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Modern Real Estate Transactions Outline (Professor Brauneis) (Fall 2003)

I. The market context for real estate transactions

Current value

a. Comparable sales

b. Income method – requires comparison to other investments

150 apartments X $1,000/month = 
$150k/month

Maintenance = 


$  50k/month



Income =


 
$100k/month = $1.2M/year



Multiply by 10 to generate a 10% return ( $12M



But at 15% return it is worth $8M (since $8M X 15% = $1.2M)

II. Brokers

a. Overview of the brokerage industry and legal issues

Brokers and K law

Multiple listing service (MLS)

a. Legally, an offer of subagency by a broker, with an accompanying offer to share in any commission earned

b. Practically, a database of available properties to which all MLS members have access

c. Listing broker – procures listings from sellers

d. Selling broker – works with prospective buyers

e. Commissions are split

b. Brokers’ duties under agency and tort law

i. Brokers’ fiduciary duties to their principals (Haymes v. Rogers)

Law governing brokers’ actions

a. K law

b. Tort law

c. Agency law

d. Professional responsibility code

Agency relationship entails fiduciary duties

Fiduciary duties of broker

1. Duty of good faith and loyalty

I. Info about the client’s objectives and property that the broker cannot disclose w/o client consent

II. Broker should to his utmost to protect the client and advance the client’s interest

III. Sell at the highest price possible

IV. Typical broker violations

1. Unilateral alteration of listing contract or buyer representation contract

2. Self-dealing (undisclosed broker participation)

3. Undisclosed dual agency

4. Intentional disclosure of principal’s confidences

5. Strategic clouding of principal’s title

2. Duty of reasonable care

I. Failure to explain legal effects of listing contract or buyer representation contract

II. Failure to give professional advice

III. Failure to investigate suspicious facts suggesting damaging dishonesty or mistake

3. Duty of disclosure

I. When broker learns info that is material to the client’s position or interests, the broker should promptly tell the client

Principal-agent relationship

1. Duties in various contexts

a. Advising S on listing price

b. Negotiating broker compensation

c. Marketing property

i. Disclosure of seller’s situation to buyer

ii. Disclosure of offers to seller

iii. Self-dealing

iv. Due care

Broker has fiduciary duty before a K is signed/during advising/negotiating with the S on the listing price, say most courts

SUP 8, Exercise 3

Broker tells B to offer $225k and see what S says – did broker breach fiduciary duty to S – could argue both sides – argument for no – the broker did it to keep the B interested

Haymes v. Rogers (SUP 3) (Breach of Duty of Good Faith/Should not disclose confidential info)

Broker did not get commission.  The broker told the buyers that the seller might take a lower price than what was listed.

Issue:  Whether the broker breached his fiduciary duty of loyalty by saying that the purchase price may be far less than the listing?  Yes.

Holding:  A broker has a duty of good faith and if he makes a buyer believe that he can buy the property for less, then he has violated that duty and forfeits his commission.

Given that there is a chance a broker will be found to have breached fiduciary duty, how do you keep brokers from making that mistake?  Speak with client.

Brokers have a duty to disclose to the principal any information that is material to the transaction even if there is another offer that is lower than the first.  It could start a bidding war.

Fiduciary duties prohibit self-disclosed dealings.  Self-Dealing only prohibited during the agency relationship.

Types of listing

1. Exclusive right to sell – broker gets commission no matter what

Exclusive listing – seller pays commission to listing broker if anyone buys the property during the term of the agreement – does not matter who sells the property (owner, another broker, or listing broker)

2. Exclusive agency – if any agent sells the property, then broker gets commission

Exclusive agency – seller promise to broker not to engage another broker during the term of the agreement – if owner sells with another agent, the listing agent gets the commission – owner can sell by self w/o paying commission

3. Open listing – broker gets commission only if he sells the property

Open listing – nonexclusive listing, first broker to produce a ready, willing and able buyer earns the commission – if sold by owner w/o broker help, no commission is earned

4. Net listing – commission is not a percentage of the sale price – instead, seller agrees to pay the broker all amount received in excess of a set price established by seller and broker

What advice would you give brokers to avoid breaching their fiduciary duty to sellers – one way – call/ask the seller or discuss it with the S beforehand

ii. Who is the broker’s principal (Dubbs v. Stribling)

Dubbs v. Stribling (pp. 59-62)  (No Breach of Duty of Loyalty)

P put their apartment up for sale because they could not reach a deal to buy the apartment adjacent to theirs.  When the agent could not locate a buyer their salesman made an offer for the apartment.  After Ps found another apt they learned that the salesman was able to purchase the adjacent apt that they had wanted and did not disclose this information to Ps.

Issue:  Whether a broker breached a fiduciary duty to his principal?  No.

Holding:  A broker has a fiduciary duty of loyalty to work in the best interest of the principal.  Fiduciary duty, however, can be severed by agreement.

If a broker has a personal interest in the deal that divides his loyalties, then he must disclose this to the principal.

Broker withheld no information at the time of the deal and was not even acting as broker.

Duties for the most part are only placed on the broker during the agency relationship.  Once the relationship is terminated then the duties for the most part cease.

Can you change the facts such that the broker would be liable for use of confidential info after termination of the agency relationship?  Yes.

Ways to get around this – the broker asks the client permission to use his stuff, the broker could tell the client when he learns that the adjacent apartment is available (but the S could not do anything by that time since S and client had already agreed to P&S, so this would do no good)

So self-dealing is prohibited only during the principal-agent relationship

Remedies for breach of fiduciary duty – actual damages (you can always get), forfeiture of commission (only when breach of duty of loyalty)

Remedies

1. Actual damages

i. When there is no agency

1. Breach of duty of reasonable care

2. Forfeiture of commission

i. Breach of loyalty and good faith

Possible broker relations to principals

1. Seller is sole principal

2. Buyer is sole principal

3. S and B are both principals (dual agency) (some of the states have banned dual agency)

4. Broker has no principal(s) (non-agency or transaction brokerage)

In dual agency situations, what happens when duty of confidentiality and duty of disclosure conflict – which duty gives way to the other duty – disclosure gives way to confidentiality (I think this means that confidentiality wins and disclosure loses)

Could let the broker let the parties bid/negotiate with each other – but lawyers prefer disclosure over confidentiality (i.e., the opposite) because it is hard to know more than both parties and stay neutral 

Which rule is better – Brauneis is a lawyer

How does a transaction brokerage differ – you have neither the duty to disclose nor the duty of confidentiality, but you presumably have the duty of due care to both parties

Dual agency

3. Disclosure forms may be necessary; need to be adequate notice to the buyer that the broker does not represent him

4. Broker has duty to not disclose w/o prior consent of the party adversely affected; Stefani v. Baird & Warner

Traditional Rule – All brokers are the agent of the seller.

Implied Agency – If a buyer has approached a broker for assistance purchasing a particular property, some jurisdictions have said that there may be implied agency.  Buyer-Broker agency.

Whom Does the Broker Represent?

The identification of agency relationships get complicated when:

1. Facilitating Transactions:  Brokers may act as an agent with respect to the seller in which he must prepare all documents and he might be an agent with respect to the buyer in which he secures financing.

2. Listing Broker vs. Selling Broker:  The listing broker is clearly the seller’s agent.  However, it is not as clear with the selling broker, who shows property to the buyer and may not meet the seller until closing.  The selling broker is the listing broker’s subagent.  The buyer does not pay the selling broker.  The listing broker shares part of his commission with the selling broker.

Some cts have protected misled buyers by assuming there is an implied agency of the agent to the buyer.

Broker’s duty to non-principal

Hypo #5 on SUP 9 (Steiner) – Broker Fernandez mentions Prospective Buyer Steiner’s past behavior in bidding for houses

If Fernandez was Steiner’s agent then there is a pretty clear breach of the duty of confidentiality

What amount would Steiner sue for?  $15,000.  ($185k-170k)

Fernandez would argue that the house would not have sold for $170k and that we cannot tell what it would have sold for

Was Fernandez an agent of Steiner – traditional presumption – all brokers are agents of the S

Some states – implied agency – if a B has approached a broker to buy a particular property that the B has already located, then the broker is an agent of the B

Forms (Forms Supplement 9 – broker is an agent of _B  _S  _B&S)

What if Fernandez never presented a form to Steiner – he would lose his license (reg. 6.3)

One last thing – to help Steiner – ask her if on the second house Fernandez told anything to the S – if he did not, then he was not acting as the seller’s subagent at that time by breach duty to disclose

iii. Brokers’ duties to the other party in the transaction (Haldiman v. Gosnell, Easton v. Strassburger)

Haldiman v. Gosnell Development:  (No Duty to Buyer)

Appellant contracted with appellee to construct a townhouse.  Gosnell prepared the agreement and Haldiman had no representation of her own.

Haldiman was unable to secure financing within the specified time and Gosnell told her that they were terminating the agreement.  They also kept the deposit.

There is no duty to Haldiman who was not the principal.

Haldiman argues that the duty is in the public’s best interest, but the ct refuses to create a duty.

Issue:  Whether a broker, who is the agent of the seller, has a fiduciary duty of full disclosure to a buyer?  No.

Holding:  Brokers and salesmen owe a duty of good faith and loyalty to their principal.  They must also disclose any information they have pertaining to a sale.  An agent cannot absent consent of the principal represent an adverse party.

I-Fraud:  intentional, affirmative, material misrepresentation

Hypo #6 on SUP 9 (Chen) – Douglas wrote the K wrongly in a way that was bad for Chen

Traditional rule – equitable conversion – K is signed, subject to SP, risk of loss is on buyer before closing

In the hypo there is nothing in the K about risk of loss (so the default rule applies)

The broker is not liable if there was silence (like Haldiman case – no duty to explain terms of K)

What if Chen had wanted Douglas to draft the K otherwise (i.e., there was not silence) – would the broker be liable

II-Volunteer help – must exercise due care

Example – volunteer explanation of the K

III-Broker’s duty to disclose latent physical defects (latent – something that would not be found by the B through reasonable inspection)

Broker’s duties to non-principals

1. Terms of agreement

i. No duty to explain terms of the agreement if not an agent of that party (Haldiman)

2. Due care when voluntarily aiding other party

i. If volunteering, there is a duty

3. Disclosure of physical condition

i. Known latent defects must be disclosed, even if there is no agency relationship

ii. Duty to inspect

1. Reasonably discoverable defects must be disclosed in minority of jurisdictions; consumer protection for residential homes only; Easton

2. No duty – this is the majority rule

Easton v. Strassburger (CA case) – the broker and the S had the duty to disclose latent physical defects

Easton case – the house had huge soil problems

Seller


Buyer

Strassburger

Easton

Valley


Simkin and Mourning

Valley, the seller’s broker, was the appellant disclosing what you know vs. going to look for latent physical defects

Some states say just disclose, other states (e.g., CA) says broker must go look for latent physical defects

Issue:  Whether appellant breached a fiduciary duty of due care to the buyer by not conducting a reasonably competent and diligent inspection of the listed property?  Yes.

Holding:  The agent has a duty to the buyer to disclose known facts that are outside of the reach of the buyer’s knowledge.  However, the agent has a further duty to the buyer to investigate and discover through reasonable diligence any adverse factors.

Not all states go this far (CA).  Other states say you only have to disclose what you know.

c. The listing agreement and broker compensation (Blank v. Borden)

SUP 39 Exercise (Linda and Paul)

Forms SUP 3 – Montgomery Co. Exclusive Right to Sell Listing K

If you get another broker, I get no commission

If you sell to someone who was shown the property, I do get commission

Brokers are concerned about buyers and sellers

Waiting until the listing K expires

How can the broker prove that the B was shown the property – sign-in sheet at open houses

The listing K does not obligate the broker to do anything

When is the brokerage fee due?

Montgomery – when a ready, willing, and able purchaser is produced

California – if the property is sold – this is more favorable to the S than to the broker

Withdrawal from sale – 2 questions – (1) When earned?  (2) When received?

Montgomery Co.


California

(1)
Ready, willing, and able

(2)
Closing (NJ said this cannot be changed by K; it is a background rule)

Ready, willing, and able
- seller’s acceptance (signing)





- look at buyer’s actual circumstances

Most states have a seller-generous interpretation of ready, willing, and able (look at buyer’s actual circumstances)

Concern #3 – Linda wants to reduce the 6% commission if her condo sells for less than $200k

Linda could suggest less than 6% if less than $200k but greater than 6% if more than, say, $210k

Concern #4 – Linda is concerned about the broker making 2 full commissions from the same move – the broker may or may not have 2 full expenditures

Concern #5 – Linda wants reduction in commission if no other broker in involved – this may reduce the broker’s incentive to work hard

Concern # 6 – if she finds a B herself after listing period – Montgomery – no commission b/c extension clause does not go that far during listing period – Montgomery – she has to pay commission b/c exclusive (if the house gets sold at all, commission is due)

Linda would have to change the K to an exclusive agency

Concern #7 – CA – Section 4(a) – Would the tenancy-at-will trigger that clause – I guess this depends on how tenant-friendly the jurisdiction is

Broker right to compensation

1. Commission is usually paid at closing, but the commission is earned when the broker produces a ready, willing and able buyer

a. Acceptable written offer

b. This can be contracted around – express contract

c. New minority rule – broker needs to find ready, willing and able buyer and the sale must close 

i. Exception – if default is caused by buyer, then commission is payable

2. Conditions in the contract for sale

a. Failure of sale to close due to unsatisfied condition – generally, broker is not entitled to commission

3. When seller signs contract for sale with the buyer, he is signifying that the buyer met the conditions for sale – shifting the duty from broker to seller

a. A minority of courts have found that buyer default is evidence of not being ready, willing and able, holding broker liable – there is an implied duty on the broker to make sure buyer is financially able, etc.

4. Earnest money – buyer default after signing contract; earnest money is usually forfeited to seller

a. Listing contract may say that the broker’s commission comes out of the earnest money

b. Who is holding the earnest money – can be broker, seller, or 3rd party in escrow

5. Broker compensation claims are usually against the seller only b/c there is no privity b/w them and the buyer

a. But, recovery against the seller is possible based on the theory that buyer’s wrongful conduct has deprived the broker of the commission that he would have collected

The custom of paying the broker his commission at closing is just a timing device.

Exceptions:

1. Adding conditions into the K of Sale.  If the sale fails to close, then the broker is not entitled to a commission.

2. Reinterpreting the general rule that a buyer is ready, willing, and able to purchase.  If the deal does not go through then the broker has not made sure that the buyer is financially able to complete the deal.

3. Express K.  The seller can negotiate into the K that commission will not be rendered until the sale is closed.

Liability on a buyer who backs out of a deal is rare, because of the lack of a K between broker and buyer.

Blank v. Borden:  (Express K Denying Commission w/out Sale)

P entered into an exclusive sales K with D to sell property.  The K had a provision that the broker would not get a commission unless a sale occurred.

D informed him that the property was no longer for sale.

Issue:  Whether P can recover from the exclusive sales K even though D ended his services?  No.

Holding:  The terms of a K that were negotiated should be fully enforced.

III. The contract of sale

a. Before the contract

i. Being a buyer in the residential market

Contracting timeline (page 101)

1. Pre-K – letter of intent, option to purchase/sell

2. Executory period – P&S agreement, loan application, appraisal, survey, title inspection/delivery of binder, physical inspection, environmental inspections, satisfaction of other contingencies

3. Closing – closing of P&S, closing of loan/mortgage

4. Post-closing – record deed and mortgage

Brauneis timeline – 3 periods, 2 moments

3 periods – pre-K, executory K, postclosing

2 moments – K signing, closing

Where do we want to put other actions on this line?

Sample actions

1. Physical inspection of property (pre-K or executory K; executory K if done professionally for money, if deal may be contingent on the inspection)

2. Applying for financing (pre-K or executory K)

3. Title search (by title co.) (pre-K if free pursuant to title insurance info or executory K if worried about the cost)

4. Giving B financial info to S (pre K?  executory K?  K signing?) (earnest money – at time of K signing)

5. Survey of land (executory K if cost but pre-K if worried about the land)

6. Obtaining past utility bills (this might affect purchase price so pre-K)

7. Obtaining comparable sales info (pre-K b/c it affects purchase price and negotiation)

Letter of intent (pre-K)

Possible legal effects

1. No legal effect; not binding on either party

2. Binds parties to conduct good faith negotiations toward agreement

Letter of intent shows commitment – who would want that – the person who discloses info perhaps

A mere letter of intent usually has no legal effect

Size increase or time increase ( desire for letter of intent increases

Letter of intent simplifies/explains the terms of the K before the actual K

Why does Zip Realty make buyers agree to the terms of use?  Money.  

Is this a buyer’s broker agreement?  They show houses of seller to buyers.

Can you sign up for Zip Realty and then sign up with another broker?  Term of use #17 – client must immediately notify Zip Realty.  What if client does not?  What if client violates Term of use #9?  Zip Realty would want full commission.  Person could argue that they did not have a principal-agent relationship.

Letter of intent – courts interpretations – 

3. Binding option agreement

4. Binding purchase and sale agreement

Both of these must meet SOF requirements

ii. Preparing to contract (Beller & Gould v. Lisenby)

Beller & Gould v. Lisenby:  (Letter of Intent Enforceable:  Contained Essential Terms)

Ps sought to enforce letter of intent against D.

Ct found this to be an enforceable agreement.  Would allow extrinsic ev.  However, the letter of intent was not vague, indefinite or uncertain.

Beller & Gould v. Lisenby, page 119

B&G = plaintiff/buyer; Lisenby = defendant/seller

B&G had an option to purchase

Trial court gave a directed verdict of defendant

Appellate court sent the case back b/c a trier of fact could find that there was an enforceable K even though at the bottom the letter said that it was a letter of intent (but the letter also mentioned option)

The letter of intent was quite specific – this suggests they thought it was binding

Letter dated July 14, 1977

Sellers notified buyers in December that they thought it was not binding

What if they had notified on 7/15/77?  What did B&G do after 7/14/77?  They committed themselves to other 3Ps and made some expenditures.

What if language were clear that letter of intent but actions by B&G clearly indicated otherwise?  Clear language might prevail (said a student).  

What about the current letter with no reliance/actions by B&G?  Letter might be enough (said a student).

Paragraph 7 – down payment calculated at a release price of $15k/acre – clearing the title lot by lot – release your interest in a certain number of lots so that we can sell them – we will tell the certain number at closing – down payment will be that times $15k

$720,000 - $300,000 (down payment assuming 20 acres) = $420,000 first year pay only interest 8%

Next 3 years pay principal and interest

The agreement is pretty specific

But it does not say monthly or yearly payments or how much principal in the last 3 years

Maybe the parties did not care

Pre-contract

a. Preparing to contract

i. Letter of intent

1. Not a legally binding agreement

2. Intent to go forward, a short time period and no consideration – takes the property off the market and is an indication by the parties that there will be further negotiation

b. Option to purchase/sell

i. One of the parties is bound, leaving the other party free to decide whether or not to continue with the transaction 

ii. Property is taken off the market

c. The intent of the parties is essential in determining whether a document is a letter of intent or an option K – look to their behavior and whether there is enough info to have an enforceable K

b. Executing an enforceable agreement:  Statute of frauds and property descriptions (Van der Bent v. Gilling)

SOF – need memorandum of K in one or more writing(s)

Contracts for sale of land fall under the state SOF – listing contracts do not b/c the subject matter is broker services, not sale of real estate

1. Essential terms (parol evidence rule/integration clause may prevent additional oral terms)

a. Names of parties

b. Sufficient description of land (Van der Bent v. Gilling)

(1) Strict:  sufficiently definite to locate the land w/o extrinsic evidence – street address is not enough b/c the boundaries are not delineated

(2) Loose:  sufficient if with extrinsic evidence can exclude all other property

c. Intent to buy and sell

d. Price?  States divided.  

2. Signed by the party to be charged (i.e., the party against whom enforcement is sought)

· Legal entities – need an authorized person

· Co-owners – worried about both owners signing

Avoiding the SOF:

Part Performance/Equitable Estoppel Exception

I. Practical Requirements: An oral K to purchase RE is enforceable when a party can demonstrate substantial reliance on that K.  Buyer must take possession AND usually pay all or part of purchase price OR make improvements.  Helpful:  Seller inaction in face of actual or imputed knowledge of buyer’s acts; seller misleading.

II. Theories:  Evidentiary vs. Hardship

a. Evidentiary:  Part performance is good evidence of the agreement.  There may be a sufficient substitute to a writing, i.e. relying on a promise.

b. Hardship:  Inequitable to allow a seller to use the SOF when the seller has not acted in the face of particular buyer activities (proof that the B relied on oral K).

III. Legal Approaches:  Part performance focuses on buyer reliance; equitable estoppel focuses on action/inaction of seller.

Partial performance/equitable estoppel exception

a. Strict:  acts in reliance must be exclusively referable – the party seeking performance’s actions can only be explained on the assumption that there was a K

b. Loose:  if the K is admitted or there are strong independent acts to prove its existence, the writing requirement is relaxed

Van der Bent v. Gilling (page 347)  (Sufficient Description for Specific Performance)

Ct says that the description is sufficiently definite to warrant a decree of specific performance.

Risk of loss

1. In the absence of agreement

a. Equitable conversion

Enforceable by specific performance

b. UVPRA

2. Treatment by forms

3. Drafting from scratch – Problem 4E

4. Insurance

a. Basic principles and problems

b. Holscher v. James

c. Executory contracts

i. Risk of loss during executory period (Holscher v. James)

Holscher v. James:  (Risk of Loss at Possession)

Signed K, which had a risk of loss to buyer.  Just moved in and fire destroyed house.

Without risk of loss the damage would have been the responsibility of the sellers, the Hs.

If the K had no contingencies, then at the signing the risk of loss would have shifted from seller to buyer.

If there are contingencies, you look to see when those contingencies are satisfied.

UVPRA:  Parties can always modify equitable conversion.  Just default rules.

The first of either:  Then risk of loss is passed to the buyer.

· Legal title

· Possession

In Holscher possession, risk of loss on Hs.

Holscher (seller) v. James (buyer), page 145

Default – James would bear risk of loss b/c equity regards as done what should be done thus B has equitable ownership and thus bears risk of loss but the executory K said that the S would bear risk of loss

What if Idaho followed UVPRA (pp. 142-143)?  UVPRA says follow the agreement.

But assume there was no agreement – then B bore the risk of loss if either legal title or possession had transferred to the B – this would flip the result in Holscher v. James (S bore the risk of loss in Holscher v. James)

Montgomery Co. – paragraph 14 (page 25) – “insurance” – risk of loss is on S until deed of conveyance is recorded (usually B is responsible for recording) (so that S cannot resell) – this K gives S incentive to record

Problem 4E (page 151) – assume that paragraph replaced paragraph 14

Under paragraph 14 it is unclear whether B could rescind, or force S to repair and sell, or force S to sell with abatement so anything that narrows paragraph 14 is seller-friendly

Problem 4E – S may want just rescission at option of any party at any damage

Problem 4E problem – what happens to earnest money – UVPRA says B gets his earnest money back

Another problem – 30% may be abstract in that the structure could be worth a tenth of the land – so perhaps refer to the structure

Another problem – casualty may be vague

What about the timing of the repairs and the closing date?  What if you cannot repair before closing date?  Then you might want an abatement in the P rather than have S repair after closing b/c then S might not repair since B has paid

What if the property is condemned (transfer title from S to gov’t) before closing?

K:  $100k
FMV:  $110k

Court would probably say rescission

Executory Contracts

1. Risk of loss during executory period

a. Common law

i. Equitable conversion, split of title – when the K is signed, risk is shift from seller to buyer, giving the buyer contractual rights and property interest; buyer gets equitable title, seller has legal title

ii. This became a windfall for sellers over time, and a burden on buyers

iii. K was only enforceable if specific performance were available – if there were still contingencies that had not been met, specific performance is not an option

b. Uniform Vendor and Purchase Risk Act (UVPRA)

i. Assigns risk if the K does not – what is contracted for supercedes the UVPRA

ii. Problems

1. Does not say if there can be an abatement if there is material damage

2. No resolution wrt damages if they are immaterial

UVPRA

1-Neither title nor possession has transferred & material part destroyed ( vendor cannot enforce; purchaser gets deposit back

2-Neither title nor possession has transferred & non-material part destroyed ( vendor can enforce

3-Title or possession has transferred ( K continues – buyer has to pay the price; seller can get remedy if buyer breaches agreement

ii. Financing and sale contingencies (Proctor v. Holden)

Insurance, Sale, and Financing Contingencies

Insurance

1. Insurance is personal K – beneficiary is the person named – does not run with the land

2. Insurance intended to provide indemnity (cover actual loss of the beneficiary); so a defense could be that the guy did not own the building

3. Insurance covers the insurable interest of the insured (thus, payment due only if insured has insurable interest)

4. Insurer is subrogated to the rights of the insured (if insurer pays, steps into shoes of insured wrt legal rights to recover against others)

Equitable pressures

1. If an insurer has written a hazard insurance K to cover a particular property and the premiums have been paid, then the insurer should pay when damage

2. The party that is liable for the damage is the party that should get the insurance proceeds

We want shift of insurance from S to B to be simultaneous with the shift of title from S to B

Holscher was listed as an other interest/beneficiary, therefore Holscher recovered under the policy

Were he not, he would most likely lose

Prospective Planning – Thinking like a transactional lawyer.

Making sure that the passage of the risk of loss occurs at exactly the same time as the shift of insurance policies from seller to buyer.

If this is lined up then there are no insurance problems.

If risk of loss transfers at a different time that the insurance policy passes, then there are problems.

Sale contingencies

Hypo – Smith wants to sell her house and buy Jones’ house; Jones is willing to have some type of contingency in the K

In this course only a few default rules cannot be changed by agreement of the parties

We want a contingency that will satisfy both Smith (B) and Jones (S)

1. Compensation to S if B fails to meet contingency (option K) (or keeping the deposit)

2. Time frame – shorter than closing

3. Price on sale contingency – contingent on Smith selling $500k

Jones’ concern – what is the house worth

4. Terms on sale contingency – e.g., financing or write in the form K that Smith should use in selling her house

5. Efforts to pursue – good faith, best efforts, list with a broker

6. Info about the sales process

· Access to 3Ps like Smith’s selling broker

· Periodic reporting of like offers received

7. Waiver

Smith would want to if she wins the lotto

Jones might not want waiver if further she does not want to keep her house off the market another thirty days and she is worried about the sale not happening

Further assurances/alternatives might accompany waiver

8. Could make it a sale or rent contingency (i.e., someone rents Smith’s house)

9. Degrees of compromise about final goal

Proctor v. Holden page 159

The court held that B was not obligated to accept S financing

There was poor drafting in this case b/c it did not specify this

Proctor v. Holden:  (Reminder that good drafting would have prevented expensive litigation)

K should have said that buyer is under obligation to apply for financing from X, Y, Z, but is not responsible for financing from the seller, or vice versa.

The financing sought complied with the contingency.  Not required to accept owner financing.

There are reasons why a buyer may NOT want to accept owner financing:

1. A buyer may want to buy only if the judgment of a particular lender as to the property’s value concurs with his own

2. A buyer may want to borrow only from a lender whose practices in the event of default are known to be patient and reasonable

3. Lender’s practices in permitting rapid pre-payment of loans vary widely and a buyer may want to go with a lender who would not seek to penalize pre-payment.

Financing and Sale Contingencies

1. Purchase contingencies

a. Condition – failure to meet condition leads to non-enforcement of the contract

b. Promise or covenant – breach of covenant does not lead to non-enforceable contract – the contract survives

2. Financing contingencies

a. Commitment – deal may not actually go through

b. Approval – there is nothing left for the lender to do – he is unconditionally committed to funding the loan – lender has done due diligence to ensure that borrower has met certain criteria for credit

c. Funding – lender has to show up with the money at closing – there is a risk that the deal may not go through and the buyer may not get the deposit back – very risky for seller

3. Timing of the contingency

4. Info required by party burdened by the contingency

5. Requirement of pursuit

6. Compensation if failure to meet contingency

7. Waiver

8. Power of the party burdened by the contingency to rescind

Loan Commitment:  A loan commitment contingency will be shortly after (7-10 days) K signing and before closing.  If the buyer gets the commitment then the buyer is then obligated to go through with the deal.  Shifts substantial risk from the seller to the buyer.

Funding:  Funding Contingency occurs at closing.

The Mortgage Financing Condition:  An all-cash K requires the buyer either to have all the cash available in advance or to take on the risk of obtaining it on affordable terms.  Even when the buyer has the cash in advance, there is a risk that the money may not be available at closing due to an unexpected event.  The way to reduce this risk for the buyer is to draft a K contingency describing how he will acquire the purchase money for completing the transaction.  Buyer would want strict terms so that, if they cannot be met, then the buyer will be relieved from obligation.

iii. Quantity of land (Turner v. Ferrin)

Turner v. Ferrin page 173

96.73 acres more or less

$230,000—$100,000 down payment and $130,000 loan

Eventually the B was unable to make the payments 

Rather than lose the land, B sues b/c it was 6 acres less than 96.73

This was a sale in gross – the sale was for a lump sum rather than based on a per acre price

When might acreage be important?  If you will be farming – yield per acre, or to meet zoning requirements

The land was observed by the B (extrinsic evidence)

The K said 96.73 acres “more or less”

Argument – 96.72 or 96.74 okay but 90 not okay

The court said 10-30% variations are not material when sale in gross (although tiny variations are material when sale per acre)

How do we know this was a sale in gross?

I guess b/c the B knew what he was getting b/c he observed it (in addition to no price per acre, more or less language) and the Turners (B) brought up the shortfall at a late date – so concern – pretext

Turner v. Ferrin:  (K in Gross)

Deed contained same description as in the K.

Sellers financed the deal.  Loaned the buyers 130,000.  Buyers didn’t make final payment.

Before land is foreclosed they have a survey done and find that there are 6 acres less than the 96.73 acres promised.

Important to Ct:  (How do we know this is a K in gross?)

1. More or less language

2. No per acre price – No ev that the parties had come to the purchase price by figuring out a price per acreage.  Instead it was a lump sum.

3. Observation by purchaser – Extrinsic ev – 96 acres was enough to observe the property and get a sense of what the boundaries are.

Must look at whether shortage or surplus is minor or extreme.

What’s the legal effect of a sale in gross?  Not as concerned with the quantity of land as with the boundaries.  Once it’s understood where the boundaries are, don’t care what the exact acreage is within the boundaries.

When would acreage be important?

· Farming and you’re thinking of how much the land will yield.

· Zoning purposes – There may be an acreage limit to what you want to build.

iv. Physical condition of property and inspection contingencies

1. Liability for physical condition (Pitre v. Twelve Oak Trust, Petrillo v. Bachenberg, Van Camp v. Bradford)

Levy and Griffiths – SUP 61

If you ask a question and S lies then that is misrepresentation

So the lawyer should lead the witness down memory lane

Liability for physical condition

I. S is silent

A. S has no actual knowledge

B. S knows and says nothing

II. S says something

III. S’s attorney says something

IV. Disclose/disclaim statutes

S has no actual knowledge

· Usually no duty (no implied warranty)

· Some states – exception for new homes

· Possibly some extreme form of latent defect rule, imposing liability for what S should have known (compare brokers, Easton v. Strassburger (red flags and landslides), Easton rationale – brokers have specialized knowledge whereas Ss do not

S knows and says nothing

· Minority rule – no duty unless fiduciary relationship or active concealment

· Majority rule – liability for latent defects

· Pitre v. Twelve Oak Trust – latency

· Van Camp v. Bradford (rape house case) – scope of physical condition

Pitre – when is a defect latent – a defect that B cannot reasonably discover with an ordinary inspection

B said their inspector was too big to crawl under the house and thus the defect was latent

B loses the case

· They could have gotten a smaller inspector and they had a full opportunity to inspect

· As is

· Reduction in P (not a great argument)

· 140 year old house – what is reasonable/ordinary for this is different

Montgomery County K – page 31 – as is clause #3 – there are no warranties

Van Camp case – defendants said it was a stigma case and no cause of action for stigma

In this case the D engaged in misrepresentation when asked about the window bars

The rapist was still at large – does this make it different from a stigma case – safety; stigma could involve a one-time non-recurring event but this rape could happen again so safety issue

Concern – do we want the S to have to tell the B everything

S says something

A. Is the utterance an express warranty?  (Section 18 Montgomery)

· Fact vs. opinion

· Interpreting the forms

B. Merger clause:  has the representation merged into the K or deed?  (Section 33 Montgomery)

C. Effect of specific disclaimer – “as is” warning, merger clause – does that override prior oral representations – sometimes

2. Inspection contingencies

Disclosure/disclaimer statement

Used to be used to shame sellers into disclosing

This was not successful – most sellers disclaim

Buyers are getting used to this

This weakens the grounds for having such a statute

Inspections are costly and cannot be sued for any other property obviously

Montgomery County K Addendum – inspection contingencies – there are 2 alternatives (page 31) – how do you explain the difference

1. Types of defects

Specific has a finite list of types of defects – if one of these is discovered

General – whether the inspection report is satisfactory

2. Remedy

Specific – seller has right to/can cure or not

General – buyer can rescind

To the S, how is the general inspection contingency different from a purchase option?  (Price of the option is the price of the inspection.)  There is a time limit (the blanks) that the S can bargain on.  Also you could argue that the B must be unsatisfied in good faith, although bad faith is hard to prove

General inspection contingency – blanket contingency where if B is unhappy in any way, he can back out

Specific inspection contingency – limited to potential defects expressly listed in K

d. Closing the contract

i. Introduction and mechanics of closing:  the HUD-1 Settlement Statement and other needed documents

Closing

Flow of documents

Settlement Statement HUD nationwide

End results – lines 303 and 603

You want to fill out this form beforehand so that they can know whether they have enough money

Barbara and Sam page 67

Back of Settlement Statement

Commission – S pays $9k and $7.5k

Space for names b/c someone will be writing check

Items Payable in Connection with Loan includes Loan Origination Fee $4,725.00

Items Required by Lender To Be Paid in Advance

What is going on with the duplication (902 & 1002 and 903 & 1001)?

1002 and 1001 – the lender requires the buyer to accumulate in an escrow account money to pay the premium for the next year, and the escrow account keeps the lender informed about whether the buyer is paying for the insurance

Title Charges

Seller pays for owner’s (buyer’s) coverage and buyer pays for lender’s coverage

Total Settlement Charges (1400) is brought over to the front to lines 103 and 502

Section J and Section K

K sales price

Personal property, e.g., satellite dish

Settlement Statement HUD – bottom lets buyer (sometimes seller) know how much cash they need to bring to the table

Adjustments for items paid by S in advance – What are these?  E.g., taxes paid in advance – B should have to bear the cost relating to the time that he occupies the property

SUP 71-72 lists types of documents

Closing 
– Closing of the purchase and sale K

– Closing of the loan

HUD-1 Settlement Statement – tracks the flow of money b/w the parties

2 Closings occur at once:  Closing of purchase and sale K AND of the loan.

Loan Closing – Lender has made a loan commitment, but at closing it’s time to get the promissory note and release the funds.

ii. Merger, escrows (Embassy Group v. Hatch)

Doctrine of merger

Embassy Group v. Hatch page 220

EG (successor to seller) says the agreement was to sell for $80k

Hatch (buyer) says the agreement was to sell for $40k

EG says there were 2 agreements for 2 parts of Lot 33 (we do not know why this would be)

It says execution of a final real estate K shall abrogate this agreement (a merger clause would say deed instead of real estate K)

Line b/w letter of intent and K

They entered a K but it did not embody all of the terms of the agreement

Financing – short-term S financing

(S financing until B builds house on property at which time B would get a long term loan from a bank)

So maybe the splitting was related to the financing 

The judge was a little skeptical of the Hatches since the property was valued at $99k, more than double of $40k

The deed was delivered – merger – the Ks are irrelevant – buyer delivered cash – all title goes to buyer

Price – if K said $100 but S accepts $90 then S cannot argue K/$100

Amount of land – 

Quality of title – cannot sue based on promises (warranties) in the purchase and sale K

Encumbrances/defects – B cannot sue for easements if they are in the deed, even if they are not in the purchase and sale K – this is not fraud if S did not know about the easement and anyway there is no misrepresentation in the deed

Exceptions to merger doctrine – 

Fraud

Mutual mistake – not here b/c Hatch testimony found credible

Collateral matters

Embassy Group v. Hatch:  (Merger: All Prior Terms Extinguished – Not Mutual Mistake)

P claims that the property was to be sold in two installments of $40,000.  D claims that the entire property was for sale for $40,000.

Issue:  Whether the D breached the sales K?  No.

Whether there was fraud?  No.

Whether there was a mutual mistake?  No.
Holding:  The deed is the final agreement and all prior terms are extinguished and unenforceable.

Fraud requires that all elements be established by clear and convincing ev.

Mistake:  No ev that the D was aware of the mistake and kept silent.
What would lead this transaction to be split up the way Embassy thought it was?

Abrogation Clause:  The forms that are signed are not full purchase and sale Ks.  They are skeletal.  It may be that sales people find it easier to present the buyer with a simpler form.  Paper it up later.

Entered into legal binding K, but K does not embody all terms of the agreement.

If there were supposed to be 2 Ks, then why would they do it this way?
· Financing may have structured deal this way.

· The seller was providing short time construction financing until they could get regular long term financing.

Ct says that the Ks are irrelevant because of the doctrine of merger.  Once the deed is delivered then all previous Ks are unenforceable.
Issues that are EXCEPTIONS to the Doctrine of Merger:  Title Matters:  Price, Amount of land

Exceptions to Doctrine of Merger:  Fraud, Mutual Mistake, Collateral Matters

At closing must match up the K and the deed.

Escrow agent duties

-Strictly follow terms of escrow document

-Only exception – follow judgments in cases to which escrow agent is a party (Miller v. Craig had this in there)

Tax liens take precedence over mortgage liens – so lender do not want unpaid taxes (lender escrow)

Escrow – the use of a neutral 3P to hold funds

Fourth type of escrow – Miller v. Craig – single purpose deposit

Multiple representation in real estate deals

Malpractice and discipline – (1) p.i. (2) real estate

Fact situation SUP 102 Smith=S; Jones=B

They both want you to do the legal stuff

Do you need to ask them questions to see whether you can represent them?

Is independent professional judgment objective or subjective?

Objective I guess.

Do they have differing interest?

Actually different interests vs. potential different interests

If they are in agreement on all matters, then there are no differing interests, then you are okay.

The Model Code approach:

If employment would (1) adversely affect independent professional judgment or (2) represent differing interests then decline employment unless (1) obvious that lawyer can adequately represent the interest of each client and (2) each client consents after full disclosure.  

SUP 104 – possible pitfalls

(1) Answer the question but disclose to the parties beforehand that you have to answer questions

(2) Default rule – interests in Ks are freely assignable

Tell clients beforehand that whatever any one tells you, you will/must tell the other

(this is the opposite of brokers – they do confidentiality over disclosure)

(3) Jones did not ask you; should you tell him there might be a problem?

Tell him, since he is your client, but make sure Smith and Jones know that you will do this (give advice) beforehand

(4) Is consent from Jones required?

What if Jones says no and wants to rescind?

Can you disobey Jones and do it anyway?

We have a problem – one client wants X and the other wants not X – head-to-head – need to withdraw – this ends up costing more (having to get two lawyers up to speed) – so you should discuss this with the parties beforehand

Disclosure/Consent guidelines

· Give advice upon request

· No confidentiality

· Give advice even w/o request

· Need to withdraw if actual conflict

· No ACP b/c commonly represented clients

1. Merger

a. Once the executory K is fully performed by delivery of the deed, the terms of the deed replace the promises, representations and conditions in the K – if there is a contradiction, the deed prevails

b. Survival clause – stuff that will survive the merger

c. Waiver of merger doctrine in core areas (like warranty of title) is not permissible b/c 3rd parties rely on it after the deed has been recorded

d. Exceptions to merger doctrine

i. Collateral matters – merger is based on the parties’ presumed intent, so if there is enough evidence that something was intended to survive closing, merger does not apply

ii. Fraud – if a party has committed fraud in closing the transaction, he cannot use the merger doctrine to relieve of an earlier obligation

iii. Mutual mistake – if parties operated under a mutual mistake as to the content of the closing documents, reformation is available despite the doctrine of merger – unilateral mistake is not enough

2. Escrows

a. Closing escrow – type of closing where an agent receives all documents and money, makes sure that all the steps have been taken, records the documents and then remits the funds

b. Contingency escrow – resolves problems that arise before or at closing – if there is a defect that needs to be remedied and the timing for the remedy will be after the closing date

c. Loan escrow – initial payments to lender to hold money for paying annual property taxes, fire and hazard insurance premiums

iii. Multiple representation problems (In re Dolan)

Nothing in notes

In re Dolan:  Considering the risks of multiple representation, should we have it?

Might be time to do away with this and the parties should each get their own lawyer.

Dolan obtained financing for developers.  Financing included the construction mortgage and the permanent mortgages for the buyers of the townhouses.

Also represented mortgage company in sales involving permanent mortgages.

Purchasers were given waiver and consent forms at closing.

2 Areas of Conflict:

Representation of developer while municipal atty

Representation of seller, purchaser-mortgagor, and the mortgagee.

Holding:  In order to represent multiple parties the atty must give full disclosure and explain in detail the pitfalls that may arise from multiple representation.

Dissent:

Consent of lay person cannot be truly informed.

Atty has a stake in maintaining good will with his primary client.

1-attorney needs to make full disclosure to both parties of potential risks of multiple representation

2-all the parties need to consent to multiple representation

3-there may be a change in circumstances that raises a conflict b/w the parties so that the attorney can no longer properly represent both clients

4-Model Code 5-105 (A)-(C) – If acceptance of proferred employment (or continuation of current employment) would be likely to (1) adversely affect the exercise of a lawyer’s independent professional judgment on behalf of a client OR (2) involve the lawyer in representing differing interests THEN the lawyer must decline the proferred employment (or discontinue the employment) UNLESS (1) it is obvious that the lawyer can adequately represent the interest of each client AND (2) each client consents to the representation after full disclosure of the possible effect of such representation on the exercise of his independent professional judgment on behalf of each

IV. Contract remedies

a. Measure of damages (Zareas v. Smith, Kuhn v. Spatial Design)

Kuhn added facts

$510,000
K price (scheduled closing = Oct. 1)

50,000
deposit

480,000
market value at date of breach (Sept. 1)

434,000
resale P (resold = Jan. 1)

15,000
interest on SD’s construction loan, plus RE taxes, plus hazard insurance from 10/1-1/1

$500

advertising required to resell house

$200
cost of homeowner’s protection plan, to be paid by SD, included in K with Kuhn, but not in resale K

25,750
5% commission due on original sale

Today – expectation damages when B breaches

Want to put S in the position S would have been in had B performed

Kuhn SUP 116

Kuhn (B) misled the ppl into believing that they could afford the house, Kuhn had to back out, there was a financing contingency, however, they breached the K thru their fraud

So calculate damages

2 jurisdictions/rules – if S does not resell and if S resells

Expectation damages B breach

(1) K price – FMV (time of breach) = 510000 – 480000 = 30000

(2) K price – resale price = 510000 – 434000 = 76000

Resale price has to be reasonable as to time, manner, terms

If there is not a resale then all jurisdictions use K – FMV; if there has been a resale then a jurisdiction uses one measure or the other

Court in Kuhn chose K – resale

Matter of policy:  Maybe you could use (2) where there is fraud or strategic behavior and (1) where there is not 

How do we figure in the $15,000, etc.?

SD will argue to include them in damages b/c (2) assumes that resale is not immediate and therefore there will be extra costs and this is different from Zareas v. Smith b/c here there was a closing date

Counterargument – there could have been offsetting benefits – e.g., renting it out (counterargument – renting makes no sense for undefined short term)

If this house were occupied by seller then there would be imputed rental income from possession, but here, it was a new, empty house

So add $15,000 and no deduction for offsetting benefits (b/c done)

What about $500 advertising?  Foreseeable consequential damages.

What about $200 homeowner protection plan that was not included in the resale K?  Reduce damages ($76,000) by $200 (to $75,800).

(b/c the $200 is like an expenses saved due to the breach)

What if there was a non-monetary difference b/w the 2 contracts (e.g., risk of loss)?  Maybe you could figure out how much it cost to insure the house during that period (3 months).

Zareas – the restaurant burned down during the time of K and the time of resale – but NH rejected equitable conversion and therefore the risk of loss was on S

Zareas v. Smith:  Measure of Damages = Seller’s loss of bargain, the difference between the K price and the actual value of the RE at the time of the breach

If the actual value is equal to or greater than the K price, then the P can recover only nominal damages.

Kuhn is a NJ case

Another issue – real estate commission 

Was there any commission paid on the resale?  No, thinks Brauneis.  SUP 120 [7]:  Kuhn argues that there was an avoided cost/expenses saved – SD would have to pay commission on Kuhn sale but not on resale.  Here is seems that the broker can go after B or S, b/c B has an implied promise to go through with the sale and b/c if S gets damages then S is liable for the commission.  So maybe the commission is not an avoided cost.  We do not know yet who the broker will sue.  Solution of the court – Kuhn is the guilty party – so not reduce SD damages now – but if broker sues Kuhn then Kuhn can go after SD.  

Kuhn v. Spatial Design:  If a buyer breaches, then the seller may resell in a manner that is reasonable to method, manner, time, place and terms.  The B must have notice.  The S may recover the amount unpaid by the K and any incidental and consequential damages that exceed the resale price.

(S)Expectancy Damages = Difference in K Price & the FMV of the property at the time of the breach.

(B)Expectancy Damages = Difference in the FMV of the property at the time of the breach & K Price.

Mutuality of Remedy – For every type of remedy available to one party, a mutual remedy should be available to the other party.

Primary Remedies for the Breach of RE Ks are:

1. Damages at law

2. Tort remedies related to the K

3. Equitable Remedies

4. Liquidated Damages

b. Liquidated damages (Maxton v. LoGalbo, Grossinger v. American Nat’l Bank)

Deposits/Liquidated Damages (LD)
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All jurisdictions – actual damages hard to fix and they must be reasonable

Liquidated Damages

(Deposits/Liquidated Damages & Part Performance)

Typical Practice:  Deposits will be forfeited as liquidated damages if the buyer defaults.

Deposits are also part performance.  Buyer is putting up some portion of the purchase price, because of this there are some overlapping of rules.

Maxton Builders v. LoGalbo – SUP 123

LoGalbo – buyer – he did not notify S of rescission within 3 days ( S kept the deposit 

LD have to arise by agreement; a fixed amount 

Was there an agreement?  No; no mention of a LD clause.  

The NY court allowed the S to keep the deposit

SUP 128 – B cannot recover the deposit where it is 10%

(can parties K around this by saying B can recover any amount in excess of S’s actual damages – yes – court says bargaining table is the place to change Lawrence v. Miller)

B has burden of proof if there was a deposit

S has burden of proof if there was no deposit

Maxton v. LoGalbo:  (No liquidated damages clause)

Contingency that the buyer would not purchase if the taxes on the property were too high.

The seller kept the deposit, because it was a traditional practice.  There was no mention of liquidated damages.

Liquidated damages have to arise by agreement only.

Grossinger case SUP 129 (IL case)

Plaintiff/buyer/Grossinger failed to get rezoning and wanted to rescind, S sold it for more (so no actual damages)

B wanted his earnest money back but S wanted to keep it as LD, B said the K provision was unenforceable b/c it gave the S a choice; i.e., there was no agreement

All jurisdictions – (1) and (2)

Illinois and Florida – (3)

(1) Actual damages are hard to fix (especially in real estate)

(2) Need a reasonable estimate of actual damages

(3) No option – LD or actual damages

Invalid liquidation clause ( strike it ( look to part performance rules

Majority – look at actual damages – there are more in this case – deposit less actual damages is the deposit

Grossinger Motorcorp v. American Nat’l Bank & Trust:  (Liquidated damages clause)

Land needed to be rezoned if the buyer could use land as intended.

Question whether buyer was using good faith effort to have land rezoned.

Ct finds buyer in breach.

Montgomery County K page 24 para. 7 – Forfeiture of deposit/legal remedies – the S has a choice b/w LD (the deposit) or legal remedies

This provision is unenforceable in IL and FL

What if S has done nothing and 30 days have passed – what happens to the deposit?  Paragraph 7(c) – S must return the deposit to B.

Who holds the deposit?  Typically S’s broker.

This makes B feel uneasy and it might take B years to get back his deposit

Paragraph 7(a) – if B breaches and S gets anything then the S shall pay the agent some money

Why would the B and S benefit the broker like this?  The only answer is that the broker drafted the K.  Is it enforceable?  Yes.  Brokers can be 3P beneficiaries of Ks.  

c. Reformation, rescission, and timing (Geist v. Lehman, Kasten v. Maple Ridge)

Nothing in notes

Equitable damages

1. Reformation

a. Rewriting an instrument if one party can demonstrate by clear and convincing evidence that the instrument did not express the common intent of the parties, due to mutual mistake

b. Merger may be involved, but merger is not allowed where there is mutual mistake

c. Unilateral mistake – merger allowed – Embassy Group

2. Rescission

a. Court will award rescission when one party mistakenly enters a K reasonably relying on the other party’s innocent misrepresentations of material fact

b. Fraud vs. innocent misrepresentation – no need for actual knowledge of falsity in order to get rescission

c. There really is not meeting of the minds if the K can be rescinded

d. Timing – “time is of the essence”

i. Uniform Land Transactions Act – courts can determine whether failure to perform on date of K is material breach or not – look at the K to see if time really makes a difference – parties may also provide in the K that failure to perform on a set date will release the other party to perform

ii. Phrase “time is of the essence” needs to be explained, and either party may unilaterally insert a time is of the essence clause as long as there is notice – comes from common law/prevailing view – compare with quantity of land issues – are they distinguishable – not according to the rule

iii. The Act’s rationale – there are many cases where parties are trying to get out of transactions b/c of minor deviations in deadlines – assumption of closing dates when they are set are kind of random

Reformation, Rescission, and Timing

Four Major Equitable Remedies:

1. Rescission – Allows the parties to put an end to the agreement.

The principle of rescission involves only one side of the party making a mistake.  The mistake must be made in reliance on misrepresentations made by the other party.  Misrepresentations do not need to be intentional, (tort action for fraud) can be innocent.  Evidentiary standard = Preponderance of the ev.

2. Specific Performance – Forces the parties to complete the transaction.

A seller is more likely to seek specific performance when the market is weak or going down.

A buyer is more likely to seek specific performance when the market is going up.

3. Vendor/Vendee’s Lien – Provides an enforcement mechanism to secure monies advanced or owed.

4. Reformation – Allows parties to reform or rewrite the K, in the event of mutual mistake, to reflect an intent different from that expressed in the actual language of the agreement.

A ct will order an instrument to be rewritten to conform to the intent of the parties.  Have to show that there was a mutual mistake, so that both parties intended the document to say something other than what it says.  The burden is to show a mutual mistake by a heightened evidentiary standard, by clear and convincing ev.

Geist v. Lehman: (Rescission)

P wants to get out of K because he thought he would be getting more land than he would.  P requested that D correct the title defect or rescind the K.

Issue:  Whether the B can rescind the K based on an innocent misrepresentation of a material fact that he relied upon?  No.

Holding:  Rescission = Rescission of a K is proper where one party mistakenly enters into a K because he reasonably relies on the other party’s innocent misrepresentations of a material fact.

· If Geist was worried, he should have had the property surveyed.  

· Is the mailing address sufficient to enforce a K?  Could argue that the description of land is not sufficient under the SOF.

Kasten Construction v. Maple Ridge Construction:  (Timing)

· Involves a closing date that passed without immediate notice from either party.

· 5 days after expiration the B said title examination would take 3 weeks and S said the closing date had passed and that B was in breach.  S says the K was null and void.

· Ct says that timing was not of the essence.  Ct would instead look at a reasonable time.

· In order for ct not to discard expression as just boiler plate, would need to recite in the K the specific reasons why time is of the essence.  There may be other obligations that may be breached if time is not of the essence.  Ct may then infer that time is of the essence.

· Dates in a K are subject to reasonable flexibility unless it’s clear the parties intended otherwise.

d. Specific performance (Steiner v. Brian Park)

Specific performance

1. Available to both B and S?

a. Uniqueness requirement – RE is unique

b. Mutuality of remedy – allows S to get SP as well unless large developer, for whom property is fungible

c. Purchasing for resale – if S can prove that then B cannot get SP b/c for the B it is just money

d. Excluding by K – can parties preclude SP through K – yes

2. Equitable defenses/considerations

a. Unclean hands – the person seeking SP must have performed

b. Laches – if the non-breaching party delays suit and the delay prejudices the D then the court may refuse SP

3. “Ready, willing, and able” requirement – RWA to perform obligations in timely manner and will be able to perform if obtain judgment

a. Ready/willing – must tender (offer) performance on time; excused by repudiation of other party

b. Able – must show that would have been able to tender performance in a timely manner; excused if acts of other party interfered with ability

4. Practical problem of preserving “ability”

5. Specific performance with abatement

6. Combining specific performance with damages

a. Generally – SP equivalent to expectation damages; may still be able to add incidental, consequential

b. Examples

1. S breach – add cost of substitute housing for B b/w closing, judgment, subtract holding costs for property

2. B breach – add holding costs, subtract rent received or that could have been received

Steiner case page 258

Steiner = P = B and D signed an agreement in February 1984 that said closing on August 14, 1986

Multiple scheduled payments during the 2-year executory period

They made some changes – increase purchase price, more payments, and closing on August 27, 1986

Steiner’s financing negotiations fell through 

He got other people

He asked sellers to push back closing date but sellers would not budge

ULTA 2-302(d) – if the K specifies a date then either party may specify that time is of the essence (and get rid of the reasonable time requirement) (by reasonable and good faith notice)

Was sellers’ refusal to budge the same as converting to time is of the essence?

Argument – 13 days is not a reasonable time for notice b/c the executory period was 2 years

Argument – lack of good faith b/c S said this when B asked for more time

Argument – S was not saying that the K would be null and void if the closing were not on Aug. 27, 1986

What is a reasonable time?

The last date that is mentioned is Oct. 15, 1986

There was a 13 day extension already, which shows that 13 days is okay and therefore the reasonable time is short

Here, the B was not RWA

W/o a final joint venture agreement for financing, there was not ability

Is a JV sufficient?  We do not know/not enough info

What about readiness in this case?  There was no tender in this case.  Is this a bar?  B could say that S repudiated by not accepting anything after Aug. 27

Practical problem – preserving one’s ability may require add’l time and expense after repudiation by other party

SP w/ abatement – may be available in case of minor defects…

Specific performance with abatement – if an abatement substantially reduces the value of the transaction, a court may find that specific performance is not the appropriate remedy

Uniform Land Transactions Act:

2-302(c):  Time is not of the essence unless specifically stated.

2-302(d):  After the K is signed this gives either party an option to add a time of the essence provision.
Steiner v. Brian Park Associates:  (Time is of the Essence:  Must be RWA at time)

Development project – Schedule spans 2 years.  P had trouble getting financing.

Under Uniform Land Transactions Act 2-302(d):  If the K states a specific time, the party may state that failure to act by date will discharge party from duties.

If in good faith, party can make K “time is of the essence.”

Was notice sufficient to convert K to a time is of the essence?  2 weeks is probably insufficient when the executory period was 2 years.  Also waited until the buyers were in trouble.

Parties never argued that “time was of the essence.”  Performance has to have been tendered within a reasonable time after the closing.

The person making the time is of the essence statement is taking a risk, because it can be viewed as a repudiation.

First Issue:  What is a reasonable time?  The reasonable time was relatively short because it was only extended by 2 weeks.

Second Issue:  What constitutes ability?  Ct says that without a final joint venture agreement there is no ability.  If want to prove Ability:  Might want to enter into ev the joint venture agreement, but also other financial statements that put together they had the money to do the deal.

e. Vendee/vendor’s liens (Mihranian v. Padula)

Mihranian v. Padula page 260

S = Padula = Defendant

Contingency – B wanted deposit back – S said no – S sold property to Villa Madrid – easy for B to put a lien on the property rather than pursue S

Court used theory of vendor’s/vendee’s lien – courts of equity will create this lien

Lis pendens = pending lawsuit

Mihranian = B = Plaintiff filed a lis pendens

Vendor’s/vendee’s liens can support lis pendens 

Here the relief sought was $15,000

If a subsequent purchaser buys the property w/ notice of this lien then the s.p. is liable

Bring forth a foreclosure – force a judicial sale of the property and give $15,000 to Mihranian (unless Villa Madrid beforehand agrees to pay him $15,000)

Vendee’s lien = 12/21/71

Padula ( Villa Madrid = 4/13/72

Mihranian v. Padula:  (Vendee Lien to Recover Deposit)

Entered agreement contingent on approval, when approval was not given, P rightfully rescinded the K and demanded the return of its deposit.

When the deposit was not returned, P established a vendee’s lien on the property.

D assigned all of its rights to a third party.

Holding:  A lien exists not only where the vendor is at fault for breach of the K but also where as here, it is rescinded under a condition entitling the vendee to rescind.  Any third party is bound by the lis pendens and takes title subject to the vendee’s lien.

Problem 7L questions to Mihranian v. Padula

a. Risk that the K could be in effect forever – a cloud on title

b. Slander of title – no b/c M had a reasonable belief

But could get expungement I guess

c. How could the seller protect himself from the buyer recording the P&S K and thereby cloud title – put a clause that says that recording this K makes it void – courts have generally upheld this provision

Vendor’s lien – security of any amount owed the seller, such as purchase price or expectancy damages

Vendee’s lien – lien on the property that the buyer has to secure debts that may arise from rescission granting the right to damages or down payment

f. Lis pendens, attachment, and slander of title (Burger v. Superior Court, Greenfield v. Superior Court)




Lis pendens



Attachment

Availability

Relief sought connected w/

Relief sought not connected




particular property, e.g., SP,

w/ particular property, e.g., 




quiet title, partition


damages AND usually must 









show evasive behavior

Procedure

Recording by plaintiff


Application to court; posting of




(easy to do)



bond; issuance of writ, levy by

sheriff (for real property), recording

If you want to tie up property, you would rather use lis pendens

Lis Pendens, Attachment, and Slander of Title

Lis Pendens:  A suit pending in ct.  Notice of lis pendens filed with a public records office is said to put the whole world on notice that the status of the property or matter being litigated is unsettled and therefore one should proceed with caution in entering into agreements concerning said property.

Attachment is very difficult.  A levy is directed at personal property.  For real property recording serves the requirement for levy.  The seizing of a person’s property to secure a judgment or to be sold in satisfaction of a judgment.

· Unrelated personal injury suit – Will not qualify for lis pendens.  Would have to be attachment.

If seeking to tie up property you will try to get a lis pendens.

The standard for slander of title is did you make a false claim with respect to the property and you had no reasonable belief that you had a claim to the property.  Daisy may think she has a reasonable belief, but her claim is unrelated to the real estate.  False claim would be that personal injury claim had some relation to the real estate.  Claim is not to any particular asset.

Remedies to keep the status quo while litigation is pending:

Adverse Possession – the claimant has some interest in the land.

Prescription – the claimant has some interest in the land.

Specific Performance

Vendor/Vendee’s Lien – Connected to real property for two reasons, one the money owed involves that piece of property and the whole point of liens is that you can enforce them against the property to satisfy the debt.

Fraudulent Conveyance – (Collins)  Sufficient to support a lis pendens, because the remedy seeks a transfer of title.

Constructive Trust – If A pays money to B and B is supposed to pay the money for a particular purpose but instead wrongfully diverts the money and uses it to purchase property.  Using constructive trust, although B has the legal title, as an equitable matter A is B’s beneficiary.  Should that theory support a lis pendens?

Some cts will say yes if you can show you gave them money and they wrongfully diverted it.  Although D has legal title, P has equitable title to the property.

Other cts have been dubious.

Problem 7J (page 268)

a. No lis pendens b/c the relief sought is not in connection w/ the property

Daisy could do attachment but need to show evasive behavior by John so, say, hide assets

b. If plaintiff thinks of lis pendens or attachment then defendant can think of suing for slander of title or expungement

Is slander of title available?  Student says no b/c no damages.

Is expungement available?  Yes b/c John can show that lis pendens was not available.

Expungement is a judgment that itself will be recorded; the lis pendens is not removed; the expungement says to disregard the lis pendens

What if John had damages – then is slander of title appropriate?  Standard for slander of title is false claim about the property and no reasonable belief that you had a claim on the property – here no reasonable belief

The false claim is that she has a right/claim to the property 

Problem 7K

Daisy wants a judgment acknowledging her easement by proscription (like adverse possession)

If Daisy loses should John be able to sue for s of t?  No b/c Daisy had a reasonable belief that she had a claim on the property.  (She had a false claim b/c the court disagreed with her.)  

Burger v. Superior Court (SUP 140)

Church said it was owed $83,000 b/c it paid that for repair and remodeling work that was done on the lodge instead of on the inn

Church recorded a lis pendens

Theory of constructive trust

Was a constructive trust appropriate here?

The court says no.  Distinguishes from Coppinger.

Coppinger – remedy was to convey the property b/c there the agreement was to convey the property

Here, the agreement was to improve the property, not to convey it

Constructive trust supports a lis pendens

Here – no c.t. and no l.p.

Burger v. Superior Ct (Church):  (Not a constructive Trust; No lis pendens)

The Church gave Gus a significant amount of money for repairs that were not done.

The Church then put a lis pendens on the property.

Holding:  The lis pendens was filed in order to regain some of the Church’s monetary loss.  The test for authorizing a lis pendens under the Code of Civ Pro 409 is whether or not the action affects title to or possession of real property.  (Here the lis pendens did not affect title.)

· Ct says that it’s not a constructive trust.

· If conveyance of the property is an improper remedy then constructive trust is a proper remedy.

· Constructive trust supports lis pendens.

Greenfield v. Superior Ct (Collins):  (Fraudulent Conveyance)

P was injured in a car accident by Collins.

Collins jointly owned property and transferred his interest to his sister in case of a judgment against him.

Holding:  A fraudulent transfer action seeking to set aside a conveyance affects title therefore a lis pendens is valid.  Even though P may not yet have a judgment awarding damages, the lis pendens is only temporary.

Lis pendens



Attachment

Adverse possession


Unrelated PI

Prescription

Specific performance

Vendor/vendee’s lien

Fraudulent conveyance

V/VL – where B had paid money or S had sold the property and provided S financing and B has not paid 

A gives $ to B, B wrongfully diverts $ to property

As an equitable matter A has equitable title to the property b/c he is B’s beneficiary

Should A get a lis pendens in that situation?  Yes – A has claim on that title (equitable title)

But some courts say no; constructive trust should not support lis pendens

Burger case – c.t. was not an appropriate remedy in that case – Gus did not divert money to buy a property and the current owner of that property did not know of the diversion so transfer of the property would be inappropriate, so the lis pendens was wrong

Collins – case dealing with fraudulent conveyance – Michael Collins transferred his property to his sister Maria after hitting Greenburg – Greenburg said Maria paid no value – court said a suit seeking a declaration of fraudulent conveyance was good reason for a lis pendens, even though the PI suit by itself would not have supported lis pendens

Lis Pendens

1. When the relief sought concerns title to or the right to possess a particular property – plaintiff files notice of pending litigation – clouds title

2. Slander of title – when someone maliciously or intentionally files false claims against a property or clouds title by falsely asserting a conflicting ownership interest 

3. Motion to expunge the lis pendens – not as extreme as slander of title

4. Consider whether plaintiff can be considered a creditor

V. Allocating title risk under contract and deed

a. Marketable title and purchase and sale contract

i. Marketable title part one:  adverse possession, encumbrances, encroachments (Tri-state Hotel v. Sphinx Investment, Staley v. Stephens)

Quality of title

5. Marketable title – the default standard for quality of title

a. Distinguish by type of encumbrance, defect

Title by AP

Potential claims of AP

Common beneficial encumbrances (e.g., utility, right of way for existing street)

Partial lack of access

Public land use restrictions

b. Degree of risk

6. Typical modification by K

7. Remedy if breach

Marketable title – need not be perfect/may have defects and stuff

Look at whether the defects and stuff are minor

If they are old then the chances are low that someone will want to enforce the encumbrances

If the risks are remote then no breach

Are there some types of defects that do not make a title unmarketable

Synonyms to Title:  Good, Perfect, Satisfactory, Clear, With no defects.

K Title:  The parties by agreement replace the judicial definition of marketability with their own standard.

Tri-State case page 281

Title by AP

S claims to have title only through AP

3 tracts – A, B, C 
there is a hole b/w them

The whole is 20X10X25X30

On top is a hotel that has been there since 1952 and now it is 1973 and no one has claimed the hole of land

S says that he has clearly satisfied the elements of AP

The court sides against S

(This is the easy route, saying that marketable title = perfect title)

Who last had record title to the hole?

A corporation that no longer exists.  B and S did not trace that corporation’s S/Hs.  But it is unlikely for them to oppose adverse possession.  

In this case the lawyer gave an opinion that the title was unmarketable but that the B should waive it

Should that opinion be binding on (?)?

Appellate court said no (here the same lawyer represented both parties)

Usually if the K does not say time is of the essence then the standard is a reasonable time

But here the court says that simply stating dates makes time of the essence and seems to reject reasonable time

Brauneis thinks maybe they did this b/c it will take 60 days to quiet title and 60 days is not a reasonable time or maybe this is KS law

There is a dispute b/w CA, KS, other states (say that AP not enough) and NY and other states (say AP is enough)

Tri-State Hotel v. Sphinx Investment:  (Adverse Possession)

The parties entered into a K that stated if any title defects were not cured by a specific date then the D could walk away from the deal.

Holding:  Where the K is clear and unambiguous that the vendor shall furnish marketable title, then the abstract must show marketable title in the vendor.

· There are some risks to title that will not be found in a title search yet marketable title may cover those risks.

How do you maximize the buyer’s protection in a K?  Might want to say that the seller promises to offer fee simple and marketable title.

Insurable Title with no additional risk premium – Most buyers will depend on title insurance and depend on company’s estimate of whether anything is wrong.

Problem 8B page 286

Assume the K says nothing about quality of title

Paul may have an AP claim on 20 of the 200 acres; on the books all 200 is Giovanni’s

Can Gina get out of the K?  Maybe, maybe not

The K says fee simple record title – so this goes against Gina – for Gina it would have been better if the K had said nothing at all

But in some states it helps the B (NY)

How do you maximize B’s protection?

1. S should promise fee simple marketable and record title

2. Say insurable title

3. Say insurable with no add’l risk premium (insure at standard rates regardless of risk)

Encumbrances and Encroachments

An Encumbrance is a nonpossessory right or interest in the property held by a third party that reduces the property’s market value, restricts its use, or imposes an obligation on the property owner.  They include easements, real covenants, equitable servitudes, marital property rights, mortgage liens, tax liens, and other liens and charges.

An Encroachment is an unauthorized extension of an improvement across a boundary line.  Constitutes a trespass by the improver.

Staley v. Stephens page 290

Subdivision restrictive covenants say you cannot build within 10 feet of your property line (we want 20 feet b/w houses)

City setback provisions say 8.5 feet

Here, the court is unsure which one governs (10 feet or 8.5 feet)

1/10 – 1.6 feet of the house is in no-no land

Does this render title unmarketable?  Court says yes b/c it renders B subject to litigation

So here marketable title extended beyond record title

Staley v. Stephens:  (Encroachment caused risk of litigation – Unmarketable)

The Ps were trying to sell a house that had a zoning ordinance violation.

Holding:  The controlling test is that a title which has no defects of a serious nature, which affect the possessory title of the owner, ought to be adjudged marketable.

· On one subdivision incorporated 8.5 ft set back which was determined by the City.

· Does that render title unmarketable?  The ct says that it does because it subjects the buyer to potential litigation.  Not a defect in the title, but if forces the buyer to accept a risk of litigation regarding the encumbrance.

Perfect title is too high a hurdle for sellers.  Generally, only want to impose on sellers the duty to give title of a quality a reasonably prudent buyer would accept.

Lowering bar for sellers because buyers may engage in strategic and bad faith behavior to reject title that is imperfect.

Marketable title

A-Type of defect

B-Degree of risk

NY – S can demonstrate marketable title if S can show all the elements of adverse possession 

CA and KS – no – no marketable w/o a court declaration

Most courts – existing violations of covenants/zoning renders title unmarketable b/c it is unfair to render the B subject to liability unless parties agree to the contrary, since marketable title is a default standard 

ii. Marketable title part two:  environmental problems, public regulation (Lick Creek v. Chicago Title Insurance, Voorheesville Rod v. Tompkins)

“clean record title” vs. “clean title”

Potential zoning violations vs. existing zoning violations

Voorheesville case page 295

B, several days before closing, tells S to get subdivision approval or else no closing

S says that he does not have to do that 

S rescinded and returned the deposit b/c B did not close on 8/29

Should S have such a duty in a case like this?

We do not know the legal consequences of failing to get subdivision approval

Possibility – need subdivision approval to get a building permit

Was the subdivision approval zoning regulation a land use restriction?

If so then it is not an encumbrance (page 298).  But it does not seem like a use regulation since it applies to all uses (?).  The Village wants to make sure it is clear who owns what (boundaries).  It seems that the court created an implied duty to get subdivision approval.  Why does the court not simply say that there is no marketable title?  S was the only one who could get subdivision approval before closing – does this not strengthen the argument for an implied duty 

Generally utility easements do not make title unmarketable (b/c beneficial even though encumbrance)

If you can see something on a property that is clearly not owned by the owner (e.g., a street) then the B is given inquiry notice of an easement

Public land use restrictions will not render title unmarketable

Voorheesville Rod & Gun Club v. EW Tompkins:

By K the D seller was supposed to seek subdivision approval, when they didn’t buyer failed to close.  D canceled the K and returned the deposit.

Issue:  Whether D seller’s failure to seek subdivision approval before the transfer renders the title unmarketable?  No.

Holding:  Marketability of title is concerned with impairments on title to a property, i.e. the right to unencumbered ownership and possession, not with legal public regulation of the use of the property.

A zoning ordinance or other public regulation, existing at the time of the K, which regulates only the use of the property, generally is not an encumbrance making the title unmarketable.

Lick Creek case – M148 – holding – environmental cleanup does not render title unmarketable

Sometimes the gov’t puts a lien on the land if the owner cannot pay for cleanup that did not happen yet in Lick Creek 

If KSI had never disclosed the toxic waste to Lick Creek, would that be a latent defect?

KSI might say that the toxic waste was disclosed in the public record 

Then the question would be whether a reasonable inspection includes checking environmental records

Lick Creek Apartments v. Chicago Title Insurance:

Ps sought indemnity for their cleanup costs from the title insurance company.

Issue:  Whether the property was unmarketable due to the environmental damage?  No.

Holding:  Marketability of title and the market value of the land itself are separate and distinct, Ps cannot claim coverage for the property’s physical condition under this clause of the insurance policies.  The liability for cleanup costs does not constitute an encumbrance on title.

Degree of risk

Example – Johnson vs. Jonson – there is a small risk that they are two different people – at what level should that risk render title unmarketable

Courts generally use the reasonably prudent buyer standard (like Lick Creek case)

Some bar associations have tried to define/explain the reasonably prudent buyer standard but these have fallen by the wayside

iii. Remedies and contract provisions (Basiliko v. Pargo)

II-Typical modification by K

· Subject to record encumbrances

· Insurable title

· Provisions for cure

III-Remedy if breach


A-Traditional rule of Flureau – reliance damages only


B-Modern rule – expectation damages but not consequential damages

Montgomery Co. P&S K paragraph 8

“of record”

“insurable”

“subject, however, to the covenants . . . of record, if any” – What does this phrase mean?

It is risky for the B b/c he accepts anything of record before doing a title search (since title search is done after P&S K) – so the B would want to modify this “by legal action” – Why is that phrase required?

Remedy might be through negotiation or by legal action for, e.g., a prescriptive easement – “by legal action” probably had problems of encroachment in mind

“However, S and Agent(s) are hereby expressly released from all liability to B for damages by reason of any defect in the title.” – this is a big difference from III)A) and III)B) – the B would want to negotiate to eliminate the clause

Then, the cure provisions

Closing can be extended for 30 days (DC says 90 days) while S is trying to clear the title (S opts to cure)

At then end of 30 days the B can declare the K null and void, which takes another 3 business days

Why does the K not simply say/give 33 days?

B/c the B might not want to rescind and so give S 3 days so that he is not surprised, and b/c the 30 days might end on a weekend or holiday

DC Bar Provisions (handout) (page 748)

DC Bar does not use subject to record encumbrance language; it assumes that B will not be satisfied with encumbrance, whether recorded or unrecorded

We are going to have a title commitment

If the title commitment reveals defects then we have a procedure for dealing with those defects

Talks about title insurance (bottom of 6.1)

Remedies and Contract Provisions

Montgomery County Form:

#8:  Merchantable, subject to covenants, etc. – What research would a buyer do to find encumbrances of title?  A title search, but at the time they sign a purchase and sale agreement they have not done a search.

The provision is standard, but it doesn’t make much sense given that the buyer has not yet done a title search.

Title Insurance – Buyer and buyer’s lender purchase title insurance policies.  Do their own search to lower the chance there is a claim.  Standard K language releases seller form liability.

Cure Provisions:

Provide that the closing can be extended as many as 30 to 90 days or even a year while the seller is curing the defect.

Buyer can give notice that he’s rendering K null and void, but it gives the seller another three business days to cure any defects.  Why?  Ks that are written by brokers are written to be fairly tight in the sense that they don’t want to give a lot of easy outs that would allow the deal to fall apart.

Basiliko (SUP 153) sets out the modern rule but measure of damages in quality of title is different from measure of damages in other breach of K cases

Basiliko v. Pargo:

Basiliko bought property at a foreclosure sale and resold it to Pargo.  However, Basiliko never received proper title.

Holding:  A seller who breaches an executory K for the sale of real property is liable to the would-be purchaser for compensatory damages measured by the difference between the sales K price and the fair market value of the property at the time that the property should have been conveyed.  (Expectation)

b. Deed warranties (Egli v. Troy, B.T. Washington v. Huntington URA, Magun v. Bombaci)

Deed Warranties

I. Types of deeds

a. Quitclaim – nothing is protected

b. Special warranty – warrants against defects arising during warrantor’s ownership

c. General warranty – warrants against all defects in title

II. Covenants and timing of breach

a. Present (breached if ever on delivery of deed/at closing)

i. Seisin – actual possession, good title

ii. Right to convey 

iii. Covenant against encumbrances

b. Future (breached later/runs with the land/can sue anyone before you in the chain of title who made a promise to the quality of land)

i. Quiet enjoyment – eviction 

ii. Warranties – title warranty and forever defend

iii. Further assurances – will remedy with new, correct deed

Booker T. Washington v. Huntington URA (page 310)

1984
City gave URA a general warranty deed for $1, URA contracted with BTW

1981
Mickens gave a life estate to City, which Remaindermen condemn in 1986

BTW has no deed so it sues URA under marketable title premise

URA sought indemnification from the City since it had a general warranty deed

Special (limited) warranty only applies to changes during the time that the grantor (City) had it whether or not grantor took any affirmative action

Quitclaim means there is no warranty whatsoever

Was URA suing the City under present covenant or future covenant?

Present – the City had no right to convey – but statute of limitations started to run at delivery of deed and had run out by the time of this case so then they sued under future covenant – quiet enjoyment

Booker T. Washington v. Huntington Urban Authority:  (Covenant of Quiet Enjoyment)

P acquired property from D, who acquired the property from the City (General Warranty Deed).  However, the city never got proper title from the original owners.

Situation would probably be covered by a special warranty.

Covenants:  Suing under future covenant of quiet enjoyment.

· The city breached its present covenants when they handed over the deed.  So, why even bother with a future covenant?  The problem was that the SOL had already run.

· Short period after the conveyance where you can sue under the present covenants.

Holds:  The threat doesn’t have to be directly from the people who held the interest.  Enough to have a legal action which asserts a credible title problem.  (The remainderman was not trying to assert title.)

Damages:  Appraised at time of conveyance.

Prejudgment interest also allowed up until the defect was cured.

Smaller recovery at conveyance than at time of breach.

Measure of damages

c. Basic measures (alternatives)

i. Consideration paid (fraction of $1 in BTW)

ii. FMV at time of conveyance

iii. FMV at time of breach (eviction) (includes value of improvements) (better for B)

d. Legal fees – damages for breach of covenant of warranty

e. No consequential damages (compare to damages for breach of K)

f. Per judgment interest

III. Standing as beneficiary of warranties – extends to any subsequent owner in chain of title (compare contractual requirement of privity)

Why did the court go with III)A)2) rather than III)A)3)?  B/c the covenants run with the land and b/c the warrantor is liable to an unlimited number of grantees

Legal fees given b/c of the covenant of warranty – the warrantor will legally defend the title against all claims that have merit

Example of meritless claim – no life estate and someone claimed to have an interest in the property

Marketable title – no consequential damages (breach of K – consequential damages)

Prejudgment interest from date answer was due to date of cure (the city cured it, remember)

Exam – (1) can the easement be enforced by the current owner and (2) liability of prior owners 

Deed Warranty Hypo (handout)

Assume (1) is yes – how much should D want from C?  $50,000 ($200k-150k)

If X comes forward, which covenant has C breached to D?  Present – quiet enjoyment – (same as in BTW v. URA) – nobody has better title/will come forward and assert a claim

Is C liable (for what happened 8 years before C owned the property)?

Yes b/c C gave D a general warranty – no encumbrances period – blanket/broad warranty

Is there any reason to be concerned about B or A?

B gave a special warranty to C – so B not liable 

What about A?  C wants to be indemnified ($25,000) against A; if C skipped down, then D would want to sue A and B

D has standing to sue A, B, C b/c they run with the land

What amount?  ($25,000 from A and $50,000 from C)

VI. The recording system 

a. Introduction and recording act types

Recording Acts

Analyzing recording act problems

Spotting the issue – will always involve a sequence of 2 transfers of overlapping interests by a single transferor (O = transferor; A = first transferee; B = subsequent transferee)

The issue – will we find an exception to the background “first in time’ rule (under which A wins), so that B wins?

1. The common law exception

a. Does the common law exception apply, under which subsequent legal interests purchased in good faith prevail over prior equitable interests?

O contracts with A

Enforceable by specific performance

O deeds to B

B no notice O-A contract

2. Scope of recording act protection

b. Is A’s interest an interest that must be recorded under the recording act to be protected against subsequent purchasers?

c. Is B a transferee protected by the recording act?

Page 371 race statute

O leases A one year

O sells to B

B records

One year does not equal 3 years (3 years – from statute)

So A’s interest need not be recorded to be protected

NC does not protect donees (valuable consideration)

Page 371 notice statute

Page 372 race-notice statute

3.  Applying the recording act’s rule

d. R, N, or R-N?

e. Did A validly record the transfer before B?

f. Did B record before A (relevant only if R or R-N)?

g. Did B purchase w/o notice (actual, constructive, inquiry) of A’s interest (relevant only if N or R-N)?

h. Were the formalities of the recording act properly observed (acknowledgement, indexation)?

Notice





Add Race

Bona fide




who has recorded first

W/o notice

In good faith

Innocent

Only 2 states have a Race statute; NC is one of them

4.  Chain of title problems

The Recording System

Administrative Requirement:  Each recording act says something about what kinds of instruments are required to be recorded in order to be protected.
Index Systems:

Name Indexes – Grantor/Grantee Indexes

Tract Index – Divides all the land in the county into parcels and organizes deeds and other instruments according to the parcel or parcels they affect.

Recordable Interests and Nonrecordable Interests:

The recording act, no matter which type, only protects a BFP against an off-the-record interest that is capable of being recorded
Two Types of Nonrecordable Interests:

1. Those that cannot be created by instrument, i.e. claims of adverse possession, prescriptive easements, and marital property rights

2. Instruments that are not eligible for recording, i.e. short-term leases.

1. Recording acts (pp. 371-372) (subject to background common law rule of first in time, first in right)

a. Race – the person who records first prevails

b. Notice – the last BFP wins – subsequent purchaser prevails over an earlier purchaser only if the subsequent purchaser did not have notice of the earlier conveyance; BFP has no notice and purchases for value

i. Actual

ii. Constructive

iii. Inquiry

c. Race-notice – BFP wins if he records first

2. Chain of title – series or sequence of documents capable of giving constructive notice to subsequent takers

a. Wild deeds – deeds that are outside the chain of title – they are recorded but cannot be found

b. Late-recorded deed – courts are split

c. Early-recorded deed – courts are split

d. Shelter rule – permits a BFP to convey property to a third party even if the third party is on notice of an earlier conveyance (to protect the BFP)

i. Does not apply to prior owners

b. The scope of record notice (Pelfresne v. Village, Metropolitan Nat’l Bank v. U.S.)

Pelfresne v. Village page 376

Village files, in court, suit, and files, in recording office, lis pendens (suit pending)

(constructive notice) (purchaser takes property subject to the outcome of the suit)

But for technical reasons the first suit was dismissed, Village re-filed suit, but forgot to file a lis pendens

There were a bunch of transfers

Schiessle to Eley and Kock as trustees and Schiessle as beneficiary

Two more trustees – Catania and Veren

The second suit resulted in a judgment – Village won $629.42 and order to get the buildings razed

Schiessle conveyed to Pelfresne

Pelfresne argued that he was not subject ot the raze order b/c he did not have noice of the judgment

Pelfresne argued what wrt the $629.42?  He conceded he owed it – raze order – Search 

(1) Recording office

(2) Court – index names of previous owners in WI the properly docketed money judgments automatically become liens against any and all property of that defendant

There is usually a time limit, e.g., not greater than 10 years

Here, Pelfresne brought suit 10 days after, so Pelfresne conceded that he was subject to the lien for $629.42

The docket card was filed but it had no place to list equitable relief; it only had room to list legal relief.  Why?  The docket card was intended to promote the rule that money judgments would become liens on any and all property of the defendant; equitable relief is unrelated to that.  

This all suggests that Pelfresne should win, but Pelfresne does not win – the court says inquiry notice – the docket card lists like three other names – this should have caused the buyer to look into this (“alarm bells”) (look into the judgment) b/c it suggested that the case was related to the property

Why not adopt a blanket rule to always look at the judgment?  Posner is trying to tailor this case against Pelfresne b/c he is Schiessle’s nephew (therefore Pelfresne had actual notice).  Also Wisconsin requires lis pendens.

Least cost avoider – the party getting the equitable relief – easier for them to record something than to have the B read every single judgment 

Also it is unclear what is enough to cause alarm bells

Pelfresne v. Village of Williams Bay:

The Village filed for suit against the prior owners of the property to raze the structures and filed a lis pendens.  Gives everybody constructive notice of the suit.

Conveyance occurs after refiling with no lis pendens.

When judgment was entered, no mention of razing was placed on the judgment docket card.

Docket card creates inquiry notice.  Duty to search docket cards at the ct and look up the judgment.

Holding:  A buyer has constructive notice by information on the judgment docket card or by searching ct records for the judgment.

Least Cost Avoider – Here the extra burden is on the buyer to look up all the judgments to find lien.

Metropolitan Nat’l Bank v. U.S. page 383

The defect does not hinder access to the document – does the document give constructive notice

Trustee of lender also signed as the grantor since he was a notary public

Thus acknowledgement defective

Rule – notary public must be neutral

Deed of trust (DOT)

Security interest

Mortgage


Real property

[Diagram]

Private foreclosure sale

The DOT was recorded and could be found

Who has priority?  Bank or U.S. IRS?

5th Cir. Holds that U.S. was not on constructive notice

Balancing incentive to do things correctly and the inequity of denying lender payment and of the deed being there

Metropolitan National Bank v. US:  (Deed must be properly acknowledged)

Property was deeded to the Bank indicating that the grantors were indebted to the Bank in the amount of $400,000.  The deed was not properly acknowledged.

The IRS then filed a proof of claim.

Holding:  The Bank’s interest under the original deed of trust would not have been entitled to protection against a subsequent judgment lien arising out of an unsecured obligation unless such a judgment lien creditor had constructive notice or knowledge of the defectively acknowledged deed.

(The original deed is void because it was not properly acknowledged.  The US lien has priority over the Bank’s.)

Recording Issue:  Acknowledgment is defective because the trustee was also the notary.  The defect did not prevent the deed of trust from being recorded.  It could be found.

If the US had constructive notice of prior interest, then its lien would be subject to the prior interest.

BUT the defective acknowledgment does affect constructive notice.

More important to enforce the notary rule even though there is notice.

c. Notice from possession, shelter rule, payment of value (In re Weisman, Chergosky v. Crosstown Bell)

In re Weisman page 391

Ex-wife had given her 50% interest to her ex-husband but that was not timely recorded 

There were three deeds in a row

1) Peters and Peters ( Peters and Weisman

2) Mr. Weisman ( Mrs. Weisman

3) Mrs. Weisman ( Peters

CA has community property laws

Married vs. not married and married-new husband may have rights – so (2) was done – quitclaim – he got rid of all of his interests – so Mrs. Weisman was independent and gave her interest to Peters but the last deed (3) was not recorded for over 2 years

Record title – Peters and Weisman tenants in common

Weisman goes bankrupt – bankruptcy trustee goes after the property

Federal bankruptcy law incorporates state law

Would the transfer be voidable under state law by a BFP?

Bank trustee loses this case.  Inquiry notice – ex-husband and new wife had exclusive possession – this is not inconsistent with co-tenancy (100% possession and 50% ownership), but still (changed circumstances since 1901)

Ex-wife would not continue to won property with remarried ex-husband

Is the court just trying to figure out a way to protect Peters (just like hurting Pelfresne)?

In re Weisman:

After a divorce Peters took his wife’s interest on the house, but the lendor would not allow her name to be take off the title.

When the wife filed for bankruptcy the trustee tried to acquire the property as assets her debts.

Her interest was quitclaimed to her ex-husband, but never recorded.

Issue:  Whether occupation of a residence with his second wife creates a duty in a BFP to inquire as to whether his former wife still retains the ownership interest in the property that appears of record?  Yes.

Holding:  Inquiry becomes a duty for a prospective purchaser of property when the visible state of affairs is inconsistent with the alleged rights of the person who has proposed to sell the property in question.

(The trustee is charged with knowledge and does not qualify as a BFP able to set aside the unrecorded transaction where Weisman gave Peters complete ownership of the house in which he, but not she, continued to reside.)

Inquiry Notice – The buyer should visit the property and make an attempt to see who occupies it.

Chergosky v. Crosstown Bell, Inc. page 396

1) Teien gave a 20 years lease with option to purchase to NW Bell

2) Teien gave title with assignment of lease and option to purchase to Crosstown (Teien is sole S/H and officer of Teien)

3) Crosstown mortgages the property to Union Central Bank

4) Crosstown enters installment K with Chergosky and at the end of the period will get title 

Chergosky knew about the lease and option to purchase

5) Teien gets another mortgage from another lender, Summit Bank

Summit had no notice of the K with Chergosky

6) NW Bell tires to exercise option and gets into litigation

7) Teien and Crosstown give Griffith an undivided 70% interest in the property

Griffith has knowledge o the K with Chergosky

8) Griffith purchases the mortgage from Summit

The payment that NWBell made was sitting in the court – how should it be distributed

Union Central gets the first cut – undisputed

Next cut – Chergosky or Griffith

Griffth arg. – Summit (mortgagee) had no notice, and Griffith got an assignment from Summit, so Griffith should win

Filter rule/shelter rule protects the BFP (Summit) by not caring whether BFP’s grantee had knowledge b/c BFP should be able to convey and get money

Chergosky arg. – exception to the filter rule – Teien (original owner) cannot invoke the filter rule and Griffith assumed 70% of Teien’s interest (notice that this limits to whom Summit can sell)

Summit could still sell to Teien, it is just that Teien would be willing to pay less since he would have to take the property subject to Chergosky’s easement

Justification for exception to filter rule – grantor/Teien is just one person/one possible purchaser

Are BFP’s well-protected by the remaining filter rule?

Why does the court expand the exception to cover Griffith?

In a race jurisdiction, as soon as Summit recorded, Chergosky’s interest was extinguished, so Griffith would win

Chergosky v. Crosstown Bell:

Crosstown conveyed property to Chergosky with option to repurchase.  Did not record until ’85.

Ts borrowed money from Summit.  Recorded in ’78.

Griffith acquired interest in property from Ts (original grantors) and had NOTICE of the Chergoskys contract for deed.

Holding:  The BFP Filter Rule – A BFP of property which was subject to a prior outstanding unrecorded interest may pass title free of the unrecorded interest to a subsequent purchaser who otherwise would not qualify as a BFP under the recording act.

Exception:  Prevents the grantor who held the property subject to a prior equity, from acquiring the rights of a BFP.

(Having assumed the obligations of the K for deed, Griffith cannot rely on the BFP filter rule to obtain an interest in the property which is superior to the Chergoskys.)

In a race jurisdiction the Chergoskys would not have a claim.

Payment of Value:

The second requirement for a grantee to qualify as a BFP, in addition to lack of notice of the prior interest, is payment of value.  This is true under race, notice, and race-notice.

Two issues of Value:

1. Measurement – Relates to how much consideration is needed.

a. The consideration does not have to be full market value it just has to be substantial.

2. Timing – The purchaser is not a BFP before he actually pays the consideration to the seller.

a. A binding promise to pay is not consideration enough for the recording act.

b. When the purchase pays in installments, he becomes a BFP until enough payments are made for a ct to deem them “sufficient consideration.”

d. Special problems (Angle v. Slayton, In re Harris)

Angle v. Slayton page 408

Angle owned an oil and gas lease and he assigned it to Shell in full (in NM you cannot register a partial conveyance with the state; go to county)

This was recorded with the state

Shell assigned just the deep rights back to Angle

This was recorded with the country 4 years later, in 1968

Shell also assigned its entire interest to Dunn (actual notice) (no mention of deep rights), filed

Dunn dies and his actual notice dies with him

Dunn’s estate transfers his interest to Slayton 

Had Slayton checked the county records, he still would not have found Angle’s interest

(Slayton checked only the state records)

Slayton would only have checked the county records for Shell only during the time which Shell owned (1964-1967) and such a “normal” title search would not include checking Shell as grantor for 1968

But Slayton’s view is the minority view

Under the statute there is no time period – you simply have to record

So after this case, in NM, how do you do a title search?

Take every name you find and search it through present day

Is this fair on potential buyers?

Angle v. Slayton:  (Constructive Notice)

Angle had an oil and gas lease that was conveyed to Shell and filed in the state office.

Shell assigned back to Angle the deep rights which were recorded in the county office.

Shell assigned its interest to Dunn, which was recorded in the county office.

After Dunn’s death his interest was quitclaimed to the Slaytons.

Slaytons examined the state records office, but not the county records office.

Issue:  Whether the Slaytons had constructive notice of Angle’s interest?  Yes.

Holding:  A property owner should not be divested of title by a subsequent purchaser when the owner has done all that the law requires him to do.

(Angle did all that was required by statute to protect her interest.  The Slaytons are deemed to have constructive notice.  The order in which the deeds are recorded are unimportant in a notice jurisdiction.)

In some states when an error is attributable to a recording employee’s negligence, a suit for damages is possible.  Sometimes the public employee is bonded, but typically the bond is a small amount.  In other states, sovereign immunity bars such an action.

Most states forgive at least some minor indexing errors.

Idem Sonans – Treats alternate spellings of names that sound identical as legal equivalents.

e. Curative acts and marketable title acts (Sunshine Vistas v. Caruana)

Marketable title acts

Florida – CB 488

Abstract of title for 135 16th Street; now = Oct. 2003

(1) 10/15/96 deed from C to D (in FSA, no encumbrances)

(2) 6/30/82 deed from B to C (in FSA, no encumbrances)

(3) 2/10/70 deed from A to B (in FSA, “subject to driveway easement in favor of 133 16th Street)

Can we get rid of the easement by applying the act?

(1)Find root of title – on record for at least 30 years

The root of title is the 1970 one b/c it is the last (most recent) one that has been on record greater than 30 years

1970 is a clean document ( all interests other than the driveway easement are cut off

Root of title could also be the first document looking back that has been on record for at least 30 years that invalidates any prior interest that it does not mention 

We need to go no further

The act has exceptions – what the act does not extinguish

Exception 5 – “so long as . . . entire use thereof.” – if you use any part of the easement then you can claim the entire easement

Exception 3 – most obvious is adverse possession

Exception 2 – may have to re-record an interest every less than 30 years

We are assuming that the 1970 deed did not create the easement

The reference to the easement in the 1970 deed is not sufficient to preserve it b/c 712.02 – it does not fall under (1) (person D); it does not fall under (2)

But it might fall under 712.03 (5)

712.03 (1) – not every mention is good enough to preserve extinguishments

Whether the easement is still out there?  Is it still valid?

1. Look for root of title (1970) – Has been on record for more than 30 years (FL).

The first deed capable of extinguishing an interest contains an interest, the ’70 deed.

2. Look at exceptions in statute.

If the easement document says where it is then you can look for it and find the owner and where it’s located and what restrictions there are.

Gives incentive to people to put easements on record so that they are easy to find.

3. Marketable title act extinguishes the easement because although the root of title contains an easement, it’s not specific enough.

(#3 in the FL Act:  “Rights of any person in possession of the lands, so long as such person is in such possession.”  Protects the rights of tenants.)

Root of Title – On record for ___ number of years.  Need to find document that has been on record for 30 years that can be relied upon.

The first document looking back that could render the interest invalid.

Any interest proscribed before the root of title is cut off.

(#5:  …so long as the same are used and the use of any part thereof shall except from the operation hereof the right to the entire use thereof” – you don’t have to use all of the easement.  As long as you use part of it the whole thing will be preserved.)

(#2 – Possible to preserve an old interest by rerecording it.  Important for future interests that haven’t come into possession yet.)

Sunshine Vistas Homeowners Assn v. Caruana:  (Exception Available to MTA)

Sunshine Vista is seeking to enforce a setback restriction.  Ds claimed that they were no longer subject to the restriction.

Issue:  Whether the FL marketable record title act extinguishes the setback restriction?  No.

Holding:  An exception to the marketable record title act includes specific identification to the title transaction by reference to the book and page or by reference to the name of a recorded plat.

(Each of the muniments makes reference to Sunshine Vista, the name of the recorded plat.)

VII. Title insurance and other title products 

a. Abstracts, opinions, certificates

Title insurance

1) Title commitments (binders) (offer by title insurance company)

2) Title policies

a. Basic idea of coverage – records off-record risks

b. Owner’s and lender’s policies

c. Basic parts of title policies

i. Insuring provisions

ii. Conditions/stipulations

iii. Exclusions (standardized)

iv. Exceptions (individual for each policy)

d. Endorsements

Hazard insurance covers future risks, e.g., fire, flood

Title insurance covers only past risks

The date and time on the policy – nothing after that is covered

Title insurance covers both record and off-record risks

Although it is possible to cover only one, owners want both

E.g., there was a forged deed, someone has a claim under AP – these risks cannot be avoided

Owner’s Policy:

Schedule A:  This is who owns the property and the kind of interest that they have.

Title insurance policy will pay attorneys’ fees regardless of whether the claim has merit.

Title insurers will provide greater coverage to lenders because the chances are remote that the lender will be affected by a defect, but it will affect an owner.

Title Abstracts:

A title abstract is a written distillation of the record search process.  It summarizes all recorded deeds and other recorded items in the chain of title, including encumbrances.

The purpose of the abstract is to give the purchaser sufficient information to decide whether record title is acceptable.

Interpretation of the abstracted instruments is left to the reader, who must review the entire abstract and infer the present condition of title.

b. Scope of contract coverage

Owner’s policies and lender’s policies differ

Title Insurance Forms page 1 – insures title to the estate or interest (1) . . . costs, attorneys’ fees and expenses incurred in defense of the title or lien, regardless of whether the claim has merit

Subject to (1) exclusions, (2) exceptions, and (3) conditions and stipulations

Some of them are more variable than others

Conditions and stipulations are rarely varied from the basic forms 

Exclusions may vary from region to region

Exceptions are customized to the individual policy

Additional coverage = endorsements

This was the general intro.; now, specifics

SUP 158 Discussion Question #3

Question #3)a)i) Whether GW Law paid value or not, this loss would still have been sustained, so 3(e) not on-point

Under either r, n, or r-n, GW Law would have lost to the foreign investor

Question #3)a)ii) GW Law would not be protected as a donee against the foreign investor

The title insurance policy does not mention unrecorded interests

GW Law not a BFP (did not pay value) ( 3(e) ( GW Law loses against title insurance company

Hypo #4) exclusion 3(b) applies ( title insurance company wins

Friedman lost due to actual knowledge both times

Hypo #5) it is likely that Lipsey had inquiry notice – go ask the tenant

Lenders get more coverage than owners – no exception (exclusion?) 3 for lenders – lenders could recover where something not publicly recorded – lenders pay a little more

Under what circumstances would a lender seek indemnification from a title insurer?  What has to have happened?

There has to be a default on the loan, lender has to foreclose, foreclosure sale has to fall short of the outstanding debt.  

Lenders are unlikely to be affected by defects, thus the difference b/w lenders and owners

Question 6 SUP 159

a) Title insurer can simply walk away after paying $100k (bad for Powell) per 6(a)(i) on page 22 of the title insurance forms

b) i) I guess not, considering ii

ii) Section 10 on page 24 ( yes, Powell has a right to the other $10k b/c costs, attorneys’ fees and expenses do not reduce the amount of the title insurance

SUP 178 Powell starts construction on an addition to her house

House worth $250k w/o easement
now

House worth $230k w/ easement
now

House worth $100k w/o easement
time of purchase and policy

House worth $90k w/ easement
time of purchase and policy

O’Connor has offered to release the easement for $40k

It appears that the title insurer is liable (b/c it is not under any exclusions)

$5,000 to move

$5,000 to patch up

Section 7 (page 22-23)
$20,000 + $5,000 and maybe another $5,000

Section 7(a)(ii) – the cap is $20,000/this section cuts out the consequential/incidental damages

Section 7(b) – underinsurance provisions – what do they do – talks about date of policy – 100/100 = 100% (it does not matter that 100/250 < 80% b/c that is not date of policy) – if owner was cheap at date of policy then the amount of their recovery would be reduced

Cheap = getting face value of insurance which was less than value of house 

Why would the title insurer be worried about this?

The bigger the face value, the less likely that you will have to pay out the face value in event of loss, etc, moreover, they do not want to re-do the math to figure out the premium

Scope of contract coverage

ii. Record risk – finding something in the public records that partially or wholly divests someone of the interest they thought they had when they purchased the property – can be protected by doing a full title search, which depends on the jurisdiction

iii. Off-record risk – risk that occurs outside the public records that clouds title, e.g., forged deed, adverse possession claim

iv. Gap coverage – enhanced coverage for homeowners – date the policy the later of the closing time or the time the deed is recorded – this pushes the policy forward in time, making it analogous to hazard insurance

c. Tort liability (Malinak v. Safeco Title Insurance)

We have covered K law – what about tort law/remedy?

[Malinak v. Safeco (SUP 179)]

Tort law ( $20k + $5k + $5k = $30k

$30k < $40k to pay to O’Connor so for insurance company either K remedy or tort remedy is better than paying O’Connor 

Maybe Powell could take the $30k, add his own $10k, pay off O’Connor, and keep his house and stuff

Tort liability

v. Can sue title insurance company for negligence

vi. If the policy cannot cover the loss (b/c property values have increased) then the difference can be collected under tort theory (Malinak v. Safeco)

Tort Liability

3 Reasons why tort recovery is advantageous for an insured:

1. Recovery under a policy is for a predetermined amount.  Recovery in tort has no limits.  All that is necessary is that the P prove that a breach of duty caused a demonstrated economic loss.

2. Policy exclusions and exceptions, which may deny coverage completely depending on the type of claim, do not apply if the P sues in tort.

3. In many jurisdictions the P will have the opportunity to seek punitive damages if the D has committed a tort, but not if the D’s only wrong is breach of K.

Malinak v. Safeco Title Insurance:  (Negligence – Title Search)

P has a title commitment done of his property.  After reviewing the merchantable timber claims, he had the title company revise the title commitment.

He then conveyed the property to someone else without the timber reservations, relying on the commitment for title insurance he had received.

Holding:  The title insurer has a duty to base its title commitment and report upon a reasonably diligent title search of the public records, when it issues a title commitment particularly where the seller relies on the title commitment.  A breach of that duty constitutes negligence.

VIII. Financing

a. Intro to the mortgage financing market

Real Estate Finance – An Introduction

· Land is typically too expensive to be bought from saved funds

· Even if saved funds were available, might want to preserve liquidity, diversify investment

Residential lending in (1) 1930 (2) 1970 (3) present

(1)1930

I. Lenders primarily individual sellers or local banks

II. Term of loans usually 5-10 years, interest-only with balloon (pay interest-only all along and at the end pay the entire principal)

III. Little or no standardization of terms (late payment, prepayment, due-on-sale, etc.)

(2)1970

I. Less S financing; lenders – dominated by local banks holding their own loans, getting funds from short-term depositors

II. Term of loans increases to 15-30 years

III. Fixed-rate self-amortizing loan becomes dominant (pay off a little of the principal every month along with the interest) (fixed-rate – rate of interest does not fluctuate even if other things do (e.g., inflation))

IV. Diversity of terms, but loans usually include prepayment penalties, late payment penalties, due-on-sale clauses, with some state regulation of the latter two 

Typically a house is sold every 3 years; term of loan is 15-30 years, so typically you have a clause saying you pay off the loan when you sell the house ( prepayment ( prepayment penalty

SUP 192

$200,000 80% - 20% = 60% $120,000

$6,000 penalty

6k + 36K = 42k interest total

Under 1970 scheme – set-up for disaster for lenders b/c deposits short-term and loans – long-term and fixed rate

(3)2000

I. Development of secondary market – banks resell loans which are then pooled, securitized

II. Term of loans still 15-30 years

III. Greater use of adjustable rate loans – borrowers share in interest-rate risk

Caps and floors of interest rate

IV. Standardization of terms through development of Fannie Mae/Freddie Mac forms and underwriting guidelines, and federal legislations

Today there are both fixed and adjustable rates, 15-30 years, standard terms, typically no prepayment penalty, still late payment and due-on-sale

Legal instruments

1) loan commitment

2) note

3) mortgage/deed of trust
b. Promissory notes

i. Note formalities; fixed-rate loan terminology

Promissory note – personal promise to pay back mortgage – if loan not repaid, lender can go after the property

The note:  typical legal components

1) promise to pay

2) negotiability – transferability from promisee to purchaser (subsequent promisee) – makes it easier to have a secondary market and the promisee loses some defenses

3) prepayment

4) late payment

5) due-on-sale

The note:  financial terms

1) Fixed vs. adjustable rate interest

2) Fixed rate variations

a. Interest-only with balloon – principal due at once, at the end of the loan; during the life of the loan, only interest is paid

b. Constant amortization – repayment of the principal with each interest payment

c. Level payment – amount of payment same each time, beginning you pay mostly interest, end you pay mostly principal

Internet example

Why are we paying lots of interest and little principal at first, and near the end, we are paying lots of principal and little interest (amortization)?

Constant amortization – SUP 188

3 years of fixed, and after, adjustable

Rates vs. points vs. APR

(1) 30 year, 0 pts., 5.5%, 5.820% APR

(2) 30 year, 1 pt., 5.5%, 5.661% APR

Pt. = what they deduct from the loan/from what they give you/interest that is paid right up-front

Suppose $100,000 loan ( 1 pt. ( receive $99,000

0 pts. ( receive $100,000

The APR went down b/c you paid some up-front so the bank will charge you less over the term of the loan

What do you want to take into consideration?  

Do you have cash up-front, how much periodic payments can you make, how long will you have this loan/will you sell the house soon

The shorter the time, the fewer points you want b/c you could use the excess to pay off some of the extra interest

5.75% ( 
583.57 monthly payment

5.5% ( 
570.93 monthly payment



  12.64 per month more

How many $12.64 payments do you need to make and can you make with the $1,000

I guess $1,000 = $100k - $99k

Most people do not take 30 years to pay off a 30 year loan – so if < average ( choose less points but if > average ( choose more points

Important – keep in mind how long you are going to keep the loan if there is 1 pt., then you get $99,000, but the interest is calculated based on a principal = $100,000

APR takes into account fees, points, frequency of payments

Why is the APR lower on the 1 pt. loan (5.661%) than the 0 pt. loan (5.820)?  The APR spreads out the $1,000 over the full term of the loan/30 years.  

I. Due on sale provisions

II. History of regulation

a. Freedom of K

b. Consumer protection by states

c. Detailed preemptive federal regulation (1982)

i. Due on sale provisions are generally enforceable

ii. But they are not enforceable under certain circumstances (1-9) (CB 719-720) (the loan does not become due upon these events (1-9))

1. Home equity loans – second mortgage

2. Loan to finance appliances

3. If joint tenant dies

4. The granting of a leasehold interest of three years or less not containing an option to purchase

5. A transfer to a relative resulting form the death of a borrower

6. A transfer where the spouse or children of the borrower become an owner of the property

7. A transfer resulting form a decree of a dissolution of marriage and such

8. A transfer into an inter vivos trust and such

9. Any other transfer or disposition described in regulations prescribed by the Federal Home Loan Bank Board
Points – percentage of the principal amount of a loan that is paid up-front – also called loan processing fees, origination fees, and discount fees

APR – determined by federal formula, includes points and other fees

ii. Prepayments and late payments (Lazzareschi v. San Francisco Federal, Garrett v. Coast & Southern Federal)

Lazzareschi loan terms SUP 192

· $300,000 original loan amount

· 20 year term beginning 2/21/67

· 7 ¾ % interest

· probably self-amortizing

Amount of prepayment




$295,626.05

Less 20% of original principal

   

    60,000.00

Amount on which penalty is to be calculated

$235,626.05

Penalty – 6 months interest @ 7 ¾ %


    9,130.05

[$235,626.05 X 0.0775 X 6/12]

Second mortgage – subordinate to first mortgage – second in line

Rates on second mortgages are higher b/c of the higher risk

So in this case there could have been a due on sale clause or a second mortgage – we do not know

Lazzareschi had to pay off the loan and pay a prepayment penalty

L’s argument – no injury to S&L b/c interest rates are now higher – this should be analyzed as liquidated damages

Efficient breach – one party same and one party ahead – that is a good idea

Would this prepayment be upheld as a liquidated damages – is it a reasonable measure of the lender’s injury

In this case there was probably no actual injury – so it would fail as a liquidated damages clause (but we do not characterize it as a liquidated damages clause)

Court says prepayment is not a breach and liquidated damages comes up only in event of breach and prepayment is alternative performance

Making a liquidated damages clause that approximates actual damages – processing expense, processing time, change is interstate

Garrett late payment penalty SUP 197

2% of outstanding balance due while late payment remains unpaid

Ex. – Marshall is one month late

Amount of late payment


2,462.85

Balance due on loan
      


295,626.85

Late payment penalty

   

492.71

(Balance due X 2% X 1/12)

What if late payment in 19th year of loan 
51.04

Does this bear any relation to the injury?  No.

Measure actual damages – fixed processing expense, fixed processing time, vary with the period late interest on the late payment (opportunity cost – they could have lent out that money) 

Loans can be sold on the secondary market – what happens when payments on that are late – reduces its value b/c of risk

You would be less worried if the balance were low b/c the same property secures the loan so you have a $300,00 property securing a small loan so maybe there is some relation b/w the formula of Coast & Southern and the actual injury, especially if you are going to resell the loan 

Why are the provisions in these 2 cases treated differently?  Why is one alternative performance and one a penalty instead of both being the same?

Possibility – the moment at which the borrower is faced with the dilemma – generally borrowers are in a better position when they are faced with a prepayment rather than with a late payment

Prepayment and late payment

1. Due on sale clauses

2. If the note is silent on the issue of prepayment, the common law is that the lender can refuse payment; statutes may modify the common law

3. The common law considers late payment a breach of the K, while prepayment is not a default

4. Damages

a. Liquidated damages for prepayment is tough b/c there is no breach (Lazzareschi)

b. Liquidated damages are allowed for damages caused by borrower’s late payment (Garrett)

Secondary Mortgages:

If P had the ability to keep the existing financing, how does he secure the additional financing?  He has to ask the lender if he would give additional financing secured by a second mortgage that is secondary to the primary financing.  i.e. if the proceeds have to be paid off, then the lender of the secondary mortgage will be second in line to get the proceeds.

Rates on second mortgages are higher.  Additional risk when you are subordinate to another loan that has already been made on the property.

Even if he could get a secondary mortgage, it may be cheaper to pay off the first loan and then look for a new loan to finance the purchasing of the property.

P doesn’t want to pay additional $9,000+ to pay off the loan.

Challenges on the legal theory that:

· Liquidated Damages:  No injury to the lender and therefore the clause should be unenforceable.

· K law likes efficient breaches – Can breach and still make the other party whole.

Wants to convince ct that this should be analyzed as liquidated damages.

As liquidated damages, does the penalty survive analysis?  Does it provide a reasonable estimate of what the lender’s injury is likely to be if there is a prepayment?

Injury could be more or less.

Possible that a liquidated damages test would fail.

Damage to Lender:

1. Processing for Refinancing

a. Expense

b. Time

2. Interest Rate Change

Garrett Late Payment Penalty:

2% of outstanding balance due while late payment remains unpaid.

Extra amount due is larger in earlier years of the loan than in the later years.

Varies with the full amount due on the loan.

Does that bear sufficient relation to the injury that is suffered by the lender when the payment is late?

The lender will have an expense just to process the late payment.

Damage to Lender:

1. Process late payment

a. Administrative 

b. Accounting

2. Interest on late payment – Opportunity Cost:  If they had the payment they could have lent it out or done something with it.

3. Decreases the value of the loan on the secondary market if the loan is subject to late payments.  It’s a greater risk.

Might be too quick to say that there is no relation between the formula and the injury of the lender.

If the lender had wanted to resell, then as soon as a payment is not made, then that damage does vary quite a bit with the balance due (the lower the outstanding the balance, the lower the risk).

Why treat L and G differently?

All either of the provisions is doing is providing the lender with an alternative.

Why is one about breach and the other one isn’t?  (They are just setting out alternative possibilities for the borrower.)

· Cts are thinking about it from the perspective of the moment at which the borrower is faced with the dilemma of whether or not to prepay.

· Whereas the dilemma of making a late payment involves a situation where you unexpectedly don’t have the money that you thought you would have.

iii. Adjustable-rate notes

Adjustable Rate Loans

Example – 30 year fixed 5.67% Points?  Fees?

Average DC rates are 5.9% and 0.58 points

Average 1 year ARM 3.58 % initial rate

5/1 ARM (5 year fixed and one year ARM)

Jumbo = more than $322,500 – you probably will have to pay more interest on those

Note example – SUP 212-215

Initial interest rate = 10.25%; Principal = $558,400

Initial term = 30 years

Initial monthly payment = $5,003.84

It appears to be a level payment self-amortizing loan

When might the interest rate change?  After 5 years, every month.  (It is kind of like a 5/1.)  

11 COF = 11th District cost of funds

Index + margin = 11 COF + 2 ½ % = new interest rate

Life of loan cap = 13.95% and floor = 7% (interest rates)

No prepayment penalty

Section 4.4(c) implies there is no due on sale clause since it mentions sale/transfer of property

There are periodic caps (and floors?)

On the payments cap = 7.5% increase per year

The payment can change every year; the interest rate can change every month 

The cap is released every 5 years; every 5 years the payment can be freely re-determined

The terms of the loan can be extended up to an additional 10 years for a total of 40 years

Section 3.1 appears to allow for a balloon payment 

It would come in handy if your payments were more interest and less principal

Adjustable rate notes – there are rate changes and monthly payment changes over the life of the loan – income becomes important b/c the lender wants to make sure that the borrower has the capacity to make payments in case the amount increases

Index:  The reference source used for making interest rate adjustments throughout the life of the loan.  Must be clearly understood and expressed in the promissory note.

Examples:

1. Weighted average cost of funds to lending institutions published by the fed gov’t.

2. Federal Hosing Authority’s average national mortgage rate determined by field office reports.

3. Quoted rates for a specific category of the US Treasury Bills

4. London Interbank Offered Rate (LIBOR)

The parties should avoid an index that fluctuates wildly.

Adjustment Period:  Frequency of adjustments

At each change a new amortization is made, taking account of the present principal balance, the new rate, and how many years of the term still remain.

Average:  Every 12 or 6 months

Caps:  Limit to how much the interest rate can move at an adjustment period.

ARMs with caps typically cost more than comparable ARMs without caps, with the borrower paying for that risk reduction in the form of fees, points, or a higher initial interest rate.

Convertibles:  This loan starts out as an ARM, but at a stated date in the future, usually after several years, it converts to a FRM at the then-prevailing FRM interest rate.

Balloon Mortgage:  Not Self-Amortizing

The balloon mortgage features regular monthly payments but has a much later final payment due at the end of the term.  Typically, the lender uses a long-term amortization schedule to calculate monthly payments but specifies a maturity date that is much sooner.

Level Payment Adjustable Rate Mortgage:  Under a LPARM, the interest rate is adjusted throughout the life of the loan but the monthly payment remains the same.

One of two things must happen: either the loan term is lengthened or shortened, or a balloon payment will be due at maturity.

Shared Appreciation Mortgage is one in which a lender gives a debtor a favorable interest rate on a loan in exchange for a percentage interest in the equity appreciation of the property.

Loans:  Look for term, rate, points, fees

Jumbo – Any loan greater than a certain amount will have a higher interest rate, i.e. $322,500.

Sample Adjustable Rate Note:  p. 212

Term 30 years; Rate 10.250%; Monthly payment  $5003.84; Principal $558,400; Remains fixed for first 5 years; Calculation = Index + 2.5%

Today would be paying 4.5%

Interest Rate Cap and Floor:  Life of Loan Caps = 13.95% and 7%

Monthly Payment Cap and Floor:  Cannot increase by 7.5% of last month payment

Rate can increase by 3.7% if there is a sale or transfer.  Provisions suggest that there isn’t a due on sale clause.  Loan will remain unpaid even if the property is transferred.

Due on Sale:  Decreases the interest rate risk of the lender.  Property will be sold more frequently then loans will come due.

No Prepayment Penalties.

Cap on Payment:

Payment can only change once a year.

If interest goes up then there will be a balloon payment or a change in loan term.

The borrower can ask that rather than change the payment, change the term of the loan.

Not possible to keep the same monthly payment and have a balloon payment with this note.

5.3:  Reset the clock every 5 years and again in the final year.

iv. Negotiability (Favors v. Yaffe)

Favors v. Yaffe SUP 218

Cochise (S) ( Favors (B)

(1)10/27/71

Deed to the land plus money back guarantee S(B

Note plus deed of trust $4844 B(S

(2)11/8/71 Cochese sells the note to Yaffe at a discount; Favors made payments on the note until April 1973, 4 months after they discovered Cochese’s bankruptcy

Yaffe sued in March 1974

Favors defense – fraud in the inducement 

They had gone to AZ and wanted their money back but Cochese convinced them otherwise

Fraud in the inducement requires fraud to sign note on 10/27/81

Negotiability doctrine has a distinction b/w fraud in the inducement and intrinsic fraud

For holder in due course, fraud in the inducement does not survive (helps Favors) but intrinsic fraud survives (hurts Favors)

Intrinsic fraud – what it is that you are signing

E.g. – Favors thinks he is giving an autograph but he is actually signing a promissory note

What do you have to show for fraud in the inducement?  That Cochese never had any intention of going through with the money back guarantee

Holder in due course can enforce payments on the note

What is the difference b/w negotiation and assignment?

Assignment – you take on all the obligations of the original holder/promisee (Cochese); negotiation – you do not; so some defenses are stripped

Yaffe is a holder in due course?

1-fraud in the inducement

2-no consideration b/c original promisee and promisor, e.g., deed was never delivered

3-it was paid off (Favors made payments to Cochese even after he sold it to Yaffe) thus Favors owes Yaffe everything, even what it paid off to Cochese

What defenses remain?

Incompetence (infancy or infirmity), duress, intrinsic fraud (no reasonable opportunity to find out what he was signing)

This doctrine has become more important in the last 30 years

Doctrine of negotiability – 2 steps

UCC requirements for negotiability – to be negotiable, a promissory note must 

1-be written and signed by the maker;

2-contain an unconditional promise to pay a fixed amount of money and no other promise;

3-be payable on demand or at a definite time; and

4-be payable “to order” or “to bearer” (“words of negotiability”)

SUP 187 paragraph 10 – I guess this contains another promise (2)

A home loan is typically not payable on demand (3)

Reason for holder in d.c. – must be 

1-holder of negotiable instrument who takes the instrument

2-for value (not nominal),

3-in good faith, and

4-w/o notice that it is overdue or has been dishonored or of any defense against or claim to it on the part of any person

Argument – the money back guarantee attacks the first (2) but it is not in the note

Argument – find out what discount Yaffe got (attack second (2)) and attack second (4) by saying he should have had inquiry notice of buying the note only 12 days after it was signed and at a discount – suspicious

“Taking” a note as an HDC – the process of negotiability – 

I. Formalities required

a. “Bearer” Notes – transfer of possession accomplishes negotiation

b. “Order” Notes – note must be endorsed by original promisee as well 

II. Negotiability vs. assignment

a. Negotiability to HDC – strips personal defenses

b. Assignment – transfers all rights and obligations – so want to avoid language of assignment

Negotiability allows development of secondary markets, its benefits outweigh its costs

The FTC and ? have limited the HDC somewhat

Those rules do not cover original mortgages but sometimes cover home equity loans

Negotiability (somewhat different from assignability)

1. Requirements

a. Written and signed by the maker

b. Unconditional promise to pay a fixed sum of money and no other promise

c. Payable on demand or at a definite time

d. Words of negotiability

i. To order – needs to be endorsed to someone in order to be transferred; “Order” Notes – note must be endorsed by original promisee as well

a. Types of endorsements

i. Restricted/unrestricted – for deposit only

ii. Special/blank – designate the next party that it will be payable to

iii. Unqualified/qualified – take on surety liability

ii. To bearer – like cash, anyone in possession can demand payment; “Bearer” Notes – transfer of possession accomplishes negotiation

2. Holder in due course – transfer of the note from one lender to another; holder in due course can enforce payments on the note

a. Holder of negotiable instrument who takes the instrument,

b. For value (not nominal),

c. In good faith, and

d. Without notice that it is overdue or has been dishonored or of any defense against or claim to it on the part of any person

3. Defenses

a. Stripped (personal) defenses

i. Failure of consideration

ii. Satisfaction of debt

iii. Fraud in the inducement

b. Remaining (real) defenses

i. Legal incompetence

ii. Duress

iii. Illegality of the transaction

iv. Intrinsic fraud

4. Shelter rule is applicable

Favors v. Yaffe:

Cochise gives Favors a money back guarantee and deed on property he’s selling.

The Favors sign a note and a deed of trust ($4844).

The Favors inspect the property, but after not being satisfied, don’t get their money back.

Cochise had already sold the note to Yaffee at a discount.  He did not pay full price for note.

The Favors attempted a defense of fraud in the inducement.

Holding:  Once the P establishes himself as holder in due course he is sheltered from any defense from the other side.

Attack on Yaffe:

· Saying you can undo the transaction is conditional.  If the money back guarantee had been in the note and not a separate document, then the note would have been non-negotiable.

· Could look at the discount price and see how much of a discount it is.  Must be for value.

· Yaffee should have been on inquiry notice that something was up when he bought the note so soon after it was signed and it was being sold at a discount.
c. Mortgages and other security devices

i. Intro

Mortgages and other security instruments

1) Promissory note – personal promise to pay $

If this is not repaid, you can sue me personally and all of my assets are at risk

2) Mortgage or deed of trust – grant of an interest in land to secure performance

If this act is not performed, you can sell (or take) this land to obtain performance, or…

Note and mortgage – secured recourse debt

Note w/o mortgage – unsecured recourse debt

Mortgage w/o note – secured non-recourse debt

Why secure debt?

I. Streamlines collection process – can look to particular identified asset, rather than having to look for assets after obtaining judgment

II. Protects against bankruptcy – if debtor declares bankruptcy, secured creditor’s interest in property has priority over interests of other creditors

Traditional foreclosure

· In exchange for loan, borrower deeds property to lender

· Lender promises to convey property back if borrower repays loan on agreed-upon date

· If loan not repaid on that date, lender keeps property forever

· Courts of equity intervene to allow borrowers to repay late and regain property if they have good reason (the equity of redemption)

· Lender begin practice of suing in equity courts for declaration that borrowers’ rights are extinguished (extinguished = foreclosed)

	Traditional foreclosure
	Modern foreclosure

	
	

	Based on balloon payment ("lawday")
	Installment payments (need for acceleration)

	
	

	Right to decelerate (reinstate)
	May be right to deaccelerate (reinstate)

	inapplicable
	under K, state, or federal statute

	
	

	Acceleration - if you default, then the full note is due and payable

	Paragraph 22 on the Deed of Trust is the acceleration clause

	
	

	Mortgagee (lender) has right to possess
	In most states (lien states in particular)

	until loan repaid, or gains right to 
	mortgagor retains right to possess at least 

	possess upon default; mortgagor
	until foreclosure

	(borrower) regains possession only by
	title states - full grant of property

	exercising equity of redemption
	lien states - placing a lien on the property,

	
	like any other lien, e.g., tax lien

	
	

	Strict foreclosure - once equity of 
	Foreclosure by sale - property is sold off,

	redemption is cut off, mortgagee owns
	mortgagor(ee?) has right to proceeds in

	property outright
	excess of amounts due

	
	

	Usually only mortgagor and mortgagee
	Other lienors common; title from foreclosure

	involved
	sale will be free of all junior liens, thus

	
	(1) priority issues (2) notice to those other

	
	interested parties and protection of their

	
	interests (3) distribution of proceeds

	
	

	No post-foreclosure right of 
	Post-foreclosure right of redemption

	redemption
	(statutory)


I. Mortgage – mortgagor and mortgagee

II. Deed of trust – settlor, beneficiary, and another party – trustee

Traditional differ by jurisdiction

Deed of trust may be necessary for private foreclosure sales

Typical duties before default

1) Make loan payments

2) Pay taxes, assessments, hazard insurance, mortgage insurance

3) Occupy property as principal residence (e.g., paragraph 6 in deed of trust)

4) Keep property free of other liens that have priority, e.g., tax liens

5) Maintain property

6) Do not bring hazardous substances on property

5 and 6 come from the doctrine of waste

B/c of (3), lenders use different forms for vacation homes

Acceleration Clauses – If you default I have a right to declare the full loan due and payable.  Changes the terms of the loan.

(p. 14 – Deed of Trust)  Need:  Notice, Chance to cure in 30 days, etc.  Borrower Friendly.

ii. Transfers of encumbered property

1. Assumption/taking subject to (Swanson v. Krenik)

When encumbered property transferred

I. Does grantee become personally liable for the debt – assumption vs. subject to 

II. Does grantor become surety?  (Swanson)

a. Assumption vs. subject to

b. Multiple transfers:  hierarchy

III. Is grantor released from liability upon modification?  (FFS&LA)

a. Types of modification

b. If property taken subject to and worth less than outstanding debt at time of modification
When property is sold an existing mortgage may be paid off or it may survive the transfer given that it is properly recorded.

If the mortgage is unrecorded and the buyer does not qualify as a BFP, then the mortgage survives.

Assume – The buyer promises the seller that the buyer will pay all of the debt in accordance with its terms.

Take Subject To – The buyer does not promise to pay the debt but agrees that the mortgage is permitted as an exception to good title and that the seller is not responsible for paying the debt.

· With a loan assumption, the buyer is personally liable if fails to make payment.

· A buyer who takes subject to has no personal liability if fails to pay the debt.

· The buyer who takes “subject to” usually pays the debt because she risks losing the property to the mortgagee (lender), who may choose to foreclose.

Assumption:

The grantor remains personally liable as the maker of the promissory note until the loan is paid in full, unless the mortgagee releases the grantor from liability.  After the transfer, the grantor’s liability becomes secondary because the grantee is primarily liable.

If the mortgagee sues the grantor on the promissory note, the grantor has two choices:

1. pay the debt to the mortgagee in accordance with its terms.

2. sue the grantee on the assumption K.

Pages 701-702 – assumption = buyer promises to pay the mortgage debt and is personally liable if he fails to do so; take subject to = no personal liability for failing to pay the debt

Transfer of encumbered property

3 questions – end of yesterday’s notes

Swanson v. Krenik page 705

(1)Alaska Federal gives $ to Kreniks for deed of trust (DOT)

(2)Kreniks give property to Swanson for assumption and second DOT

The Kreniks’ loan was not paid off

Assume purchase price = $3M and AF balance = $2M – the Kreniks loaned Swanson the rest of the $ – assume second DOT $1M

Assume foreclosure proceeds only $1M

Deficiency $1M

If AF vs. Kreniks for this deficiency, AF would win

AF could win under 3PB theory, or subrogation theory (against Swanson I guess)

If a K is ambiguous, you can do two things

1)Court could create a presumption

2)Look at extrinsic evidence, parol evidence, what kinds of things could show personal liability

What if the original loan was a non-recourse loan?

If the loan was a big percentage of the property value, then it is likely that personal liability was contemplated

Krenik sues Swanson – who wins – Krenik – suretyship – Swansons primarily liable and Kreniks secondarily liable (suretyship)

Assume Swansons take subject to and assume AF accelerates and Kreniks pay it – under subrogation, Kreniks can sue Swanson and foreclose (Kreniks step into AF’s shoes)

If Kreniks did not make the full payment?  Kreniks become partial equitable surety.

Partial – only up to value of property

Equitable – b/c no agreement/K/created by courts of equity

Why would the Kreniks make payments and not let the bank foreclose?

Maybe the money they lent to the Swansons would be at risk and if foreclosure proceeds are low then Kreniks are liable for the difference (assuming Swansons took subject to)

If Swansons pay and then sue Kreniks, what happens?  (this happened after (3))

(3)Swansons give property to Rush & Luther for assumption and third DOT

(4)R&L default; AF forecloses, gets deficiency judgment of $1,173,992, Swanson pays, seeks contribution from Kreniks

Court says the language is not clear enough to overcome the presumption – Kreniks prevail over Swanson

What if R&L, before defaulting, got together with AF and made a loan workout 

Normal rule – if you try to increase the degree of risk of the surety, then the surety’s liability is discharged

Swanson v. Krenik:
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Loan was not paid off when the property was deeded to the Swansons.

Kreniks also loaned additional money for sale of the property.  2nd DOT

Assume:

Purchase Price $3Mill;  AF Balance
$2M;  2nd DOT   $1M

Foreclosure Sale Proceeds
$1M

Deficiency:


$1M

AF v. K:  Unless there is a specific release of the Kreniks from the original note, then they remain liable and AF can go after them for the loan.

AF v. S:  AF can also go after Swansons.  If it’s clear that the Ss assumed personal liability then AF can go after them.  BUT if it’s not clear “mortgage will stay in place and that S will make monthly payments”, then the ct will look at parol ev or extrinsic ev.

Cts have not announced a strong presumption to either side.

Weak presumption against assumption.  Don’t want to place an obligation on a grantee like the Ss that they hadn’t agreed to.  BUT usually look for parol ev.

K v. S:

K prevails because they are the surety.

When the loan is assumed then the Ss become primarily liable and the Ks become sureties, which means that they are secondarily liable.

Ks have the right to go after the primary obligor to get their money back.

Assume that Ss took Subject To:  (Also assume that Ss stopped making payments on the loan.)

To avoid a foreclosure sale, and the legal costs, the Ks make the monthly payments to keep the mortgage current.

Can the Ks having made the monthly payments, recover from the Ss?

If K makes the full payment to AF, then they could step into AF’s shoes and foreclose on the Ss.

If Ks didn’t make the full payment, can they recover from the Ss?  (not in a position to foreclose)

The property interest that Ss hold, is subject to a smaller encumbrance.

Cts of Equity:  In this situation, the Ks become a Partial Equitable Surety.

Equitable Surety because there was no K.  Made up by cts of equity.

Partial because it’s only up to the value of the property at the time the payments were made.  Ks can recover the payments that they made up to the value of the property.

Ks wouldn’t want to just foreclose due to legal costs and foreclosure sales recover substantially less than property value.  ALSO, Ks are the ones that are on the hook, because it is subject to.

S v. K:

Ss pay and then sue K, what happens?

Ks win.  If jointly and severally liable, then Ss could get half of what they pay to AF from K, BUT ct is not convinced that the language is clear enough for this.

R&L change the terms and length of the loan with AF:

R&L make some of the payments, but then default.

AF forecloses and gets deficiency payment of $1M, but now wants to get the rest from K and S.

AF will not succeed against K and S, because under the law of suretyship if you modify the agreement in a way that increases the risk of the surety, then the surety is discharged.  If K and S didn’t agree to it, then they are released from liability.

Transfers on encumbered property

-Mortgagor can pay off the debt

-Sale can close with the existing debt; the mortgage survives the transfer

-Buyer assumption of the mortgage (assumption = buyer promises to pay the mortgage debt and is personally liable if he fails to do so)



-Buyer has primary liability to the mortgage company

-Grantor of the mortgage or the seller has secondary liability for the life of the mortgage

-Buyer takes subject to the mortgage (take subject to = no personal liability for failing to pay the debt)

-Mortgagor still pays the mortgage and wrap around mortgage loan

Default on transferred mortgage

-If there is assumption of the debt, the mortgagor can go after the grantee

-Mortgagee/grantor rights against assuming grantees – can be based on 3P beneficiary theories, subrogation; is only applicable if the original mortgagee pays off the debt

-Subrogation – mortgagor has the right to recover from the assuming grantee upon breach of the assumption agreement, so should the mortgagee

2. Modification/extension of mortgage debt (First Federal v. Arena)

Modification/Extension of Mortgage Debt

Under suretyship principles, the general rule is that any extension of the maturity date for payment of the debt discharges the surety, unless the surety aggress to that extension.  An extension or increase in the interest rate adds to the surety’s risk.

First Federal v. Arena page 712

(1)FF gives $ to Arenas for two mortgages

(2)Arenas give property to Richardson, who takes subject to mortgages

(3)Richardson and FF – modification – assumes debt, term to 20 years, interest from 6% to 7.25%

Court construed the K against the mortgagee (FF) and said inclusion of term for debt extension means exclusion of changing the interest rate, and the increase in interest rate changes the liability of the surety, which discharges the surety’s liability

Footnote 3 (page 713) “As a corollary,…difference.”

Richardson would not be personally liable for a deficiency 

Surety is personally liable for a deficiency – this is what the “As a…” is saying

First Federal Savings & Loan v. Arena:
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Richardson

Modification:

· assumes debt

· term to 20 years

· interest from 6% to 7 ¼%

The increase in term does not discharge the Arenas, because there was a term in the original mortgage that allowed FF to renegotiate the term (length) of the loan.  Ked that the change in term would not discharge liability.

[p.10 of section 12 of deed of trust (Fannie Mae) has the same term.]

The modification in interest rate increases the risk of the surety in a way that the surety did not agree to.

Modification/extension of mortgage debt (Arena)

-Courts are split as to whether a surety will be completely discharged in the event the mortgage loan terms are changed and expand the surety’s obligations – the question is – at the time of the transfer, is the property value enough to pay off the loan

-If, at the time of transfer, the value of the property was less than the amount of the debt, and then the terms of the loan were changed, the surety is still liable

-The surety is discharged if the terms are changed and the debt is less than the property value

iii. Foreclosure

1. Default, acceleration, types of foreclosure

Foreclosure sale dynamics I

· Foreclosure with single lender, no junior interest

· Outstanding balance of loan:  $200k

· Auction sale; lender can bid at sale

· Lender can bid up to amount of outstanding loan balance on “credit”

· Lender believes property can be resold for $210k (after resale costs)

You are the lender.  What do you bid?

· Bid the outstanding balance of $200k so that it will not be sold for below that

· Bid $210k less costs

· But the lender has to give everything in excess of the outstanding balance back to the defaultor/borrower

· At worst, bid $1 and write the debt off on your taxes as a bad debt – but could a court say this is not a deficiency

Default and acceleration

-Traditional

-Equitable right of redemption

-Modern foreclosure

Types of foreclosure

-Judicial foreclosure

-Private power of sale foreclosure

Foreclosure

Default, Acceleration, Types of Foreclosure

Deficiency Judgment – A judgment equal to the shortfall.

Strict Foreclosure – The ct sets a final payment date that is strictly enforced.  If payment is not made the mortgagee keeps the property.

Judicial Foreclosure – The mortgagee brings an action asking the ct to issue an order calling for sale of the mortgaged property.  If payment is not made, a ct-supervised public sale of the property occurs.

Power of Sale Foreclosure – Allows lenders to foreclose by selling the property without ct involvement.  The mortgage instrument must authorize the procedure by granting a power of sale to the lender or to a third party such as a trustee.

2. Statutory mortgagor protections (Gutherie v. Ford Equipment Leasing Co.)

Deficiency legislation – Gutherie v. Ford page 806

Would a resale bring a lot more money than the original sale?  Yes if it were like the normal sale of a farm (6 months-3 years) – but this would be costly to the bank

Original sale – 1 day auction – likely to bring in far less money than normal 

What if lender thinks property value is $170k but outstanding balance is $200k?

Bid closer to what the property value in the hope of getting deficiency judgment

What if statutory post-foreclosure redemption with 

· Redemption price at foreclosure sales price plus K interest and costs

· Borrower gets right to possess until end of one-year redemption period

I think the GA deficiency statute says that the court shall not confirm the sale unless the property is sold for its true market value at the foreclosure sale

You are the borrower.  Why might you be worried that a typical auction foreclosure sale would general less than FMV?

What changes to the structure of the sale could help?  (If sale < FMV ( borrower could be liable for deficiency)

Problems with auction – not as much publicity, less chance to inspect, buyers probably need financing 

Maybe legislation could require that the property be listed with a real estate broker, other procedures

Statutory Mortgagor Protections

One Action Rule – Limits the mortgagee to a single action that must include foreclosure and may include a deficiency judgment.

Statutory Redemption – Statutes creating postforeclosure redemption rights.

Existence of Right to Redeem – In some states, statutory redemption is available after both judicial and power of sale foreclosures.  In others it is available after one, but not the other foreclosure process.

Time Period – The statutes set a fixed time period after foreclosure for exercise of the right to redeem.

Redemption Price – The foreclosure sales price plus interest and foreclosure costs.  In most states, a statutory rate of interest is specified.

Right to Possession – The mortgagor has the right to possession during the statutory period.

Who can Redeem – In some states, the redemption right is granted only to the mortgagor; in others, junior lienors are also entitled to statutory redemption.

Effect of Redemption on Liens – Generally, the mortgagor’s redemption revives preforeclosure liens other than the lien foreclosed upon, the policy being not to let the mortgagor’s default and foreclosure destroy the liens she created.

How might decision be affected by Georgia deficiency judgment legislation, Pg. 806?  This applies only to non-judicial foreclosures.

More likely to bid a normal amount if want a deficiency judgment because court 

must confirm – or do a resale.

Statutory Post-Foreclosure Redemption = Redemption Price at Foreclosure Sales Price + Contract Interest and Costs and Borrower gets right to possess until end of one-year redemption period

Other parties will bid less than otherwise would because the risk of redemption is like buying a future interest.

What about lender?  If thought absolutely no chance would redeem, then would bid as if there were no post-foreclosure redemption.

What exactly does redemption mean?  If is low – does borrower get it free and clear, or is it like a fee for starting his mortgage up again?  GETS IT FREE AND CLEAR!!!

Foreclosure Sale Dynamics II

You’re the borrower.

Why might you be worried that an auction foreclosure sale would generate less than FMV?

One day auction doesn’t bring as much as putting on market like normal

What changes to structure of the sale could help?

Advance notice and marketing of the property, no chance to inspect, need cash financing.  Limits number of buyers in market for this.  

Introduce legislation to change way foreclosure sales are conducted.  List it with a broker.  IL has done this with positive result

