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Notion of a Mortgage

Mortgages Generally

Giver (homebuyer) of the mortgage is the mortgagor. Person seeking the loan is giving an interest in the land in exchange for a loan.

Receiver (bank) of the mortgage is the mortgagee.

Very often people will obtain loans from private investors, as opposed to banks. This is known as a private mortgage, or a traditional form of mortgage.

Making residential mortgages uniform has developed a secondary market where banks can buy and sell notes. Mortgages can be transferred and packaged by banks for sale to other companies. They are entitled to use these notes as collateral. This is known as assigning an interest.

A third form is the deed of trust. It does the same thing as a mortgage: it secures the repayment of a loan.

Land contracts are a form of loan, but are also a conveyance.

Devlin v. Wiener

· A mortgage deed and the underlying obligation that the deed purports to secure it are sufficiently detailed to sustain a foreclosure action.

· Recorded mortgage deed need not recite with particularity all the details

· Mortgage deed refers to a document where relevant details can be found. Reasonable enough for a title searcher. Therefore look to the underlying document.

· Mortgage can secure the performance of affirmative acts.

· Underlying document is sufficiently clear.

Negative Covenant as Mortgage

Equitable Trust Co. v. Imbesi

· A covenant not to encumber or convey real property is not a mortgage and it is not paramount to subsequent mortgages or liens on the property.

· Extrinsic evidence regarding intent is not admissible.

· Equitable mortgages are mortgages, which, on their face appear to be mortgages, but are somehow defective.

· Equitable liens are based on specific enforcement of a K to assign property as security. Depends on the instrument and the surrounding circumstances.

· Intent to create is essential.

· Negative covenants do not create a security interest. They are merely a contract. Any breach of this negative covenant gives rise to a cause of action, and you may be able to get damages.

· Therefore, no equitable lien here.

· Where a K is plain and unambiguous, no room for construction. Presume parties meant what they wrote.

· In the absence of fraud, duress or mistake, you cannot use parol evidence to examine the agreement.

Support Mortgages

When a mortgage is given both to secure a promise of financial support, and also a promise of “love, affection and kindness,” the mortgage is valid to secure the first obligation, but not the second. Promise of emotional support cannot be reduced to a monetary equivalent. See Thompson v. Glidden (pg. 548).

Mortgage Foreclosures (AKA Acceleration)

Foreclosure makes the entire debt due and payable. This usually involves the sale of the mortgaged premises. Any surplus will go to subordinate debt holders, and then to the mortgagor. Any deficiency may result in a personal judgment against the mortgagor.

Foreclosure acts to put the foreclosure sale purchaser in the shoes of the mortgagor as of the time the mortgage being foreclosed was executed. 

Example 1: A has a mortgage, and B has a subordinate mortgage. If A forecloses, then B’s mortgage is extinguished. A gets the value of their debt, and B will get whatever is left over, up to the amount of their debt.

Example 2: A has a mortgage, and B has a subordinate mortgage. If B forecloses, A’s mortgage does not get extinguished, as it is senior to B’s mortgage. The sale value of the property will be the value of the property less the value of A’s mortgage.

At law, the rights of the mortgagee were absolute. Equity intervened to provide relief for mortgagor’s who were tardy in repaying, so long as they had the ability to pay, and where fraud, accident, misrepresentation or duress could be shown. This was called the equity of redemption. This right was offset by the mortgagee’s right of foreclosure.

The idea developed that a mortgage was not really a conveyance (subject to a condition subsequent). This was a concept of equitable title, which the mortgagor retained until the mortgage was paid off. The mortgagee received legal title. The mortgagor would obtain legal title once the mortgage was paid off. A mortgage was really a security instrument. Public sale is the main way to foreclose in the U.S. The main type is judicial foreclosure, which results after a full hearing of the issues. The other type is by power of sale (foreclosure by publication), which does not require a full hearing. Can also have strict foreclosure (not used much now).

In some states, a deed of trust is used instead of a mortgage. A deed of trust is a security instrument that conveys the legal title to a trustee. The trustee can be a title company, or a subsidiary of the lender, or a lawyer, etc. Why use a deed of trust instead of a mortgage? Deeds of trust typically contain a power of sale provision. Contractually, the trustee can sell the property without judicial foreclosure if there is default. However, you must still go through the state’s required procedure to foreclose (i.e. notice requirements, etc.).

Some states, after the mortgagor’s equity of redemption has been cut off, allows for statutory redemption. This permits the mortgagor to redeem for some fixed period after the sale of the property. The redemption amount is usually the sale price, not the debt value. 

Use of Mortgage Substitutes

Some mortgagees have resorted to mortgage substitutes to avoid the equity of redemption. Can have a written agreement to reconvey upon payment of the loan. Also, leasebacks or contracts exist. However, courts usually turn these into equitable mortgages. Another substitute is known as the instalment land contract (AKA contract for deed or long-term land contract). Principal plus interest must be paid over the duration of the K. Vendee must pay taxes, and maintain the property. Very pro-vendor; therefore, not all states recognize them.

Creditors may require debtors to grant him the land by absolute deed under oral or tacit agreement that the land will be reconveyed upon repayment. If a written agreement is used, it may take the form of an option contract to purchase, a leaseback or a K obligating reconveyance/repurchase. Contemporaneous options to purchase are generally ineffective and inoperative because a person attempting to get a loan, while executing an option agreement, is prejudiced by unfairness. Options entered into subsequent to the mortgage may be upheld. NY legislation specifies that an option to acquire an equity or other ownership in property granted to a mortgagee simultaneously, or in connection with, a mortgage is not “unenforceable” so long as the “power to exercise such option or right is not dependent upon the occurrence of a default.”

All of these substitutes are designated to eliminate the equity of redemption (known as clogging the equity of redemption). Other benefits to the lender includes: possession prior to default, preventing other mortgages, etc.

The question is not whether there was intent for parties to become a mortgagor/mortgagee, but whether they intended for the deed to stand as security for debt.

Flack v. McClure (Absolute Deed)

· May an instrument, appearing on its face to be a conveyance, may in fact be a mortgage.

· In a situation where an instrument purports to be a conveyance, but the apparent intent of the parties and the relative equities dictate otherwise, a court may impose an equitable mortgage.

· Although the parol evidence rule normally does not permit extraneous evidence to come in, such evidence may come into play if the contract is not the complete embodiment of the parties’ agreement.

· 6 factors to consider:

· Whether a debt exists

· Relationship of the parties

· Parties’ sophistication

· Presence or absence of counsel

· Who retained possession (very important factor)

· Adequacy of consideration

· M intended to create a mortgage

· Therefore, an equitable mortgage is imposed

Sannerud v. Brantz

· A security interest arrangement, in case of doubt, should be defined as a mortgage in order to protect all parties by denial of forfeiture and affording statutory rights of redemption

· Courts have established factors to consider whether a transaction is a mortgage intended as security, or as a conditional sale:

· Change of possession

· Disparity in value of property and the price

· Provision for reconveyance after debt paid

· Whether borrowing/lending accompanies the execution of the instrument

· Whether grantor remains in possession

The rule prohibiting a mortgagor from waiving his equity of redemption when the mortgage is executed requires finding a mortgage when a transaction, like the one in Sannerud v. Brantz, is intended to secure a debt, even if the parties expressly provided for forfeiture with no right of redemption.

If a grantor does not exercise the option to repurchase, can get another opportunity if he can prove that the deed was intended to serve as a security for a loan (i.e. mortgage). Grantor can then redeem the property from the mortgage.

Downs v. Ziegler

· Every transfer of an interest in property, other than in trust, made only as security for the performance of another act, is a mortgage.

· The parties here contemplated security for the repayment of funds.

· Doctors never inspected property, never occupied, never collected rents, etc.

· This is consistent with mortgage versus conveyance

· Doctors not liable for any resulting deficiency after foreclosure

Doctors were attempting to get around the equity of redemption when it suited them. Despite the fact that they were attempting to get around the equity of redemption, the court imposed an equitable mortgage. 

Koenig v. Van Recken 

At 89 Mich. App. 102. See U.S. Property notes. Typical case in which an equitable mortgage will be imposed.

Five critical dates in a mortgage

1. Date of execution

a. Recording the mortgage

2. Upon default

3. Filing of a foreclosure action (if there is to be one)

4. Foreclosure sale itself

5. End of any statutory redemption period

After default, every borrower has the right to redeem the property by simply paying off the balance. This right ends at the point of the foreclosure sale. The equity of redemption will be over at that point. However, in some states, including Michigan, there is a period of statutory redemption. The period can run upwards of a year depending on the state and circumstances.

Rights and Duties of Parties Prior to Foreclosure

Three kinds of states:

1. Title theory states

2. Intermediate theory states

3. Lien theory states

Title theory (delay): Mortgage seen as a conveyance. The lender has an immediate right to take possession of the property and to collect the rents. Mortgagee holds the title for security purposes. Mortgagor has possession until default. 

Intermediate theory: Title theory, but delayed. Mortgagor deemed to have legal title until default occurs. After default, legal title passes to the mortgagee. Mortgagee has the right to possession and collect rents and profits after default. 

Lien theory (accelerate): Mortgagee acquires a lien on the mortgaged real estate. Mortgagee has no right to possession or rents until after the foreclosure sale. Mortgagor retains legal and equitable title, and the right to possession until after foreclosure. 

Liability of a Mortgagee in Possession

A mortgagee in possession is liable in tort, and is responsible for upkeep n the property. One way to avoid mortgagee-in-possession status is to simply proceed to foreclosure. The Dover Mobile Estates case illustrates this point.

Dover Mobile Estates v. Fiber Form Products

· A lease, providing itself to be subordinate to any encumbrances, shall be terminated upon any foreclosure.

· Liens which are subordinate to a trust deed are extinguished by foreclosure upon that deed.

· Can be subordinate by being later in time or by being textually subordinate.

· Here, subsequent encumbrance was superior to the lease

· Foreclosure of the trust deed extinguished the lease

· FFP’s tenancy became month-to-month and had the right to terminate

Leases Prior to Mortgage

1. Since it is prior, and superior, it can’t be extinguished by foreclosure of the mortgage

Leases Junior to Mortgage

1. Such a lease can be extinguished by foreclosure

2. Can evict junior lease upon default

A variety of devices can be used to readjust the rights and responsibilities of the mortgagee and lessee in the commercial lease context. Subordination, non-disturbance and attornment are three possibilities.

Subordination

Act by which one having an interest in particular real estate consents to a reduction in priority as against another holding an interest in the same real estate.

Non-Disturbance

A mortgagee holding a senior lien agrees that in the event of foreclosure, the foreclosure purchaser will permit the lease to continue and allow the tenant to remain on the leased premises so long as the tenant continues to comply with the terms of the lease and is not in default.

Attornment

Agreement by which a tenant agrees with the mortgagee that if the interest of the Landlord under the lease shall be transferred by reason of foreclosure, tenant shall be bound to the purchase under all of the terms, covenants and conditions of the lease for the balance of the term. Purchaser acts as the original landlord.

Real Property & Rents

Usually mortgagees must assign rents as additional security for the loan.

In the Matter of Millette

· A mortgagee need not take additional steps, in addition to recording the assignment, in order to perfect an interest. Recording the assignment is enough.

· Majority of jurisdictions have abandoned the additional steps rule.

· Recording an interest is sufficient to give the mortgagee superior rights to any subsequent 3rd party who would seek to take a security interest in the leases and rentals.

· Affirmed.

Coleman v. Hoffman

· A mortgagee who properly acquires mortgagee-in-possession status is held accountable for that possession to 3rd parties. Must use reasonable diligence to maintain the premises. Restatement of Property (Third).

· Mortgagee must control premises. Constructive possession not enough.

· AH was collecting rents on the property. Sent 2 letters to tenants establishing their control.

· H had been making repairs prior to buying the property.

· OCI had no ownership interest. No involvement in the repairs. No control.

Every state has an assignment of rents, but there is no uniformity as to how assignment of rents are treated. Some jurisdictions recognize something called an absolute assignment. This means that the mortgagee has an immediate right to the rents upon execution of the mortgage. The rents are part and parcel of the security. Just as in a title theory jurisdiction, the mortgagee has the right to possession immediately upon execution of the mortgage. They also have an immediate right to the rents upon execution. In other states, possession and rents are not backup security. They are part of the security. Some states require recording of the assignment, or something more upon default. Others still require foreclosure or receivership to get at the rents. 

In 2005, the National Conference of Commissioners on Uniform State Laws promulgated the Uniform Assignment of Rents Act (UARA). See pg. 369. Under the UARA, the security interest in rent derives from the mortgage. An assignment of rent then becomes part and parcel of the mortgage. Because the assignment comes first, the assignments are superior to subsequent claims. There is no question as to when you have an effective assignment of rents. The collected rents can be applied to the mortgage debt. 

The MCLA permits an assignment of rents for any commercial/industrial property, or for any apartment building with 6+ units. Can only be activated upon default. It is only binding upon the tenants from the time you file notice of default with the Registrar of Deeds. Not an absolute assignment of rents in Michigan. In Otis Elevator Company v. Midwest Realty Investors (206 Mich. App. 710), court held that the recording is what gives notice of the right of assignment to 3rd parties. 

Protecting the Security

Pre-Foreclosure Remedies

Appointment of a Receiver

This may be preferable versus attempting to obtain possession, or by assignment of rents. Equitable receivership usually involves a judicial appointment of a 3rd party to take possession, repair/preserve property and to collect rents.

Receivership has the benefit of not terminating subordinate leases, and may allow the mortgagee to avoid certain accounting responsibilities. Receivership will also allow the mortgagee to shield himself from tort liabilities. On the downside, receivers may be expensive for the mortgagee. 

The reason you want a receiver is because if the property is in default, and there is insufficient security (debt higher than value), then the property is wasting away. By the time the foreclosure sale arrives, the property value will be (potentially) significantly depressed. 

Courts may ignore provisions in mortgages providing for receivers upon default. Given that receivership is an equitable remedy, you may still need to show equitable grounds, despite what the mortgage says. 

If you can show extraordinary circumstances, a receivership order may be granted ex parte. If it can be shown that, by giving notice to the mortgagor of a request to appoint a receiver, the mortgagor will do more waste upon the land, then such an order might be appropriate. Whenever there is ex parte relief, court rules will always require a full, scheduled hearing as soon as possible afterwards. 

Dart v. Western Savings & Loan Association

· A receiver may not be appointed (as the lower court did) where the debt is adequately secured.

· Possession rests solely with the mortgagor until foreclosure.

· More than mere default must be shown for the appointment of a receiver, as it interferes with the mortgagor’s property rights

· Where security is adequate, appointment of a receiver is error

· Failure to pay taxes is not waste

· Normally have to assert equitable grounds for a receivership. You usually need to show that the property is going downhill so fast that a foreclosure sale would only bring in a fraction of the value of the property. In this sense, a receiver is better than an assignment of rents. 

Note: Deed of trust is, in some states, a mortgage. Grantor is the mortgagor. Trustee is the 3rd party that obtains legal title to the property for the benefit of the mortgagee.

Trustco Bank, National Association v. Eakin

· A court appointed receiver is an officer of the court, not an agent of any party

· Property being managed by a receiver is essentially in the possession of the court

· A receiver should not put their own personal financial status in jeopardy

· Receiver is not obligated to preserve the property or protect its value

Insurance

Another way to protect your security is to add insurance to it, or by escrowing the insurance money. This will ensure that:

1. The security will always be insured, and 

that you will be protected from other damages.

Starkman v. Sigmund
· Mortgagors are entitled to insurance proceeds where the land’s value exceeds the debt, and the debt is current.

· If proceeds retained by Sigmund, Starkman loses the benefit of the long-term loan

· Fire would act as an acceleration, and would force Starkman to obtain financing on less favourable terms

· Proceeds to go to the mortgagor

Note: Starkman is a minority opinion. Normally, unless a mortgage states otherwise, if a mortgagee promises to keep the property insured (which is a requirement of the mortgage), then it is usually held that the mortgagee is entitled to the proceeds. This is also true if the mortgagee is the named beneficiary. 

Insurance Escrow
Lenders usually collect funds, along with the mortgage payment, to pay taxes and insurance premiums. Each month, the lender will collect 1/12 of the expected expenses. The lender can collect any back taxes for the year whenever the mortgage is entered into. Lenders are entitled to collect the amount they need to pay the next tax bill, plus another two months of taxes. This gives lenders a small cushion, without being predatory.

There are usually agreements between buyers and sellers to harmonize their tax bills in the year of sale. The buyer will have to pay the seller for adjustment of previously paid taxes for the subsequent year. This is not a duplication, because one is in the buy-sell transaction, and one is in the mortgage transaction with the lender. However, this does make for a hefty originating bill for the buyer. 

The bank tends to collect more money than they need for each item separately. Aggregate accounting is required by legislation. The bank need to calculate, on an aggregate amount, how much will be required for taxes and insurance. 

Transfer of the Lender’s Interest

Categories of Transfer

Five categories of transfer:

1. Outright sale to an investor who will hold the mortgage in its portfolio

Mortgagor ( (Note and Mortgage) ( Mortgagee ( (Assignment of Mortgage) ( Investor
2. Partial assignments (participations) sold to multiple investors

Mortgagor ( (Note and Mortgage) ( Mortgagee ( (Assignment of Mortgage) ( Investor ( (Sales of Participants) ( Investor 1, 2, 3, etc.

Note: This second example involves the sale of partial interests (tenancy in common interests) to other investors. The investor typically retains a portion of ownership of the note and mortgage. They are the “lead lender.” 

3. Sale of mortgage-backed pass-through securities

Mortgagor ( (Note and Mortgage) ( Mortgagee ( (Assignment of Mortgage) ( Issuer ( (Sales of Bonds or Securities) ( Investor 1, 2, 3, etc.
The ultimate investors do not purchase fractional shares of ownership. Instead, they buy bonds or securities, issued by the secondary market investor, backed up by the mortgage(s). They are purely pass-through, in that the payments are made pro-rata based on the underlying mortgages.

4. Sale of multiclass mortgage-backed securities

Mortgagor ( (Note and Mortgage) ( Mortgagee ( (Assignment of Mortgage) ( Issuer ( (Sales of Multiple Classes of Securities) ( Investor 1, 2, 3, etc.

Used with commercial mortgage loans. Usually the loans are $20 million each or more. They are not pass-throughs. They instead represent a variety of combinations of principal and interest payments, which, in the aggregate, can be covered by payments made by the borrowers on the underlying loans. Some classes may pay interest only; some may pay early on in the life of the loan; some may pay out later; some have priority over others. These are called “Commercial Mortgage-backed Securities” or CMBS. The loans themselves are called “conduit loans.” Each class of securities is called a “tranche” and each pool may have 10-20 different tranches. The securities are “rated” prior to marketing, and are usually rated by S&P, Moody’s, etc. 

5. Collateral or security transfer of notes and mortgages

Mortgagor ( (Note and Mortgage) ( Mortgagee ( (Collateral Endorsement of note and Assignment of Mortgage) ( Lender ( (Monetary Loan to Mortgagee) ( Mortgagee
Not intended to be a permanent transfer. The mortgagee is seeking a loan from another lender who demands collateral. The mortgagee pledges the note and mortgage as security for repayment of the new debt, accompanied by some form of security arrangement. When the new debt is repaid, the security given by the mortgagee will be discharged and the note and mortgage returned to the mortgagee.

Mechanics of Mortgage Transfer

When a mortgagee “sells a loan” to another investor, two transfers are made: a transfer of the promissory note, and an assignment of the mortgage (two separate documents). The mortgage automatically follows the promissory note. The mortgage is merely security for (i.e. an accessory to) the note. It is impossible to separate the mortgage from the note. Without the mortgage, the note is far less secure, and, the mortgage without the note is essentially worthless, since there could never be a default, and no foreclosure. 

Bankers Trust (Delaware) v. 236 Beltway Investment

· Although separate agreements cannot destroy an instrument’s negotiability, they cannot create negotiability.

· Since there is no sum certain here, note is not negotiable.

· Negotiability must turn on what is within the 4-corners of the instrument itself.

· The separate agreement cannot rescue the note from its non-negotiability.

· Since it is non-negotiable, BT is an assignee of an ordinary interest, and is therefore subject to a mutual mistake defense.

· No summary judgment granted, as there is a genuine issue for trial (i.e. is there mutual mistake? Is reformation warranted?)

· Therefore, BT’s motion denied

Holder in Due Course

To be a holder in due course, an assignee must meet 3 requirements:

1. Note must be a negotiable instrument (rights and liabilities are created by virtue of the note itself)

a. Must have a writing, signed by the maker or drawer

b. Contain an unconditional promise or order to pay a sum certain in money and no other promise, order, obligation or power given by the maker or drawer except as authorized by this title

c. Be payable on demand or at a definite time

d. Be payable to order or to bearer

2. Process by which the note is transferred must constitute proper negotiation
a. Possession of the instrument itself must be transferred

b. If the instrument is payable to a person (versus “bearer”) it must be endorsed on the instrument itself (not a photocopy)

3. Must take for value, in good faith and without notice
a. Note must not be forged, altered or incomplete

b. Must not have any notice that the note is overdue, in default, altered, or that someone else has a claim or defense to it.

Real and Personal Defenses

The whole point of being a holder in due course (HDC) is to have the right to collect debt without regard to defenses that the mortgagor might have been able to raise against the original mortgagee. Holders in due course are free from “personal defenses,” but remain subject to “real defenses” such as:

1. Forgery

2. Infancy

3. Duress, lack of legal capacity, or illegality of the transaction which nullifies the obligation

4. Fraud that induced the obligor to sign the instrument with neither knowledge nor reasonable opportunity to learn of its character or its essential terms

5. Discharge in insolvency proceedings

Personal defenses include:

1. Lack of consideration

2. Breach of warranty

3. Unconscionability

A mortgage note that is non negotiable, or is negotiable but transferred to one who does not qualify as a holder in due course should attempt to get an estoppel certificate. This note promises that the note is valid, and is not subject to defenses by the maker. An estoppel note makes a transferred mortgage note more secure. The person receiving this certificate would be relieved of any real and personal defenses. However, an estoppel certificate isn’t a cure-all. The assignee must rely on the certificate, and must not know that the facts differ from the certificate’s recitations. Also, the certificate cannot be obtained by fraud or duress.

Close-Connectedness Doctrine

Close-connectedness doctrine: Under this theory, holder-in-due-course status is lost if the purchaser of a negotiable note is too closely connected with the transferor. The purchaser is regarded as lacking “good faith.” For example, the drafting by the lender of forms for the seller would be too closely connected. 

Trade Regulation Rule (Federal Trade Commission)

The Federal Trade Commission nearly completely eliminated the HDC doctrine in consumer credit transactions by a “trade regulation rule.” Under this rule, it is an unfair trade practice for a seller of goods or services to finance a sale without including in the note or other evidence of debt, language that makes the seller and any subsequent assignee subject to the consumer’s claims and defenses. This rules covers only natural persons purchasing goods or services for personal, family or household use, and only for purchases of $25,000 or less. Real estate mortgages are affected only to the extent that they secure payment for such goods and services. Consequently, a mortgage loan used to buy a house, whether it has first or junior lien status, is untouched by the rule.

However, holder in due course and negotiability is of waning importance. These rules have been virtually eliminated by the Federal Trade Commission.

Definition of a Non-Recourse Loan

A non-recourse loan is a secured loan that is secured by a pledge of collateral, typically real property, but for which the borrower is not personally liable. If the borrower defaults, the lender/issuer can seize the collateral, but the lender's recovery is limited to the collateral. If the property is insufficient to cover the outstanding loan balance (for example, if real estate prices have dropped), the lender is simply out the difference.

Transfers of Mortgage Servicing

Process of collecting and accounting for mortgage loan payments, maintaining escrow or reserve accounts to pay property taxes and hazard insurance, and dealing with defaults and foreclosures is known loosely as “servicing” of a loan.

The servicer is an agent of the owner or investor, and represents it in dealing with the borrower. Servicers earn .0020-0.00375% of the loan ($200-375/year on a $100,000 loan). Servicers also earn interest on the balance in the tax and escrow accounts it holds.

Borrowers must be informed about lenders’ practices with respect to servicing. Borrower must be given notice when such a transfer occurs, as well.

Payment Problems

For negotiable notes, UCC Article 3 governs. See pg. 496-7. You can continue to pay the lender until you are given adequate notice that the mortgage has been assigned to someone else. 

For non-negotiable notes, the common law and any relevant statutes apply. The common law concept of “symbolic writings” governs these notes. The note was regarded as a physical reflection of the debt itself. For these sorts of notes, the lender must keep the note to prove a debt is still owed. Likewise, the debtor must ask for the note back once payment is rendered in full. 

Collateral Assignments of Mortgages

2 types of assignments of notes and mortgages:

1. Outright assignment (sale of the loan for cash)

2. Collateral assignment (one loan pledged as security for another loan)

Collateral assignment is known as “warehousing.” Mortgage broker will pledge mortgages as security in order to give out more mortgages. Once there are enough mortgages to package and sell on the secondary market, the broker will outright assign them and pay off the lines of credit (30-90 days).

Recordation of Mortgage Assignments

Failing to record an assignment of mortgage will not affect the validity of the assignment between the parties. Cannot use the failure of an assignee to record the assignment as a defense to your own default. Recording acts are intended to protect subsequent purchasers, not mortgagors. 

A transfer of the note (by endorsing it) will automatically assign the mortgage rights, as well. 

However, if the note is not negotiable, the question whether the mortgagor has notice of assignment becomes more important, since it is easier to argue that payment to the mortgagee is good until the mortgagor has notice. Recording the assignment in such a situation is insufficient. More notice is required. 

Example:

Assume the mortgagor mortgages to the mortgagee who assigns to A1. No recordation. Mortgagor defaults and A1 forecloses. Mortgagor defends by saying the assignment wasn’t recorded. This fails because recording is intended to protect subsequent purchasers, not the mortgagor. 

Assume mortgagor mortgages to mortgagee who assigns to A1. A1 fails to record. Mortgagee convinces mortgagor to execute and record a release from the mortgage. A1 is unaware. Mortgagor sells and splits the gains with the mortgagee. A1 is bound by the release.

Perfection of Security Interests in Mortgage Notes and Mortgages

Governed by UCC Article 9. Under Article 9, perfection gives the secured party (the pledgee) priority over competing secured parties who perfect later, subsequent lien creditors and subsequent purchasers of the security property. Basically like recordation.

Article 9, which generally applies to personal property, applies even though real estate is involved because the property here is the note itself, and not the underlying real estate.

Perfection as to the note automatically takes care of the mortgage, as well. You don’t need to perfect and record.

The best way to perfect as to the note is to take possession of it. Article 9-313(a) of the UCC. However, filing a financing statement with the Secretary of State will also do. Article 9-312(a) of the UCC. However, perfection by filing is trumped by subsequent perfection by possession.

Perfection by possession kills two birds with one stone. It also settles the HDC issue under Article 3.

Note: perfection of an instalment contract must be done through filing of a financing statement, since it is not an instrument under Article 9.

Mortgage Participation

Fractionalization of a large loan, or a portfolio of large loans. A proper participation agreement is an outright sale. In a mortgage participation, a “lead lender” originates a mortgage loan and then sells fractional interests in it to one or more lenders. Reasons for mortgage participations include: government regulations, risk diversification, etc. 

However, when you create a participation, what you give to your participating lenders is a participation certificate, which is like a stock certificate. When you make an assignment, you are supposed to transfer the note and sign the mortgage. Here, you are doing nothing of the sort. This can cause problems if there is a default.

So how do we know if we have a proper participation agreement, or a sale? If the lead lender guarantees repayment to the participating lenders, it looks like a loan. If we have a different lending time than the underlying mortgage(s), then that also looks like a loan. If the lead lender is in bankruptcy, a trustee in bankruptcy will generally try to assert that the participation agreement is just that, and not a sale, thereby keeping the mortgage payments with the lead lender.

If the loan goes into default, all the participants will share pro rata in the absence of an agreement.

Participation units have not been treated as securities for purpose of the federal securities acts.

In Re Coronet Company

· Secondary mortgage sales, unlike loan participation agreements, are not subject to challenge by bankruptcy trustees.

· The relationship between a lead lender and a participant is characterized as debtor and creditor, if the participation is indeed a loan.

· In a true participation transaction, participants share in the risk and must rely on the creditworthiness of the borrower and the collateral, and the participant gets paid from the money the lead lender receives from the borrower.

· Coronet was required to pay JIB, the senior participant, notwithstanding the payments from the borrower.

· The Assignment Agreement here was not a disguised loan, since there was a contractual guarantee of repayment.

Government Intervention & Private Risk-Spreading in the Mortgage Market

“Originating a mortgage” means the acts necessary to put a mortgage on the books. This includes the application and various credit and employment checks.

Holding refers to keeping the mortgage on the books. However, smaller credit institutions will usually “sell” the note to another institution. Life insurance companies are also active in the secondary market. Also, the other way to spread risk is by selling participations in the mortgages. These are known as mortgage backed securities (MBS).

Another way of spreading risk is by creating long-term mortgages and construction loans. Construction loans are short-term loans made to a developer who may or may not be the long-term owner. These loans are usually not sold on the secondary market.

Government Sponsored Mortgage Market Support Institutions

Government Sponsored Enterprises (GSE) were widely established because private lenders were not adequately addressing the credit needs of borrowers.

Fannie Mae/Freddie Mac: acts to enhance the availability of mortgage credit in good and bad times. Usually not guaranteed or insured by the U.S. government, although it is generally assumed that the government would provide support in an emergency. Limited to $417,000/loan. Most mortgages are pooled to create MBS.

GSE’s face risk in the following forms:

1. Credit risk (risk of default)

2. Interest rate risk

3. Operational risk (loss based on failure of internal processes, people, external events, etc.)

4. U.S. financial system risk (based on sheer size of outstanding loans, the failure of one GSE would cause others to fail)

Transfer and Discharge

Transfer of the Mortgagor’s Interest

Most buyers of real estate cannot pay the entire purchase price in cash, but must obtain financing for a significant portion of the price. One way for a purchaser to do so is to obtain a new loan from a lender. However, another way is to “take over” an existing mortgage loan on the property. Title to the land is transferred to the purchaser, but the existing mortgage is not paid off or satisfied, but remains on the land. 

One reason why people might want to take over a mortgage is if current interest rates are higher than interest rates that existed when the mortgage was originally entered into. However, in such situations, lenders would prefer people to enter into new agreements. They attempt to do this by adding “due on sale” clauses in mortgages.

There are two distinct methods of taking over an existing mortgage loan: 

1. By assuming the mortgage

2. By taking subject to the mortgage

Same economic aspects, but different legal consequences.

Middleton v. Hancock
· When an owner of mortgaged real property sells it without paying off and retiring the mortgage, the sale can be handled in either of two ways:

· The purchaser can either take “subject to” the mortgage

· The purchaser can “assume” it, which is to say that there is an assumption of liability on the debt, as represented by a promissory note

· A sale or transfer is always “subject to” the mortgage, but sometimes there is an assumption of the debt.

· An assumption is a promise by the purchaser to make the payments and perform the other covenants in the note and mortgage. It must be an express promise (i.e. not implied by courts).

· Here, bank had a “due on sale” clause, which required their express consent for Middleton to transfer the land to Hancock. A “due on sale” clause allows a bank to accelerate the balance on a loan, making it immediately due and payable. 

· Express promise is required, even if the mortgage contains language to the effect that it binds and benefits the “successors and assigns” of the property. Covenant to pay does not run with the land, and become binding on a future owner in the absence of an assumption.

· Language to the effect of “purchaser agrees to take over payments” is insufficient to have an assumption. 

· When the owner of mortgaged real property sells it without paying off and retiring the mortgage, the mortgage continues to encumber the property’s title in the hands of the purchaser. At the same time, the original mortgagor remains personally liable on the mortgage debt to the same extent that she or he was originally liable. 

· The original owner’s liability is as if he were a surety (i.e. a guarantor). The principal – that is the party primarily liable – is the grantee who purchases the property if the grantee assumed the debt. Essentially, security for the bank.

· Principal-surety relationship does not tie the hands of the mortgagee (two people to hold liable instead of one).

· Mortgagee can sue the mortgagor (action on promissory note) or the grantee (action on the assumption agreement). This is based on the principle of third party beneficiaries in contract law.

· Three basic rights of the surety:

· Subrogation
· Mortgagor-surety who pays the mortgage debt in full receives an assignment of the mortgagee’s note and mortgage. 

· The mortgagor-surety can sue the grantee-principal on the note and can foreclose the mortgage, provided the mortgagee has already foreclosed and then seeks and recovers a deficiency from the mortgagor-surety. Mortgagor-surety entitled to subrogation to the mortgagee’s right to collect the deficiency from the grantee-principal. 

· Only available upon the surety-mortgagor’s payment in full (i.e. not for partial payments)

· This is because if partial payments would be allowed, the lender’s interest would be divided between different parties. There is just one mortgage.

· Reimbursement

· If the mortgagor-surety pays the mortgage obligation in whole or in part when it is due or delinquent, he or she is entitled to reimbursement (or indemnity) from the grantee-principal, provided that the latter assumed the mortgage obligation. 

· Full payment of the debt is not necessary to the mortgagor-surety’s right of reimbursement. Partial payment will suffice.

· However, this is an unsecured right. If the grantee-principal is insolvent, the real estate is not collateral for the right of reimbursement.

· Exoneration

· If an assuming grantee does not pay the mortgage obligation when due, the mortgagor-surety may obtain a court order compelling the grantee to pay.

· Mortgagor-surety need not pay in advance of getting such an order, since that burden has already been shifted to the grantee by the assumption agreement.

· All three forms of recourse are available to the mortagor/surety if the grantee/principal enters into an assumption agreement and later defaults on the secured debt. However, if there is no assumption agreement, then there’s a problem.

· In the absence, the last 2 options are not available. They would be personal judgements against the grantee and a non-assuming grantee has no personal liability. 

· Also, because Hancock didn’t assume, the first form of recourse is only to the mortgage, and not to the note or personal obligation. If the mortgagee has already foreclosed the mortgage, and now recovers a deficiency from the mortgagor-surety, the mortgage is gone and subrogation in favor of the mortgagor-surety is simply unavailable. 

· Middleton has no options left, unless he is willing to pay the entire mortgage debt (in which case he could get subrogation).

· However, since there was no express agreement, no exoneration and no reimbursement. 

Note: Assuming grantees are generally not able to assert defenses that would have been available to the original mortgagor against the collection of the mortgage debt, or foreclosure of the mortgage. The grantee is said to be estopped to raise such defenses, because asserting them would allow the grantee to unjustly enrich himself or herself by getting the property for less than its agreed purchase price. The grantee expressly assumes and agrees to pay the mortgage, and that irrespective of the value of the land covered by the mortgage. 

Suretyship Defenses

Sureties are generally not held liable under a different “deal” that was originally made, unless the surety consents to the change in terms of the “deal.” A surety is generally discharged from his or her duties in a variety of situations in which actions of the obligee change the deal in a way that impairs the surety’s position. These can include:

· Releasing grantee from personal liability

· Releasing some or all of the real estate from the mortgage

· Impairing the mortgagee’s right to realize on the security of the mortgage

· Modifying the interest rate or terms of payment

· Extending the time to maturity of the mortgage loan

Defenses are based on two ideas:

1. Actions of mortgagee have made it less likely that the grantee will satisfy the debt

2. Actions of mortgagee have made it more difficult for mortgagor to assert recourse against grantee if mortgagor required to pay

Of course, the above only apply so long as the mortgagor has not consented to the changes.

First Federal Savings and Loan Association of Gary v. Arena

· Arenas executed a note, mortgage and supplemental agreement with FF

· Note provided for a loan of $32,000 at an interest rate of 5%

· Note also permitted advances of up to $6,400

· Arenas executed an advance of $5,100 and in consideration they executed a modification and extension agreement, which raised the loan up to $36,664.81 and a 6% interest rate

· Arenas also executed a separate note, mortgage and supplemental agreement in relation to the advance.

· Arenas conveyed to Richardson by warranty deed subject to the two mortgages.

· Richardson and FF entered into a modification and extension agreement, under the terms of which Richardson assumed both mortgages.

· Time to repay was extended to 20 years, and the interest rate raised from 6% to 7 ¼%

· This agreement, signed by Richardson and FF was designed to be a modification of FF’s earlier agreement with the Arenas.

· Richardson eventually failed to make payments. FF foreclosed against the Arenas and Richardson.

· Arenas not released from liability, despite the fact they had not consented to the changes between Richardson and FF.

· To allow FF to hold the Arenas liable for changes made without their consent would be unjust. 

· Language of the Arenas’ mortgage did not allow the bank to unilaterally modify the interest rate. 

· While a mortgagor in such a situation could consent in advance to future modifications or agree his liability will not be discharged by subsequent agreements between his grantee and the mortgagee, such clauses will be strictly construed against the mortgagee. 

· Unjust to subject the mortgagor to a new risk or material change to which he has not consented. 

· This is not a surprise, given that the mortgagor occupies the position of a surety, and the law of suretyship provides that a surety is entitled to stand on the strict letter of the contract upon which he is liable, and where he does not consent to a variation, and where a variation is made, it is fatal.

Avoiding Suretyship Defenses

· Include a clause in the mortgage preserving the mortgagee’s claim against the mortgagor. This is called a “survival” clause or a “waiver of defenses” clause. Tend to be narrowly construed, and against the drafter.

· Obtain the mortgagor’s consent to the modification after the mortgage is entered into, but before the modification is made.

· Obtain mortgagor’s consent after modification is made.

Restrictions on Transfer by the Mortgagor

Due-on Clauses

Mortgage provision that affords the mortgagee the right to accelerate the mortgage debt, and to foreclose the mortgaged real estate if the real estate is transferred without the mortgagor’s consent. Done for 2 reasons:

1. Used to protect mortgagees against transfers that endanger security because of a transfer to a less creditworthy purchaser

2. Enables mortgagees to recall lower than market interest rate mortages

Due-on-sale clauses are not inherently a part of the mortgage. You have to specifically add in a contract provision relating to due-on-sale.

These clauses pit lenders against borrowers and real estate buyers. Buyers who can’t pay high interest rates are generally kept out of the new mortgage market. Their only option is to assume a mortgage with a lower interest rate. Also, the existence of high interest rates also makes it hard to sell property, as high interest rates makes it difficult for buyers to secure financing. 

However, there is a competing interest on the part of institutional lenders who experience economic hardship because of long-term, low-yield mortgages, while interest rates are much higher than the rates on the mortgages. 

Lenders can – and do – waive their due on rights. Usually an “assumption fee” is charged or there is an increase in the interest rate.

Due on Encumbrance

Mortgages may restrict mortgagor transfers by means other than a due-on-sale clause. For example, acceleration clauses, which may kick in if the mortgagor further encumbers the land. This is called a “due-on-encumbrance” clause.

Judicial and Legislative Response to Due On Clauses

Most courts have held that such clauses are per se reasonable unless the borrower can show that the lender had engaged in unconscionable conduct. Most of these courts recognized protections for lenders from the vagaries are the interest rate market. Nor normally judged on a case-by-case basis, so so-called automatic enforcement jurisdictions tend to be pro-lender.

However, a minority of jurisdictions say the mortgagee must show that the clause is a reasonable provision, prior to enforcing it. Mortgagee must usually show that the transfer would result in security impairment or an increased risk of default.

Garn-St. Germain Act

The Garn-St. German Act of 1982 (passed by Congress) broadly pre-empted state laws that restricted the enforcement of due-on-sale clauses, thereby making such clauses generally enforceable. 

The Act covers all lenders, whether private or governmental. Act covers every loan, mortgage, advance or credit secured by a lien or mortgage on real property.

Generally applies only to clauses that make a loan due and payable, versus clauses that increase the interest rate on transfer. Certain transactions are exempt:

· Junior liens

· Transfers incident to divorce or death or inter vivos gifts

· Leases for 3 years or less with no option to purchase.

Discharge of the Mortgage: Payment

Redemption of Land

A mortgage may be paid off by either one of two classes of persons:

1. Those “primarily” responsible

2. Those who are not

The mortgagor is primarily responsible if they still own the real estate, whether or not the debt is recourse. If the property is transferred to a grantee, whether there is an assumption or not, the grantee is primarily responsible.

The mortgagee should then provide a document saying that the mortgage is extinguished, and the mortgagor can record it to show that the mortgage is gone. This is called “redemption of land.”

Most states require a mortgagee to provide a document within a certain period of time (10-90 days).

Ordinarily a complete pay-off is required, although this is not true where there is a blanket mortgage (real estate subdivision mortgage). Parties can negotiate a partial release, which allows the developer to sell the individual lots.

People who are not primarily responsible who may pay off a mortgage include: original mortgagor, holder of a junior mortgage, people holding easements, etc. However, the act of redemption does not extinguish the mortgage. Instead, it assigns both the obligation and the mortgage to the payor.

Tender

If a mortgagor or grantee offers to pay off the mortgage, this is called a tender. It’s just as good as payment. It stops the running of interest and entitles the payor to a release or assignment.

The tender must be made in cash or “good funds.” A promissory note is insufficient. Tender must be unconditional. 

Most mortgagors can request pay off letters from the mortgagee stating how much is owed at what interest rate, and what fees are owed, and what amounts are in escrow. Must be reliable or the mortgagee may be estopped from denying the amount owed. Although some courts have said mortgagors have constructive knowledge of how much is owed.

Pre-Payment

A mortgagee has a common law right to refuse an early tender or prepayment of principal or interest. However, many mortgagees do allow it, subject to a prepayment penalty.

Westmark Commercial Mortgage Fund IV v. Teenform Associates, L.P.

· The prepayment fee here was a reasonable charge.

· The borrower initialled the terms agreeing to a prepayment fee. 

· A borrower does not have the right to prepay unless the document allows for it.

· The lender can refuse prepayment and collect interest, or accept the prepayment subject to a fee.

· Prepayment premiums are designed to protect a lender against potential losses it may incur if a loan is paid earlier than contracted for.

· Prepayment fees are essentially liquidated damage clauses.

· Not an unlimited right. Must accept prepayment where eminent domain or insurance losses. 

· May not usually charge a prepayment fee when the lender accelerates repayment. However there is a split of authority on this issue.

Lenders may inadvertently include language permitting prepayment by saying, “X must pay Y dollars per month or more.” Or, “entire amount must be paid by X date, unless sooner paid.”

Mortgage lenders often attempt to provide incentives for borrowers to pay the loan on time:

1. Late fees

2. Default interest

Westmark Commercial Mortgage Fund IV v. Teenform Associates, L.P.

· A late fee for missed instalment payments is reasonable

· The burden of establishing a particular clause to be unreasonable rests upon the party challenging it as such

· Court must look to the totality of circumstances to determine unreasonableness

· Look to statute and common practice in the industry

· No evidence of unreasonableness, so the clause is upheld.

Discharge of Mortgage: Foreclosure

Mortgage Foreclosure

Deeds of trusts inherently have powers of sale. This is because the property is actually transferred to a trustee. A deed of trust is essentially a conveyance, although it doesn’t affect occupancy. Upon default, there is a power to sell the property. What is required in order to sell will depend on the state you’re in.

Some mortgages have powers of sale. The inherent remedy of a lender in a mortgage instrument is to go to court and have a full judicial foreclosure. The power of sale in a mortgage instrument, if the state allows it, must be exercised pursuant to state law. A mortgage in Michigan may contain a contractual power of sale. It is necessary in Michigan to have a valid power of sale provision in the mortgage. It is not inherent. There must be publication in a newspaper in the county for 4 weeks before sale. The borrower and junior lien holders need not be notified, however. This is known as foreclosure by publication or foreclosure by advertisement. 

See hand out for Supreme Court cases impacting the constitutionality of foreclosure by publication. Not required for the final. 

Deficiency Judgments

Judgment that may be obtained when the property doesn’t yield sufficient proceeds to cover the amount of the debt. There are problems with these judgments. For instance, what happens if the only party that attends a foreclosure sale is the lender? The lender could, in theory, bid less than the full amount of the debt, then obtain a deficiency judgment to get the rest of the money. In some jurisdictions, legislation has been enacted to prevent this from occurring. 

The function of a public foreclosure sale is to actually test the fair market value (under the circumstances) of the property.

Some jurisdictions have something called a “one action” rule. This rule requires that the mortgage foreclosure and the deficiency action be consolidated. The idea behind this is that lenders be forced to exhaust the security in the property before proceeding against the mortgagor personally. 

However, in terms of surpluses, the lender is only entitled to the amount they are due on the loan. If there is any extra money from the sale, then the mortgagor is entitled to the surplus. What happens if there are subsequent mortgages or junior debts? Although foreclosure wipes out all junior debts, the mortgagor is still liable to them for repayment. 

Defective Sales

Some sales may be so defective, that the sale will be voided by the court. It is possible that you have a situation where the lender does advertise the wrong date or time of the sale, and so only the lender shows up. This might have the effect of reducing competition, and artificially lowering the price.

Statutory Redemption

As compared to the equity of redemption. 

Statutory redemption occurs after the equity of redemption is over. Only about ½ states have the possibility of statutory redemption (and Michigan is one of them). This period can range from about 30 days to a year. 

If the owner redeems, at that point, the mortgage is completely washed away. However, there are a number of other parties who can redeem. Anyone else who has suffered loss from the foreclosure may also redeem (i.e. co-tenant, junior lienor, etc.). However, for non-mortgagor redemption, there is statutory redemption, but you have to extinguish the owner and any successor owner first. You have to wait until the mortgagor’s redemption period is over until title passes.

Averting Foreclosure

Instead of going through foreclosure, the owner essentially just “turns the keys into the bank.” This is known as a deed in lieu of foreclosure. This type of deed is considered valid because it is given for consideration (i.e. no litigation). This also cuts off the lender’s right to obtain a deficiency judgment (subject to some negotiation between the parties). However, on the other hand, this also cuts off redemption periods, which benefits the lender. 

Introduction to Mortgage Financing

Most buyers won’t pay the full price in cash. LTV: Loan-to-value. Bank mortgage is generally 80% to value. 

There are a couple of ways a buyer may finance the property:

1. A loan from a third party lender to the buyer

2. Taking over by the buyer of the payments on an existing loan which the seller or some former owner obtained from a third party lender

3. Financing provided by the seller himself

Most mortgages are amortized over a substantial number of years. Mortgagors can now make monthly principal and interest payments. No large lump sum of principal ever comes due, since the regular monthly payments are sufficient to cover both full principal and all interest. You have to pay more than the interest payment in order for amortization to occur. 

Mortgage $150K, paid down to $125K. Owner paid $200K, and the value is now $250K, but he put $50K into it. The owner’s equity is value – amount owed. In this case, this is the difference between $250K and $125K. 

Introduction to Mortgage Financing

Rare for people to pay cash for real estate. Usually, people pay for property by:

1. Getting a 3rd party mortgage

2. Assuming a mortgage

3. Getting a mortgage from the seller

Obligation to pay is generally represented by a promissory note with monthly instalment payments. The underlying real estate serves as security for the loan. The underlying real estate serves as security for the loan. If the debtor defaults, the mortgagee can sell the real estate and apply the proceeds to the debt.

These loans tend to be amortized over the life of the loan (i.e. each payment consists of some principal and some interest). However, the monthly payment remains constant over the life of the loan. The amount of the monthly payments necessary to amortize a loan depends on:

· Term or period of repayments

· Frequency

· Interest rate

· Amount borrowed

Other Forms of Payment

1. All cash sale

2. Assumption or “taking subject to” existing mortgage: buyer takes over the existing mortgage and pays cash equal to the difference between the sales price of the property and the balance on the existing loan. Assumption involves personal liability. Taking subject to does not.

3. Seller financing

4. Combination of 2&3: buyer takes over existing mortgage and buyer gives seller a note secured by a 2nd mortgage to cover the difference between price and loan balance.

5. Wrap-Around Financing

Wrap-Around Financing

Seller has a pre-existing mortgage on the property and doesn’t pay it off. Seller must make payments on the exiting mortgage while the buyer makes payments on the new loan. Interest rate on the wraparound is usually higher than the interest rate on the underlying loan (profit goes to seller). Can be used where there is an underlying mortgage, or even land contract. Although it may seem that there are more mortgages on the property than the property is worth, the wrap-around financing is intended to encompass the previous mortgage, so it’s not really a mortgage on a mortgage. 

If there is a due-on-sale clause in the underlying mortgage, and the due-on-sale clause says the “transfer” of “any interest in” the property will trigger the clause, then it is likely that the wrap-around loan will trigger the clause. If the proposed wrap-around loan is associated with a sale of the property, the transfer of title to the realty itself will be sufficient to trigger the clause.

The wrap borrower is not considered to have assumed the underlying mortgage. The borrower promises to pay only the wrap mortgage. The borrower’s title is “subject to” the underlying mortgage, the borrower expressly promises not to pay it. If the borrower defaults, the wrap lender is privileged to default on the underlying mortgage payments, since the wrap lender’s promise to pay the underlying is conditional. 

Alternative Mortgage Instruments

Adjustable Rate Mortgages (ARM)

Permits the lender to modify the interest rate periodically. Risk of interest rate fluctuations is shifted from the lender to the borrower. The initial interest is the rate charged during the first portion of the term of the loan (i.e. the first year). However, the lower the interest rate this begins at, the higher the fees will be. 

The interest rate on the mortgage will change depending on the index used by the lenders (i.e. T-bill yields, prime rate, lender’s cost, etc.). The index is identified in the loan documents. The adjustment interval is the period between changes in the interest rate. Usually 1, 3 or 5 years. In addition to the interest rate of the index, the lender will charge an additional 2.75-3.00% of margin. However, to ensure that the interest rate + margin rate doesn’t get out of control, there is an interest rate cap, which is stated in the loan documents. Most ARMs will cap the increase in interest rate to a certain number of percentage points per interval. Usually 1-2%. May also cap the amount of increases over the life of the loan. Usually 5% above initial rate.

Options ARMs

Borrowers can typically make one of four types of payments:

1. Amortize over 15 years

2. Amortize over 30 years

3. Interest only

4. Minimum payment (can result in negative amortization)

Alternative-A

Low or no-documentation mortgages. Designed for entrepreneurs or self-employed people who have variable income. There are usually time pressures for such individuals. They want quick decisions on their loans.

Interest-only

Borrowers typically make payments of interest only for a fixed period, and then amortize the principal over the remaining term of the loan. IO borrowers face 2 potential changes in their payments:

1. If interest rate changes

2. When amortization begins, payments will increase

Designed for sophisticated, wealthy borrowers seeking to maximize leverage as well as tax advantages.

PLAM

Price level adjusted mortgage. Lender changes the real interest rate, but the principal is adjusted to reflect changes in the overall price levels of the nation.

SAM

Shared appreciation mortgages. Portion of the interest rate earned by the lender is payable only out of increases in the value of the security property. Lender holds an equity interest, as well as a security interest in the property.

RAM

Reverse annuity mortgage. Allows elderly or retired persons to get equity out of their homes.

Developing / Improving the Property

Subdivision Development Construction Financing

Subdivision means two things:

1. What we know to be subdivisions in large urban cities

2. The actual process of subdividing

There are many people involved in the process of building a subdivision:

1. Person who owns the property

2. Developer

3. Builder

Condominium is a project where the owner does not own a lot. In normal detached housing, there is a lot, and a house on it, and the owner owns both. In a condominium, normally the owner owns the inside of the structure (their unit), but not the lot or the overall structure. There are two kinds of “common elements” in condominiums: green space (i.e. tennis court, parks, etc.), but you also have the limited common elements (i.e. patios, front yards, etc.). 

Overview of Subdivision Process
1. Market research into designs and price ranges

2. Choose specific site for development

3. Obtain necessary land use approvals

4. Planning and engineering

5. Developer exercises option to purchase land from owner, once all planning and approvals are successful

6. Record subdivision plat

7. Obtain construction loans and advance take out commitments (promises by bank to provide mortgages to home buyers)

Construction Lending

Highly specialized area of lending. The construction period is particularly risky, because you have concerns about the property being developed with the loan proceeds. If you are lending a developer funds with which to build a house, you need to be in a position that the developed lot will be worth the value of what you have disbursed. If the property is not being developed, or there is a work stoppage, the value of a half-built house is usually insufficient to pay the loan. Often, a half-built property is worth less than if there was nothing on the property. 

One of the distinguishing features of construction lending is that the disbursement is in stages. A certain percentage of the property will built, then there will be a disbursement, and so forth until completion. These are called progress payments.

One concern is that other mortgages can be recorded while progress payments are still being made. This has the effect of breaking up your total construction loan into pieces. However, this is easily solved. Construction lenders get title insurance, which will continually ensure the priority of their loan. The title insurers will get sworn statements and waivers of lien made by the general contractor working on the project who identify all laborers and suppliers who were doing work. All of these contractors, laborers and suppliers swear that they have no liens on the property during that period (i.e. between disbursement payments). As a result, any disbursement payments will have higher priority than any other lenders. 

Developers will often have a blanket mortgage on all the properties in the subdivision. However, these mortgages usually contain a release clause, which releases a particular lot from the blanket mortgage upon the payment of a certain price. When the ultimate buyer buys the lot, a certain dollar amount will go to the holder of the blanket mortgage, and then the blanket lien will be released on that lot only. 

In order to ensure that construction loans usually go to construction, lenders use various techniques:

1. Progress payments (¼ payment when ¼ built)

2. Voucher system (bills reimbursed)

3. Direct reimbursement (reimbursement goes directly to suppliers)

Usually a certain percentage of the construction money is “held back” until the end of the project.

Take-Out Commitment

An agreement by which a lender agrees with a developer to give loans to the ultimate purchasers in a certain total amount. This provides some assurance to the construction lender that there is a source of funds out there that will be used to pay back the construction lender. 

Construction Lien

When a supplier or a contractor puts labor or materials into a building and they aren’t paid, their remedy is with whoever they are in privity of K with (usually the general contractor). However, if this is not possible, then the other remedy is to put a lien on the property for the value of your labor or services. 

Construction lien law is very complex. There are distinctions between undeveloped and developed land, between commercial and residential land, and between new construction and improvements. Construction lien law is intended to create a means of communication between an owner/lessee of property who is having property improved, and parties who are working on the property, but where there is no privity between them (i.e. subcontractors). There are 4 documents here:

1. Notice of commencement: directed to subcontractors, suppliers and laborers. Puts them on notice that there is construction beginning on the site, X is the owner, Y is the general contractor, and includes address and phone number for each. If you are a homeowner building an addition and living on the property, such a notice is not required. 

2. Notice of furnishing: from a subcontractor to the owner indicating who the subcontractor is, and what kind of work they are doing. The purpose of these notices is to compare who the general contractor thinks is on the land with who the owner things is on the land. 

3. Sworn statements from the general contractor saying who is on the land, and what work they did.

4. Waivers from the subcontractors saying that when they get paid, they will not put a lien on the property (conditional lien). When they do get paid, the subcontractors give an unconditional waiver.

A lien can be filed for work that has been done, but for which you have not yet been paid. You cannot file a lien for the entire contract price in advance. It can only be for work that has been done, but is unpaid. Within 90 days after they have finished the job, a notice of lien can be filed with the county clerk. You then have a year to foreclose. If you don’t foreclose within the year, then you lose the lien. 

Dragnet Clause

A type of “future advance” mortgage. Dragnet clauses have nothing to do with construction, but they are conceptually related to construction loans, since both involve future advances. Dragnet clauses state that the property which is covered by the mortgage will stand as security not only for the loan now being made, but also for any other indebtedness on which the borrower may now be liable or may become liable to the lender in future until the mortgage is satisfied. The lender is not promising to make any future loans; so far as the lender is concerned, any subsequent indebtedness is entirely option. But, if any such debt is later created, the dragnet clause says that this mortgage will secure it.

Sale of Real Estate

Real Estate Agents

Two types of agents:

1. Broker: an agent who functions for another person in a real estate context.

a. If you sell 4 pieces of property in a year, even if you’re doing it for yourself, you may have to be licensed.

b. Only a broker can collect a commission from a party (not a salesperson)

2. Salesperson: must act under the supervision of a broker. 

Agents have fiduciary duties to their clients, just the same as any agent would. One of the responsibilities of a real estate agent, when representing a particular party, is to convey material information to them. Be aware who the agent is working for. Agents should advise all the parties who their principal is. 

Under Michigan law, you can be an agent for either the buyer or the seller. Additionally, you may represent both, so long as there is full disclosure of the dual-agency to both parties. If you act for a buyer, you must disclose everything the seller says to you. Conversely, if you act for a buyer, you must not disclose anything to the seller. Almost a fiduciary relationship. 

Additionally, another type of agent is the transaction coordinator. This agent steps into the picture once a contract is signed. Their work usually involves financing work, inspections, scheduling closings, etc. 

Types of Agreements

1. Open listing: owner agrees to pay the listing broker a commission if the broker effects the sale; however, the owner retains the right to sell the property himself, as well as the right to bring in another agent

2. Exclusive agency listing: authorizes one broker to sell the property, but permits the owner to sell. Usually time limited. No commission if owner sells.

3. Exclusive right to sell: any sale, no matter who negotiated, obligates the owner to pay a commission.

Drake v. Hosley

· A broker is entitled to a commission if there is improper or frustrating conduct by the property owner, which prevents title to the property from passing

Real estate brokers are usually entitled to commission even if the property is not sold, so long as they produce a ready, willing and able buyer who is accepted by the seller. Broker is not an insurer of failed performance.

Multi-list

When you list a property with an agent who is part of a multi-list arrangement, the details of the property are supposed to be conveyed to all members of the MLS. Sometimes, with the permission of the listing party, a member of the multi-list can withhold (“pocket listing”) a property, usually in consideration for a larger commission. For an example of an exclusive right-to-sell listing contract, see page 3. The exclusive agent is the only agent who has the right to sell the property if such a contract is in place. This also encompasses the owner of the property. The parties involved may exempt certain interested parties from the exclusive right-to-sell contract (i.e. if the owner already knows of someone who might be interested in the property). An agent can protect himself by setting a time limit on such a clause. 

If a prospective buyer backs out of the property, they will forfeit their deposit money. This deposit money will usually be split between the Broker and the Seller.

Overlap of the Practice of Real Estate and Lawyering

There can be overlap between the practice of real estate, and the practice of lawyering. Real estate agents and brokers are permitted to prepare ordinary leases, mortgages and deeds, particularly if all that is involved is filling in the blank. 

Statute of Frauds and Part Performance

Two key reasons to have a detailed contract:

1. Buyer wants to be certain that the seller owns the property, and that the seller’s title is good, clear or marketable.

2. Buyer will need to borrow most of the money. Getting a loan takes time. Lenders won’t even give any money without a purchase agreement.

Two types of contracts to consider:

1. Earnest money, short term, deposit receipt or marketing contract. Function is simply to permit the parties to prepare for the transfer of title.

2. Real estate instalment contract. Buyer goes into possession immediately and makes payments to seller over time. Receives deed when done paying.

Johnston v. Curtis

· The parties orally modified the written contract, and the non-performance here was excused.

· The question of whether a contract has been made must be determined from a consideration of the parties’ expressed or manifested intention as determined by words and acts.

· Contract was modified from $114K to $110K. These were the only terms changed.

· A K for sale of land comes within the statute of frauds and must be in writing to be enforceable. A modification must also be in writing to be binding.

· Statute of frauds is not applicable where there is part performance. In order to remove an oral agreement from the statute of frauds, there must be two things:

· Making of an oral agreement

· Part performance

· Part performance = partial payment and placing buyers in possession.

· Measure of damages for breach is the difference between the contract price and its market value at the time of the breach, less the portion of the purchase price paid.

Rosenfeld v. Zerneck

· It is possible to make a contract for the sale of real estate by email

· The signature on the email is valid under the statute of frauds

· Sender’s act of typing his name at the bottom manifested his intent to authenticate the transmission

Statute of Frauds only requires “essential terms” to be listed. Not every term agreed to needs to be included. May be insufficient if payment details are missing.

Statute of Frauds requires a signature from the party to be charged (person resisting enforcement).

Acts of Part Performance

1. Partial payment

2. Going into possession

3. Making substantial improvements

Not a substitute for a K. They simply take the K out of the SOF. 

Remedies and Real Estate Contracts

Remedies

Contractually specified remedies are actually limits on other legal and equitable remedies. These contractually specified remedies have the effect of taking away the remedies you would normally have.

1. Damages

2. Specific performance

Damages are traditionally measured as the difference in value between the K price and the MV of the land, on the date of the breach. No recovery if land value increases (for seller), or if land value decreases (for purchaser).

Donovan v. Bachstadt

· A buyer of real estate can recover incidental damages for the seller’s breach

· A purchaser must be allowed to enjoy the benefit of his bargain, just as in any breach of contract case.

· No matter that the subject matter of the contract is realty or personalty.

· 3 types of remedies:

· Restitution (return to pre-K)

· Compensatory (pay for losses due to breach)

· Performance

· Interest portion of the agreement was not independent and divisible. Cannot be the basis for a separate calculation of damages.

· K was not primarily about lending money 

· Damages can be restitutional only. Difference between MV and K price.

Schwinder v. Austin Bank of Chicago

· Specific performance, plus the return of a portion of rent can be an appropriate remedy.

· Specific performance is granted where the damage remedy is inadequate.

· Land is presumed to be unique, so damages are often inadequate.

· Where parties have fairly and understandingly entered into a valid K for the sale of RE, specific performance is a matter of right and equity will enforce it absent oppression or fraud.

· Specific performance granted only upon showing that the party performed according to the terms of the K, or that the party was ready, willing and able to perform, but was prevented.

· Here, no fraud or oppression. Parties freely entered into K.

· Condo here is unique. Substantially upgraded.

Where Specific Performance Rejected
1. Produce unjust or unconscionable results

2. If K excessively vague

3. If vendor has resold to a purchaser who had no notice of the prior K.

4. If purchaser only intended to “flip” the property for a profit

5. Where precedent or concurrent conditions have not been fulfilled, or if plaintiff in substantial breach.

6. If K gives liquidated damages as the sole remedy.

Mahoney v. Tingley

· A seller who chooses to utilize the device of liquidated damages in an earnest money agreement, with its attendant features of certainty and reliance upon the limitation cannot avoid the effect of that agreement.

· M considered the certainty of a liquidated damages clause preferable to the risk of seeking actual damages.

· T relied on that agreement.

3 inquiries to decide if a liquidated damages provision is enforceable:

1. Injury caused by the breach must be difficult to estimate accurately

2. Parties must intend to provide for damages rather than a penalty

3. Sum stipulated must be a reasonable pre-estimate of the probable loss

Liquidated damages are essentially insurance, which limits the risk of uncertain damages. 

Courts will usually allow vendors to retain deposit money, even where there is no clause in the K. This is usually because the buyer has no standing to complain because of their own breach.

Conditions in Contracts

Provisions of a contract may be covenants, conditions, or both.

Covenant: a promise. One who agrees to a covenant must perform or be liable for breach. Remedies can include damages, specific performance and rescission.

Condition: not a promise. Promise to perform is dependent upon some event or occurrence (i.e. X will do Y, if and only if Z occurs).

Conditions can be subsequent, concurrent or precedent. For example, X will buy only after obtaining financing (precedent). Or, X will deliver the deed only after Y has paid the price of the house (concurrent). 

An alternative to using conditions is through the use of an options contract. The optionee pays the optionor to leave open an offer for a specific period of time. Such a K makes conditions unnecessary. However, the money is lost if the option is not exercised.

Barber v. Jacobs

· The plaintiff made a reasonable effort to obtain a mortgage, which was a condition precedent by the K.

· Mortgage contingency clauses imply a promise by the borrower that they will make reasonable efforts to secure a suitable mortgage.

· Although plaintiff did not contact another lender, they were not required to.

· Non-compliance with agency regulations is not just a minor problem. No easy and quick solution available.

· Plaintiff needed a home fast for his family.

· Unlikely that other institutions would have lent money in light of the wetlands problem.

· Also, plaintiff not required to accept seller’s financing.

Note: if a K says, “to buyer’s/seller’s satisfaction,” satisfaction must be reasonable (i.e. no bad faith).

If a condition has been inserted primarily for the benefit of one party, then that party may waive.

When you buy into a co-op, you receive shares as an indicia of ownership. These shares can be used as collateral for a mortgage or other loan; however, they are likely not subject to SEC rules. 

Time of the Essence

Miller v. Almquist

· When a K does not say that time is of the essence, a party may request a reasonable adjournment without breaching the K

· In granting an adjournment, the other party may unilaterally impose a condition that time be of the essence as to the rescheduled date

· Reasonable depends on the factors in each case

· Effectiveness of condition is contingent on specificity of notice and reasonableness of time period.

· No excessive delay here. 

· No prejudice to sellers.

Where time is of the essence, any delay is a material breach. Innocent party entitled to rescission, damages or retention of deposit. No good faith duty to extend. If late, whether time essential or not, can be liable for interim damages.

Time not of the essence:

Late, but reasonably late, tender of performance is a breach of K, but not a material breach. If immaterial breach, damages, but K still enforceable.

Time is of the essence:

Breach, even a slight one, is material and duty of performance is discharged.

However, an unreasonably late tender, even where time is not of the essence may be a material breach (30-90 days). Even if time not of the essence in the original K, either party can unilaterally make time essential by:

1. Giving notice

2. Fixing a date for performance

3. Reasonable time beyond the date of the notice.

Even if time is of the essence, either party can waive the other’s duty to perform strictly on time. Waiver can be express or implied.

Tender may be excused where:

1. Anticipatory repudiation

2. Other party will not perform or is obstructing the proposed tender

3. Performance is impossible

If time is not of the essence and neither party tenders on the agreed date, neither party is in breach. Closing is automatically extended until one sets a date and notifies the other party.

Title to be Conveyed

2 main methods that buyers employ to check the quality of title:

1. Written attorney’s opinion

2. Title insurance

Usually marketable title required, subject to all existing easements, restrictions and zoning ordinances, if any. Ann Arbor form says that seller only conveys easements and covenants of record. This is perhaps more preferable, because if you accept all easements and covenants regardless of whether they are recorded, you could be accepting prescriptive easements as a result (not buyer friendly).

Laba v. Carey

· Where purchaser agrees to take title subject to easements and restrictive covenants of record which are not violated, then that is the title that the seller is obligated to tender.

· Absent an expression of contrary intent in the K, that obligation is not broadened by the existence of the usual insurance clause in a form K.

· Parties used a standardized insurance clause in a form K.

· Parties were free to modify the terms, but chose not to.

· The exception here (not to insure against the telephone easement), made by the title insurer, was to be expected. 

Zoning ordinances which may prevent the use of land, which the buyer contemplates, are not generally thought to impair marketability of title. 

Every K for sale of RE is deemed to contain an implied covenant that title will be marketable, unless otherwise agreed.

Defects Making Title Unmarketable

1. Encumbrances (leases, covenants, mineral reservations, mortgages, easements and liens). If a K does not say buyer will take “subject to” then agreement is violated.

2. Visible or beneficial encumbrances (i.e. power lines). May not make unmarketable in all jurisdictions. Depends on how open and visible.

3. Access. If no access to land, title is unmarketable.

4. Encroachments. Structures that overlap property boundaries.

5. Title by adverse possession.

6. Ordinance violations

7. Hazardous waste does not make title unmarketable. Physical conditions, in and of themselves, do not affect title.

8. Existing adverse possessors. Presence of an adverse possessor breaches the covenant of seisin, although adverse possession may be incomplete.

9. Unreasonable risk of litigation.

If, after examining title, buyer discovers a defect in title, must usually give seller reasonable time to cure.

Title must be in marketable condition at closing.

Covenant that title will be marketable says nothing about the nature of the deed to be tendered at the closing. Can use a quitclaim deed or a warranty of title deed.

Conveying the Property

Legal Versus Equitable Title

Equitable title passes to the purchaser as soon as an enforceable contract to sell land is formed, even though it is clear that the legal title will remain with the seller until the closing and delivery of a deed. 

Equitable title gives the holder an interest in the contract, as well as in the underlying property. 

Two issues to consider:

1. Characterization issues: during the executory period should we characterize a given party (buyer/seller) as owning a real property interest or a personal property interest?

a. Two types of contracts (equitable conversion seems to apply in both):

i. Long-term instalment sale: takes possession immediately, but only receives the deed upon paying the final instalment.

ii. Short-term earnest money contract

b. However, conversion can only occur if there is a contract that equity would enforce.

c. No conversion where title is unmarketable as of the date that conversion is in issue.

2. Risk of loss issues: in situations where the property is damaged during the executory period of the K, equitable conversion imposes the loss on the purchaser. The purchaser is treated as the owner of the property, and is subject to specific performance, even though the property has been devalued. 

a. Problems:

i. Not consistent with expectation of parties

ii. Risk not placed on party who is best able to oversee the property and guard against loss

iii. Risk not placed on party most likely to be insured

b. Common law rules have been modified by the Uniform Vendor and Purchaser Risk Act:

i. So long as neither the legal title nor the possession of the property has been transferred, vendor cannot enforce contract where loss incurred not because of the purchaser’s acts

ii. Where either legal title or possession has been transferred, vendor can enforce contract where loss incurred not because of vendor’s acts

Fulton v. Duro

· A recording judgment imposes a judgment lien against the interest in land.

· At common law, a vendee’s equitable interest under an executory K for the purchase of real property was not subject to execution or judgment liens.

· However, many states have changed this rule through legislation.

· No risk to certainty of ownership interest by allowing a judgment to impose a lien on the vendee’s interest under that contract.

· F had a valid judgment lien against D’s interest in the real property before D assigned that interest to S. 

· S took D’s interest subject to F’s judgment lien.

· F has the right to subject that interest to execution to satisfy his judgment.

Types of Contracts

1. Long-term instalment contract: no deed delivered until final payment; however, possession is immediate.

2. Short-term earnest money contract: no instalment payments and no possession by buyer until closing has occurred.

Equitable conversion usually applied to both. 

Conversion only occurs where there is a K that equity would specifically enforce.

In situations in which the property is damaged during the executory period of the K, equitable conversion imposes the loss on the purchaser. Buyer treated as owner, and hence is subject to a decree of specific performance, even though the property has been devalued by the loss. Problematic because:

1. Not consistent with the expectations of the parties

2. Places risk on party not best able to oversee property and guard against loss

3. Places risk on party least likely to have insurance

Can usually place the risk on the vendor until closing by including a clause in the K to that effect.

However, all of the above is predicated on the assumption that the loss is not due to the fault of either party. If fault, the party to blame would be responsible despite a K clause.

Deeds and Titles

No such thing as “the deed” that is passed on. Each time that there is a transfer of property, there is a deed that is given from the grantor to the grantee. The deed transfers legal title. The deed is not the only way to transfer property .You can transfer by wills, by intestate succession and by court decrees. 

There is still a requirement that deeds be physically transferred. It is delivery that makes a deed operative. A deed that has not been delivered is entirely void. A valid delivery requires two factors:

1. Intent by the grantor to pass title immediately

2. Some act or behaviour on the grantor’s part to evidence that intent (usually handing over the deed)

It is widely held that a deed which has been recorded is presumed to have been delivered. It is subject to a rebuttable presumption. 

Most jurisdictions require that the grantee accept delivery of the title. Usually acceptance is presumed, at least if the deed is beneficial to the grantee. However, if acceptance of the land would be burdensome, the presumption does not apply. Even if the presumption applies, the grantee can decline to accept the deed if they don’t want it. 

For effective delivery, the intent must be to make the deed immediately operative. But the deed itself need not pass title to a presently possessory estate; it may convey a future interest instead. The courts distinguish the following two cases:

1. GR signs a deed, which purports to grant fee simple title and hands it to the GE saying, “This is yours, but does not take effect until date X.” This is inoperative.

2. GR signs a deed which, by its terms, provides that possession is to remain in the GR until date X, at which time the grantee is to have possession. This creates a springing executory interest. This will be valid.

The difference between the two is that the deed must presently convey some interest, regardless of how small (distinguish presently convey from present interest). 

Chase Federal Savings and Loan Assoc. v. Schreiber
· An owner of land may make a gift of it to another person, regardless of family or marital relationship.

· The role of consideration in land conveyancing has been reduced to a mere matter of form, except when courts choose to rely on the lack of consideration as a reason to intervene when something fraudulent or inequitable has occurred.

· No such evidence here.

· Conveyance valid.

Deed signed by the owner of land and delivered to a grantee takes title to that land away from the grantor. Any deed the original grantor might later give conveys nothing (assuming the first deed is recorded). May, however, subject the grantor to liability on a warranty of title.

Deed is not a K, and therefore does not need to be supported by consideration.

Delivery and Escrows

Delivery continues to be a crucial requirement. Delivery is what makes a deed effective. A deed that has not been delivered is entirely void.

2 factors must be present:

1. Intent by grantor to pass title immediately

2. Some act or behaviour on the grantor’s part to evidence that intent (i.e. handing over the deed)

Martinez v. Martinez

· There is no delivery where a deed handed to the grantor to transmit to a depository to be held in escrow.

· No legal delivery, even where a deed has been physically transferred, when the evidence shows that there was no present intent on the part of the grantor to divest himself of title to the land.

· Substantial evidence that deed here was to be held in escrow.

· Conditional delivery is not a conveyance.

· Conditional delivery prevented merger of the RE K and the deed.

Physical act of delivery usually subordinated to grantor’s intent.

Acceptance of the delivery by the grantee is also an essential element in the conveyance of title. Acceptance is presumed if the deed is beneficial to the grantee. Does not apply if the deed would be burdensome.

Wiggill v. Cheney

· Valid delivery of a deed requires that it pass beyond the control of the grantor, and the grantor must part with possession of the deed or the right to retain it.

· The requisite relinquishment of control or dominion over the deed may be established notwithstanding the fact the deed is in possession of the grantor at her death, by proof of facts which tend to show delivery had been made with intention to pass title.

· L Cheney remained in sole possession and control of the deed until her death.

· Because no actual delivery of the deed occurred prior to LC’s death, the subsequent manual delivery by W to F Cheney conveyed nothing.

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

Death escrow: theory on which you might be able to rescue a deed where grantor gives a deed to a third party, with instructions to give it to the grantee upon the grantor’s death. Usually effective because the grantor has completely given up control over the deed (unless the deed is revocable). 

Defective Deeds

An undelivered deed is entirely void and cannot pass title, even to a BFP.

If there is a minor defect in the deed, equity will reform the deed at the instance of one of the parties.

However, with major defects, the deed may be void or voidable. If the grantee has not made a further conveyance, a court will set aside the deed upon the grantor’s request.

However, where there is a BFP, the result is different. If the deed is void, even a BFP has no title. If the deed is merely voidable, then the BFP will have title.

A deed with forgery is void, even in the hands of a BFP.

Lack of delivery also makes a deed void.

Escrow

PITI = Principal, Interest, Taxes and Insurance. The monthly amount is divided by 30 and that is the daily rate.

Buyers usually hold back a certain amount of money for outstanding taxes, utilities or occupancy beyond the date of possession. If everything goes as planned and no money is required to be withheld, the buyer will then turn over the escrow funds to the seller.

Escrow involves placing the documents in the hands of a 3rd party who completes the transaction. An escrow may be used to effect the closing of a real estate sale and the delivery of a deed. Literally, an escrow is a delivery of a deed by the GR to an independent 3rd party with instructions that it be delivered to the GE upon the occurrence of certain stated conditions. The deed is “made out” to the GE, not the escrow agent. 

The escrow concept is useful because it places a person or entity with considerable expertise in handling transactions in control. It also avoids a face-to-face closing, in which all parties must gather to “pass the papers.” 

Lawyers should avoid acting as the escrow agent, because if there is a dispute the lawyer will be prohibited from acting for their client.

In order to have a true escrow, there have to be 2 things:

1. Grantor retains no power to recall deed

2. Parties have enforceable K of sale

If a true escrow exists, it has a “relate back” feature. Delivery of the deed will be valid, even if grantor dies or becomes incompetent after the K. True escrow also takes power over deed away from grantor. Can’t recall later.

Title passes, regardless of whether the agent has recorded or delivered the deed, once the final condition has been completed.

Agent has a fiduciary duty to the parties. Can be held liable for breach of instructions or negligence.

Land Descriptions

Generalized Diagram of Rectangular System of Surveys

Township Grid
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Township 2 South, Range 3 West
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Section 14
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The fraction of section method is okay for rural use. In urban areas, two other methods are used:

1. Recorded subdivision plat

2. Metes and bounds description (individual boundary lines)

Directions 

[image: image4.jpg]



Direction is always in reference to a monument, whether natural, artificial, record or legal. 


Natural = oceans, hills, etc.

Artificial = fences, mounds, stakes, etc.

Descending list of priority for monuments:

1. Natural

2. Artificial 

3. Courses (relation to true N)

4. Distances (feet, etc.)

5. Quantity (acres, etc.)

Title Covenants in Deeds (Quality of Title)

Title Assurance

Title assurance is the set of mechanisms which buyers of land use to:

1. Learn in advance whether their sellers have and can convey the quality of title they claim

2. Obtain recovery if the title, after the transfer, turns out not to be as represented

Types of Deeds

American law recognizes 6 distinct types of title covenants in deeds. A “full warranty” deed contains all 6. A deed that has none is called a “quitclaim” deed. However, with a quitclaim deed, if the grantor has no title, and the quitclaim deed conveys nothing, the grantee has no remedies under the deed.

Quitclaim Deed

A quitclaim deed is a term used in property law to describe a document by which a person (the "grantor") disclaims any interest the grantor might have in a piece of real property, and passes that claim to another person (the grantee). A quitclaim deed neither warrants nor professes that the grantor's claim is actually valid.

Warranty Deed

A general warranty deed is a type of deed where the grantor (seller) guarantees that he or she holds clear title to a piece of real estate and has a right to sell it to you. The guarantee is not limited to the time the grantor owned the property—it extends back to the property's origins. A General Warranty Deed includes six traditional forms of Covenants for Title. Those six traditional forms of covenants can be broken down into two categories (1) Present Covenants and (2) Future Covenants. Need not spell out the warranties in Michigan. Comes with all the warranties automatically, although you can create exceptions within the document. 

Bargain and Sale Deed

Implies that the grantor has the right to convey title but makes no warranties against encumbrances. This type of deed is most commonly used by court officials or fiduciaries that hold the property by force of law rather than title, such as properties seized for unpaid taxes and sold at sheriff's sale.

Warranty Deed

American law recognizes 6 distinct types of title covenants in deeds. A “full warranty” deed contains all 6. A deed that has none is called a “quitclaim” deed. However, with a quitclaim deed, if the grantor has no title, and the quitclaim deed conveys nothing, the grantee has no remedies under the deed.

Represents the quality of the chain of title (warranting that the title came to you in good form). A warranty deed contains certain promises (usually termed “present” covenants, since they can be breached only at the moment the deed is delivered):

1. Covenant of seisin: ownership of land, although not necessarily free of encumbrances. 

2. Right to convey

3. Against encumbrances: title is passing free of mortgages, liens, easements, future interests in others, covenants running with the land, etc.

4. Warranty: promise to compensate if title turns out to be defective, or subject to an encumbrance, and the grantee thereby suffers an eviction.

5. Quiet enjoyment: promise to compensate if title turns out to be defective, or subject to an encumbrance, and the grantee thereby suffers an eviction.

6. Further assurances

Brown v. Lober

· The covenant of warranty or quiet enjoyment is prospective in nature and is only breached when there is an actual or constructive eviction of the covenantee by the paramount titleholder.

· The mere existence of paramount title in one other than the covenantee is not sufficient to constitute a breach of warranty or quiet enjoyment.

· B says he suffered constructive eviction because he discovered that he did not own what his warranty deed purposed to convey.

· Might be an action for breach of the right to convey, but not for a breach of the covenant of quiet enjoyment.

· Until such time as one holding paramount title interferes with Brown’s right of possession (i.e. beginning to mine), there can be no constructive eviction and therefore no breach of the covenant of quiet enjoyment.

Physical interference = actual eviction.

Damages for a breach of a covenant against encumbrances are equal to the amount required to remove the encumbrance if removal is possible, and otherwise, the reduction in value of the land.

Recording Acts

Oscar ( Alice on Day 1

Oscar ( Betty on Day 2

B may have good title if A fails to record before B buys. However, B will not always prevail. There are certain requirements on B’s conduct. What must B do in order to prevail against A?

1. Notice Jurisdiction: B must be a purchaser for value and without notice

2. Notice-Race Jurisdiction: B must be both a purchaser for value and without notice, and also record before A.

These recording rules apply to conveyances of fee simple, as well as to mortgages. 

Interests such as short-term leases or possession by adverse possession do not usually come under the recording acts.

Searching a Title

Chain of Title

STATE ( Patent (1900) ( ABLE ( Deed (1920) ( BAKER ( Deed (1940) ( CHAMBERS ( Deed (1960) ( DAVIS

Patent is merely a grant of title by the state. 

In order to properly search title, one would have to consult the paper index. One index is sorted alphabetically by grantor, and the other by the grantee.

Begin with grantee using the current owner as the starting point. Once you have gone back as far as you can, begin with the original grantor and work forward.

Problems with Chain of Title

Wild Deed

( BAKER 
( Deed (1930) ( YATES (unrecorded) ( ZOLLER (recorded)



( Deed (1940) ( CHAMBERS (recorded, BFP)

This is called a “wild deed” since it would be impossible to find the BAKER-YATES conveyance. All you would find is the YATES-ZOLLER conveyance and the BAKER-CHAMBERS conveyance. As a result, ZOLLER’S deed is treated as unrecorded.

Late Recorded Deed

( BAKER
( Deed (1930) ( YATES (unrecorded until 1950)

( Deed (1940) ( CHAMBERS (recorded, not BFP) ( DAVIS (recorded, BFP)

Called a “late recorded” deed. Normally one would not search for BAKER outside the 1920-40 period when BAKER owned the property. However, given that YATES was so late recording the deed (1950), title searchers may be forced to. Easier in a tract-index jurisdiction where you can just examine each tract.

Estoppel By Deed

( ABLE ( Deed (1920) ( BAKER ( Deed (1940) ( CHAMBERS (BFP, recorded)

( BAKER ( Warranty Deed (1910) ( YATES (recorded)

Problem depends on doctrine of after acquired title (a.k.a. estoppel by deed). If BAKER conveyed before owning, YATES would have no title. However, as soon as BAKER does own the property, it would instantly go to YATES. This again puts the searcher in a position of having to check BATES in the grantor index before he even owned the property. About ¾ of the cases favor the searcher over YATES. YATES’S deed would be considered unrecorded.

Covenants on the Land
Covenants recorded on one deed, but not on the second deed, which bind both pieces of property pose problems for a title searcher. 

Marketable Title Acts
Cut off certain old rights in land after the passage of a certain number of years (20-50 years). If the owner of the rights wishes to keep them alive, they can re-record before the statute terminates them. 

Marketable Title Acts also serve to limit title searching by cutting off virtually all interests in land which appear in public records prior to a given point, unless some reference is made to them more recently. Researcher must usually go back to the root of title (usually 40 years) and start from there only.

Exceptions:

1. US government interests

2. State government interests

3. Local government interests

4. Visible easements, roads, utilities, rail easements, mineral rights, etc.

Torrens

Used in Canada and Europe primarily. 

Useful versus even modern, computerized, tract-indexed recording systems aided by marketable title and curative statutes because it goes one step further and informs parties what the state of the title to a parcel of land is, as opposed to giving the searcher a mass of documents and letting them decide what the state of the title is.

No historical search is ever required because only the current certificate and instruments on it, which are both maintained by a government registry, are valid.

Title Insurance

Predominant method of assuring RE in the US. A title insurer promises that if the title is not in the condition described, the insurer will indemnify the insured for any losses.

Two kinds of policies:

1. Lenders

2. Owners

Lenders generally insist upon insurance.

Generally, the risks covered are laid out in the policy. Can include:

1. Where someone else owns an interest

2. Where someone else has rights affecting title arising out of leases, contracts or options

3. Where someone else claims to have rights arising out of forgery

4. Where someone else has an easement

5. Where someone else has a right to limit yoru use of the land

6. Where title is defective

7. Where there is an encumbrance on the land

8. Where land is in violation of subdivision law

Companies will normally make exceptions (like in the telephone easement case). Companies may simply charge a premium, but not except, for old claims on the land.

Lenders’ policies are generally assignable (although owners’ policies are not).

Compliance with the Contract

Sellers’ Obligations with Respect to Physical Quality

Generally no duty owned to buyer (caveat emptor). Seller only had a duty to refrain from making false statements about the property or actively concealing defects. However, if seller simply silent, no liability.

This trend has changed somewhat since the 1960’s:

1. Sellers must disclose “material” defects of which the seller has actual knowledge, at least if the buyer does not know and has no ready means of discovering

2. Implied warranty of quality

Duty of Disclosure

Problem is: what is a “material” defect? What is “known” by the seller?

Verrall v. Machura

· To establish fraudulent misrepresentation, buyer must demonstrate:

· Sellers made false statements of past or existing material facts

· Sellers made such statements knowing them to be false or made them recklessly without knowledge as to their truth or falsity

· Sellers made statements to induce buyers to act

· Buyer justifiably relied

· Injury suffered

· Owner not liable where:

· Error or omission not within the actual knowledge of the owner, or based on information provided by a public agency or person with professional license or report that owner reasonably believed to be correct

· Owner not negligent in obtaining information from a 3rd party and transmitting it.

Factors which increase probability of sellers’ liability:

1. Defect dangerous to health/safety

2. Seller created defect or tried and failed to repair

3. Seller gave reassurances about quality of improvements

Material defect can include “psychological” factors, such as site of a murder, bawdy house or drug den.

May also be liable for failing to disclose offsite defects which affect value (i.e. location of a garbage dump nearby).

Hershewe v. Perkins

· The implied warranty of quality and fitness can cover items surrounding the home that, while not physically supporting the home, play a critical role in its function and viability.

· Doctrine of implied warranty of quality and fitness applies to residences.

· Caveat emptor should not apply. Does not require builders to build a perfect house, just one of reasonable quality.

· Warranty implicitly limited to first purchaser.

· Also, builder and vendor must be the same.

· Doctrine does not apply to an item extraneous or unrelated to the home.

· Walls here prevented water from leaking into the house.

3 theoretical justifications for recovery by a home buyer for defects in a house:

1. Implied warranty

2. Negligence in tort

3. Strict liability in tort

Courts are generally sceptical of exculpatory clauses drafted by builders. Must usually be very clear and very specific.

Settlement

Exchange of title for purchase price. A closing agent will usually handle the mechanics of title transfer. Tasks can include:

1. Reviewing title report for encumbrances and liens (and who holds them)

2. Obtaining funds from buyer/lender

3. Obtaining executed copies of deed, new note and mortgage

4. Arranging for other inspections

5. Computing adjustments, such as taxes, etc.

6. Mailing documents

7. Disbursing other funds

Real Estate Settlement Procedures Act

Congress attempted to deal with the high cost of settlement services and collusion in establishing prices in RESPA. RESPA attempts to give consumers advance information about services and costs. RESPA also prohibits referral fees and fee-splitting agreements.
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