

· Suretyship defenses: The mortgagor/surety is discharged from his duties if the actions of the mortgagee (1) have made it less likely that the grantee or the land will satisfy the debt, AND (2) have made it more difficult for the mortgagor to assert recourse against the grantee and the land if the mortgagor is required to pay the debt.  Mortgagee changes the “deal” in such ways as on page 444.

· First Federal Savings and Loan Association of Gary v. Arena (Indiana 1980): If a mortgagor consents to a change in the terms of the loan, he or she cannot complain about continuing to be held liable as a surety.  In this case, the bank unilaterally changed the terms of the loan, and therefore, the mortgagor is not liable for the new terms.

· CHART Pages 451-452 – Surety defenses and the effect of mortgagee actions.

· Mortgagor is entitled to the benefit of any advantageous modifications, but not bound by any disadvantageous modifications (unless the mortgagor consented to them).

· Mortgagee can avoid surety defenses by either obtaining consent OR including a “reservation of rights” clause (ex. grant extension to grantee but reserves rights against the original borrower as though no extension were given) in the document of modification or release.  Another possibility is a “preservation of recourse” clause stating that grantee can have the extension but the borrower’s recourse against the grantee is preserved as though no extension were granted.

B.  Restrictions on Transfer by the Mortgagor


1.  Due-On-Sale Clause

A mortgage provision that affords the mortgagee the right to accelerate the mortgage debt and to foreclose if the mortgaged real estate is transferred without the mortgagee’s consent. 

· Important for lenders because for sellers with lower-than-market interest rate mortgages on their property, assumability of the mortgage was a key to obtaining a higher price for the property.

2.  Due-On-Encumbrance Clause

Authorizes the mortgagee to accelerate the debt if the mortgagor further encumbers the mortgaged real estate.



3.  Increased-Interest-On-Transfer Clause

Authorizes the mortgagee to increase or adjust the mortgage interest rate in the event of a transfer by the mmortgagor.



4.  Installment Land Contract Prohibitions on Transfer

Prohibits assignment by the vendee without the vendor’s permission.  Vendor can terminate the contract and purchaser loses equity. 



5.  Events Triggering Acceleration




Sale or any interest in the land sold or transferred.



[Finish Pages 458-472]


C.  Transfer of the Mortgagee’s Interest



1.  Secondary Mortgage Market

One lender (originator) sells or assigns the note and mortgage to another lender, typically termed an investor.  Transfer of the loan is made either by promissory note or a separate document of assignment.  Assignment of the note is not really necessary though since a mortgage without a note is worthless (there would never be a default for the mortgagee to foreclose on) and a note without a mortgage would be far less secure.

2.  Securitization – Loan sold to a holder who pools the loan with a group of other loans 

and then sells fractional interests in the pool, or securitizes collaterization by the pool, to a group of investors. – Depositor, Trustee, Master Servicer, Special Servicer, Tranches [Notes 3/5].

Bankers Trust (Delaware) v. 236 Beltway Investment (Va. 1994): A separate Modification Agreement cannot destroy an instrument’s negotiability, nor can it create negotiability.  

[Finish Pages 473-491; Notes 3/5]

3. Transfer of Mortgage Servicing

The servicer is the agent of the owner or investor, and represents it in dealing with the borrower.  All transactions are governed by specific agreements.

4. The Payment Problem: You pay off your loan but the note has been assigned to another investor.  The bank fails to remit your payment to the present holder of your note.  You may be forced to pay again.

Rodgers v. Seattle-First National Bank (Wash. 1985): An obligor with actual notice of an assignment discharges his debt by paying the assignor where the assignee upon inquiry would have instructed payment be made to the assignor.

· Generally, the obligor should demand production of the note or be subject to liability = PAYMENT RULE.

· There are exceptions to this rule. 
[Finish Pages 492-501]



5.  Notes on Recordation of Mortgage Assignments

· Assignment is generally valid between ME and A1 without a recording.

· Since recordings are intended to protect the subsequent purchasers of the land or mortgage, when MR defaults and A1 foreclsoes, MR cannot defend by pointing out A1’s failure to record.

· Does recordation give constructive notice of the assignment to MR?  Isn’t MR bound to learn of the assignment by insisting on seeing the note before making each payment under the payment rule?

· A GE has constructive  notice of the assignment if the deed is delivered after the assignment because GE is expected to examine public records anyway.  Nonrecordation of the assignment does not mean that the GE can take free of the mortgage without paying anyone because GE knew there was a mortgage and should not receive such a windfall.

· If A1 fails to record and MR and ME conspire and ME releases MR of the mortgage, A1 is bound by the release because GE could not have protected himself from such a conspiracy.

· If a note and a deed of trust are assigned to A1

D.  Discharge of the Debt and Mortgage

E.  Merger

F.  Deed in Lieu of Foreclosure

VI.  Foreclosure


D.  Statutory Redemption/Anti-Deficiency Legislation


E.  Bankruptcy



1.  Introductory Concepts



2.  Chapter 11



3.  Chapter 13



4.  Setting Aside Foreclosures



5.  Rents in Bankruptcy

VII.  Miscellaneous Problems in Real Estate Finance


A.  Purchase-Money Mortgages


B.  Replacement


C.  Modification of Senior Mortgages


D.  Fixtures


E.  Homestead Law


F.  Home Equity Loans


G.  Mechanics’ Liens


H.  Construction Loans


I.  Usury Law

VIII.  Government Intervention in the Mortgage Market


A.   Overview


B.  Government Sponsored Support Institutions

