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CMA DISCLAIMER
This program and these materials are being presented by the California
Mortgage Association (“CMA”). CMA promotes forums of open discussion of current
events, legal issues and educational issues relating to mortgage lenders, real estate
brokers, loan servicers and trustees under deeds of trust. CMA does not endorse the
views and opinions expressed by any author, contributor, speaker or advertiser. CMA
does, however, recognize the First Amendment right of every author, contributor,
speaker and advertiser to express his or her views.
The views of any person expressed in these materials, or in the related program,
do not necessarily represent those of the CMA, its directors, officers or members, nor
are they to be construed, in whole or in part, as legal advice. For legal advice, please
consult an attorney.
No portion of these materials or of the program may be reproduced in any
fashion except with the prior written consent of the CMA, of the authors or
contributors who prepared the materials, and of the speakers who presented the
program.
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NOTE & DEED OF TRUST PROVISIONS
1.

Interest.
A. Simple Interest.

Unless otherwise stated, interest is annual simple interest.
B. Compound Interest.
Interest shall not be compounded unless an agreement to that effect is clearly
expressed in writing and signed by the party to be charged therewith. 1 Generally, an
interest provision that is not clear on its face cannot be made clear by reference to parol
evidence. 2
C. Yearly Interest Payable In Equal Monthly Increments Is Proper.
In a consumer loan providing that interest will be charged at a fixed yearly rate on
the unpaid principal balance until the full amount of principal has been paid; that the
borrower was to make equal monthly payments of principal and interest and which
provided for no prepayment penalty if all monthly payments were current, it was not
unlawful or an unfair business practice to charge interest from the date interest was paid
through the last monthly payment and thereafter assess per diem interest through the
close of escrow or payoff. 3 In Puentes v. Wells Fargo Home Mortgage, Inc. (2008) 160
Cal. App. 4th 638, the court of appeal held that this method is the standard in the
industry and is not unfair to consumers. Depending in what month a loan is paid off,
calculating interest on a monthly basis rather than per diem may result in the consumer
paying slightly more in interest than if interest were calculated on a per diem basis
throughout the loan. Other times, the consumer would pay slightly less.
The court of appeal in the Puentes case observed that the lender had calculated
interest pursuant to Reg Z (Appendix J) which is the regulation implementing the federal
Truth in Lending Act. Reg Z permits interest to be calculated by the “unit period” that
occurs most frequently under the loan (i.e., monthly in this case). The court of appeal
observed that “lenders nationwide uniformly employ the same practice.”
D. Default Interest.
Interest rates that increase upon default, particularly at maturity, are widely
used. However, depending on the specific wording and factual circumstances, such
1

Civil Code uncod. § 1916-2; 1 Witkin, Summary of Cal. Law (9th ed., 1987) Contracts, § 480, p.
429; McConnell v. Merrill Lynch, Pierce, Fenner (1983) 33 Cal.3d 816; Heald v. Friis Hansen (1959) 52
C.2d 834, 839; see 10 A.L.R.3d 421 [meaning of compound interest]; 28 A.L.R.3d 449 [interest after
maturity].)
2
McConnell v. Merrill Lynch, Pierce, Fenner (1983) 33 Cal.3d 816; 823.
3
Puentes v. Wells Fargo Home Mortgage, Inc. (2008) 160 Cal. App. 4th 638.
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clauses are increasingly under attack. For example, where there was a 2% increase in
interest against the entire unpaid principal balance for any installment default, the
California Supreme Court held that such a provision was void as an unlawful and
punitive liquidated damage. 4 Default interest may not be enforceable if it is retroactive
or charged like a late charge (i.e., as a lump sum of the entire principal.) 5 The Supreme
Court in Garrett v. Coast and Southern Fed. Sav. & Loan Assn. (1973) 9 Cal.3d 731,
held that default interest (and by analogy late charges) must be viewed under the law of
liquidated damages. 6 This is particularly true where the charge is assessed only upon
default. 7 (Garrett, supra, at p. 738.) As the Supreme Court noted in the Garrett case:
“Section 1671 authorizes the assessment of agreed upon and
anticipated damages only when the fixing of the actual damages which
would be sustained upon a breach would be 'impracticable' or 'extremely
difficult.' [T]he issue . . . must be examined from the position of the parties
at the time the contract was entered into. [Citation.]” “'The validity of a
clause for liquidated damages requires that the parties to the contract
'agree therein upon an amount which shall be presumed to be the amount
of damages sustained by a breach thereof . . ..' Civ. Code, § 1671. This
amount must represent the result of a reasonable endeavor by the parties
to estimate a fair average compensation for any loss that may be
sustained. [Citation]”
Several authorities suggest clauses that impose default interest only upon
maturity or upon pre-maturity acceleration pursuant to the note may be enforceable. 8
However, most authorities agree that there are insufficient published appellate cases to
determine with any certainty whether a particular “default interest clause” will be
enforceable.
Default interest rate clauses have been subject to challenge in the bankruptcy
court, depending on the circumstances. 9
There is case law which suggests that a lender must make a clear and
unambiguous election to accelerate the debt and to declare that the lender is invoking
the default rate before default interest can be claimed by the lender. 10 Be aware that,
4

Garrett v. Coast and Southern Fed. Sav. & Loan Assn. (1973) 9 Cal.3d 731 and cases cited

therein
5

; Id.
Civil Code §§ 1670 et seq.
7
Garrett, supra, at p. 738.
8
Cal. Real Estate Finance Practice: Strategies and Forms; 3 Miller & Starr, Cal. Real Estate
Forms (2d Ed Thomson 2006) § 3.7, pp. 36-37, 43.
9
See, In re Entz-White Lumber & Supply, Inc. (1988) 850 F.2d 1338 and In re Tri-Growth Centre
City, Ltd (Bankr SD Cal. 1992) 136 B.R. 848.
10
Beal Bank v. Crystal Properties, Ltd., L.P. (In re Crystal Properties) 268 F.3rd 743; discussed in
In re Deep River Warehouse, Inc. 2005 Bankr. LEXIS 1251; In re Zamani (2008) 390 B.R. 680; 2008
Bankr. LEXIS 1923; 60 Collier Bankr. Cas. 2d (MB) 117.
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under the terms of the note and/or the deed of trust, upon the borrower’s default, the
lender may be required to notify the borrower of acceleration of the note and of the
lender’s election to assess default interest. Failure to do so may result in the lender not
being entitled to assess the default interest in the note. 11 For example, in In re Zamani
(2008) 390 B.R. 680; 2008 (Bank. Ct. N.D. Cal.) the bankruptcy court held that proper
notice of intent to assess default interest may be required to assess default interest
even if the default interest provision is otherwise enforceable.
Caution: The issue should be reviewed by counsel as it will depend on the
wording of the various clauses involved. Just be aware that you may be required to
notify the borrower of both the acceleration of the note and deed of trust due to a default
by the debtor, and you may be required to clearly and unambiguously notify the debtor
that you are immediately invoking the default interest rate due to the debtor’s default.
(1)

A Balloon Payment Late Charge of 10% when Combined
with a Default Interest Clause Would be a Prohibited
Contractual Penalty and Not a Permitted Liquidated
Damage.

In Poseidon Dev., Inc. v. Woodland Lane Estates LLC (2007) 152 Cal.App.4th
1106, the court of appeal held that where a default interest provision was combined with
a balloon payment late charge (in a nonconsumer business loan), it is an unlawful
liquidated damage. 12 The court’s rationale was that default interest is designed to
compensate the lender for the loss of use of its money at maturity and a late charge is a
liquidated damage to compensate the lender for the reasonable cost of administration of
a late payment which is the same for a regular installment as it would be for failure to
pay at maturity. Therefore, the combination of the two constituted an unlawful liquidated
damage.
COMMENT: On loans (even in excess of Article 7 limitations) made or arranged
by a licensed real estate broker and secured by a dwelling, the maximum late charge is
10 percent of the installment due or a minimum of $5.00. The debtor must be given a
10-day grace period. (Bus. & Prof. Code §§ 10242.5 and 10245; and see, Bus. & Prof.
Code §§ 10240.1 and 10240.2.) Business and Professions Code § 10242.5(c) was
amended to provide that on loans made and/or arranged by a licensed real estate
broker a late charge can be assessed on balloon payments but it is limited to an amount
equal to "the maximum late charge that could have been assessed with respect to the
largest single monthly installment previously due, other than the balloon payment,
multiplied by the sum of one plus the number of months occurring since the latepayment charge began to accrue. (Bus. & Prof. Code § 10242.5(c).) This provision
probably applies to all broker-made loans secured by a dwelling which is either 1-4

11

In re Zamani (2008) 390 B.R. 680; 2008 Bankr. LEXIS 1923; 60 Collier Bankr. Cas. 2d (MB)

12

Poseidon Dev., Inc. v. Woodland Lane Estates LLC (2007) 152 Cal.App.4th 1106.

117.
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residential unit or single unit in a condominium or stock cooperative. (Bus. & Prof. Code
§ 10240.1, 10240.2 and 10245.)
For Broker-made or arranged loans not secured by “dwellings” and loans made
by other lenders, the Poseidon case, at least in dicta, makes it clear that a late charge
on a balloon payment may be subject to challenge as an unreasonable (unlawful)
liquidated damages particularly where it cannot be shown that the administrative
expenses involved in a late payment of a balloon payment are appreciably higher than
those for a normal installment. While it may be possible, in the absence of a default
interest clause, to argue that the balloon payment late charge is to compensate the
lender for the loss of use of its money, this argument all but vanishes when the note
also contains a default interest provision.
The second major point in the Poseidon case is that collateral lenders and
borrowers should use proper documentation to document collateral assignments and
have an agreement on how collection on the underlying collateralized note will be
handled.
(2)

Except Where the Obligation is Deemed Cured under the
Borrower’s Bankruptcy Plan, Default Interest Under the
Note Will Be Presumed to be Legal Subject to Applicable
State Law.

In In re Entz-White (1988), 850 F.2d 1338, the 9th Circuit Court of Appeals held
that an oversecured creditor was not entitled to interest at the default rate where its
claim was paid in full pursuant to the terms of a Chapter 11 plan. 13 In essence, where a
loan is deemed cured pursuant to a bankruptcy plan, the Entz-White rule applies
because the loan is viewed as not being in default.
In General Electric Capital Corporation v. Future Media Productions, Inc. 530
F.3d 1178 (9th Cir. June 2008) the loan made to a commercial borrower (“Borrower”)
included a $ 10.5 million, 42-month term loan, as well as a $ 5 million revolving line of
credit. Interest under the loan agreement accrued prior to default ("pre-default rate") at
the Index Rate plus 1.5% per annum, with additional interest of 2% per annum after
default ("default rate"). The loan was secured by all of Borrower’s assets. The loan
agreement, governed by New York law, obligated Debtor to pay attorneys' fees and
costs incurred by GECC in connection with any dispute relating to the loan agreement.
Borrower filed a Chapter 11 bankruptcy. Borrower and Lender agreed that
Borrower’s assets would be liquidated and that all of Lender’s obligation, including
default interest, would be paid off from the proceeds of the sale. An unsecured
creditor’s committee objected at first but consented to the sale so long as its challenge
to default interest and attorney’s fees was preserved. The Bankruptcy court ruled in
favor of the creditor’s committee holding that the Lender could only charge pre-default
13

In re Entz-White, 850 F.2d 1338 at 1342.
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interest and because it did not prevail the lender was not entitled to attorney’s fees. The
Lender appealed to the Federal 9th Circuit Court of Appeal. The 9th Circuit Court of
Appeal reversed the trial court and remanded the matter back to the trial court for
further consideration.
On appeal this case raised the issue of whether an oversecured creditor may charge
default interest to a borrower in a Chapter 11 Bankruptcy? The 9th circuit Court of
Appeals made an extensive analysis of “default interest” in the bankruptcy context. The
court of appeals pointed out that in In Entz-White, it had announced the rule that an
oversecured creditor was not entitled to interest at the default rate where its claim was
paid in full pursuant to the terms of a Chapter 11 plan. (Entz-White, 850 F.2d 1338, at
1342). In essence, where a loan is deemed cured pursuant to a bankruptcy plan, the
Entz-White rule applies because the loan is viewed as not being in default.
However, the court of appeals point out that in the GECC case, the bankruptcy court
extended Entz-White to a claim that was paid in full as a result of a series of asset sales
outside of a Chapter 11 plan. Where, as in the GECC case, the loan is not treated as
being cured under Bankruptcy law (because of a fictional or legal “cure” of the default),
the general federal rule as to default interest applies. That federal rule simply stated is:
“The bankruptcy court should apply a presumption of allowability for
the contracted for default rate, ‘provided that the rate is not unenforceable
under applicable nonbankruptcy [state] law.’ 4 Collier on Bankruptcy, P
506.04[2][b][ii] (15th Ed. 1996) (‘Most courts have allowed, or at least
recognized a presumption of allowability for, default rates of interest,
provided that the rate is not unenforceable under applicable
nonbankruptcy law.’).”
The court of appeals remanded the case to the Bankruptcy Court to determine
whether state law (New York law in this case), overcame the general federal
presumption that default interest is permissible.
Comment: Under California law, default interest, at least when combined with a
late charge, is susceptible to challenge and has become more and more subject to
statutory restrictions. (See, Poseidon Dev., Inc. v. Woodland Lane Estates LLC (2007)
152 Cal.App.4th 1106,; Cal. Fin. Code § 4973(e) – California’s high cost mortgage law;
and, Reg Z, 12 CFR § 226.32(d)(4) under the federal high cost mortgage law under
HOEPA.)
(3)

Default Interest Prohibited under California High Cost
Mortgage Law (“Covered Loan Law” -- Cal. Fin. Code §
4973(e).)
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A loan covered by California’s high cost mortgage law (“Covered Loan Law”) may
not include a default interest provision 14
(4)

Default Interest Prohibited under HOEPA Section 32 (Reg
Z, 12 CFR § 226.32(d)(4).)

A loan covered by HOEPA (federal high cost mortgage) Section 32 may not
include a default interest provision. 15
E. Restrictions on when Interest can begin Accruing (Civil Code §
2948.5).
Interest on promissory notes secured by deeds of trust on real property improved
by 1 - 4 residential dwelling units cannot be charged until the close of escrow or, if there
is no escrow, until the funds can be withdrawn as a matter of right. 16 (Civil Code §
2948.5) This restriction does not apply if the loan proceeds are paid in cash or by
certain other instruments insured or guaranteed by the U.S. and drawn upon a financial
institution with offices in California from which the payment may be drawn.
2.

USURY.
F. Consumer Loan Limit ("Primarily For Personal, Family, or
Household Purposes")

In determining whether a loan or forbearance is "primarily for personal, family, or
household purposes" the court will look at the nature of the transaction and parties
should be considered to determine whether it is within the consumer protection statute
(i.e., is an unsophisticated consumer involved as opposed to an arm’s length
transaction between competent business persons.) 17
Look at the "intended use” when the contract is entered into (i.e., not
subsequent use) -- lender not required to monitor use. "Primary personal, family, or
household use" should be defined in its everyday sense as the consumer protection
statute is a stringent encroachment on the freedom of the market place. 18 Also, the
nature of the transaction is determined by the intent of the parties at the time the
transaction is entered (and generally is not recharacterized by subsequent conduct of
the parties.)

14

Cal. Fin. Code § 4973(e).
Reg Z, 12 CFR § 226.32(d)(4).
16
Civil Code § 2948.5.
17
See, James Talcott, Inc. v. Gee, (1968) 266 Cal.App.2d 384.
18
Cessna Finance Corp. v. Pivo (1976) 58 Cal.App.3d 281, 287- 290.
15
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G. Non-Consumer Loan Rule.
All loans other nonexempt loans (i.e., other than those for personal, family or
household purposes), the maximum interest rate is the greater of 10% or the S.F.
Federal Reserve's "discount rate" plus 5 points on the 25th of the month preceding the
earlier of the date of making the loan or forbearance or the date of executing the
contract for the loan or forbearance. The discount rate can be found at
http://www.frbsf.org/banking/data/discount/index.html or by contacting the Federal
Reserve Bank either at its San Francisco or Los Angeles offices.
Determining the "earlier of (i) the date of execution of the contract to make the
loan or forbearance, or (ii) the date of making the loan or forbearance", may raise the
issue of what is a “contract to make a loan” and when is it "executed?" 19
NOTE: Whenever possible, the loan documents should be executed, and the
loan proceeds disbursed, at the same time. Also, when a non-exempt lender is using
the non-consumer loan rate, best practice would suggest that the lender obtain a
“purpose letter” from the borrower: (a) representing the purpose for which the loan is
being obtained (i.e., business purpose or for personal, family or household purposes);
and, (b) the borrower’s agreement not to use the loan proceeds for any other purpose
(i.e., if it is a non-consumer loan that the borrower will not use the loan funds for any
personal, family or household purposes).
H. Unless the loan or forbearance is exempt, no person (lender, agent,
etc.) may charge a fee, bonus, commission, discount, etc. which
when combined with the note rate is more than the permitted
interest rate under the usury law.
Many non-exempt lenders fall afoul of the usury restrictions when they charge an
interest rate on the face of the note which, when combined with other fees and charges,
exceeds the maximum non-usurious interest rate. The type of items that count as
additional interest for non-exempt lenders include points, bonuses, commissions,
loan origination fees, discounts or stating a principal balance in excess of the
actual amount loan (hidden discount or bonus), etc. 20 This limitation does not apply
to exempt lenders because Article XV of the Constitution specifically states that: “such
charge of any said exempted classes of persons [shall not] be considered in any
action or for any purpose as increasing or affecting or as connected with the rate
of interest hereinbefore fixed.”

19
20

See, Code Civ. Proc. § 1933.
Miller & Starr, Cal. Real Estate (3rd Ed), Usury, § 21:15 pp. 68 - 69 and cases cited therein.
Page 7

I.

Exemptions to the Usury Law.

Exemptions to California’s usury law come from three sources: (1) California
Constitution Article XV § 1; (2) statutes; and, (3) case law. 21
(1)

Express Exemptions in the Constitution Article XV or by
Statute.

The California Constitution Article XV § 1 provides that the following are exempt
from California’s usury law: all federally and state chartered banks; savings and loans;
credit unions; California industrial loan companies; California pawnbrokers; California
nonprofit agricultural lenders; California building and loan associations; California
personal property brokers; Trust departments, and holding companies.
(2)

Loans which are "made or arranged by any person
licensed as a real estate broker.”

Loans which are "made or arranged by any person licensed as a real estate
broker by the State of California and secured in whole or in part by liens on real
property. . ." are exempt from usury law. 22
(a) Statutory Clarification of REB Exemption.
Civil Code § 1916.1, adding to the REB usury exemption, states:
“The restrictions upon rates of interest contained in Section 1 of Article
XV of the California Constitution shall not apply to any loan or forbearance
made or arranged by any person licensed as a real estate broker by the
State of California, and secured, directly or collaterally, in whole or in part
by liens on real property. For purposes of this section, a loan or
forbearance is arranged by a person licensed as a real estate broker when
the broker (1) acts for compensation or in expectation of compensation for
soliciting, negotiating, or arranging the loan for another, (2) acts for
compensation or in expectation of compensation for selling, buying,
leasing, exchanging, or negotiating the sale, purchase, lease, or exchange
of real property or a business for another and (A) arranges a loan to pay
all or any portion of the purchase price of, or of an improvement to, that
property or business or (B) arranges a forbearance, extension, or
refinancing of any loan in connection with that sale, purchase, lease,
exchange of, or an improvement to, real property or a business, or (3)
arranges or negotiates for another a forbearance, extension, or
refinancing of any loan secured by real property in connection with a past
transaction in which the broker had acted for compensation or in
21

Junkin v. Golden West Foreclosure Service Inc. (2010) 2010 WL 17036 (Cal. App. 1 Dist.).
See Civ. Code § 1916.1 (effective 1/84 and applied retroactively); Stickel v. Harris (1987) 196
Cal.App.3d 575, fn. 5.
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expectation of compensation for selling, buying, leasing, exchanging, or
negotiating the sale, purchase, lease, or exchange of real property or a
business. The term "made or arranged" includes any loan made by a
person licensed as a real estate broker as a principal or as an agent for
others, and whether or not the person is acting within the course and
scope of such license.” [Emphasis added.]
(b) What is "Made or Arranged"?
Civil Code § 1916.1 makes it clear that a loan is “made or arranged” by licensed
real estate broker when the broker acts as a lender or as an arranger for a lender and
in doing so “acts for compensation or in expectation of compensation for soliciting,
negotiating, or arranging the loan for another.” 23 As discussed below, this generally
excludes the situation where the broker acts solely as a borrower.
(c) Where Broker is only the Borrower.
Where the only broker in the transaction is the borrower, the transaction is
generally not “made or arranged by a licensed real estate broker” for the purpose of the
licensed real estate broker’s exemption. 24 A loan made to a real estate licensee by a
nonexempt lender is neither "made by" nor "arranged by" a licensed real estate broker
and is, therefore, not exempt from the usury law. 25
(d) Where Broker is a General Partner in the Borrower.
Care should be taken, however, when the borrower is a partnership or other
entity in which the broker is a partner or managing member. Courts have held that
loans negotiated through a broker who was also a partner or managing member in the
borrower partnership or LLC were exempt from the usury law. 26
On the other hand, courts have held that where the broker was a general partner
in the borrower general partnership, the transaction was not exempt from the usury
laws. 27 (Id., at 741, 742-743.)
Generally, where courts have found that the real estate broker usury exemption
applies where the broker was a partner or managing member of a partnership of LLC,
the courts have determined that the broker-partner was acting as a third party
intermediary to negotiate loan for the partnership and not for his own account.
23

See, Civ. Code § 1916.1 & Bus. & Prof. Code §§ 10131, 10240, 10241, 10245.
Winnett V. Roberts (1986) 179 Cal.App.3d 909, 920; Stoneridge Parkway Partners, LLC v. MW
Housing Partners III (2007) 153 Cal. App. 4th 1373, 1380 and Stickel v. Harris (1987) 196 Cal.App.3d
575..
25
Green v. Future Two (1986) 179 Cal.App.3d 738.
26
Stickel v. Harris (1987) 196 Cal.App.3d 575 and in Park Terrace Limited v. Teasdale (2002)
100 Cal.App. 4th 802; see also, Stoneridge Parkway Partners, LLC v. MW Housing Partners III (2007) 153
Cal.App. 4th 1373.
27
Green v. Future Two (1986) 179 Cal.App.3d 738, at 741, 742-743.
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How much “arranging” is necessary to determine whether the acts of a broker are
sufficient to be "for another . . . for a compensation or expectation of compensation" is a
question of fact. 28 A broker's participation in a partnership borrowing funds, in and of
itself does not disqualify the broker from being viewed as "arranging the loan" and the
expectation of profit from the partnership could well be "compensation" under the broker
exemption to Article XV of the Constitution. 29 Where a broker negotiated terms such as
interest rate and/or points, even though these terms were dictated by the lender, this will
be sufficient to constitute “arranging” of the loan. 30
In Gibbo v. Berger (4th Dist. 2004) 123 Cal. App. 4th 396, the court discussed
some of the guidelines to determine whether a loan is “made or arranged” by a licensed
real estate broker. For example, escrow functions, even when the escrow company is
owned by a licensed broker, are insufficient to constitute “making or arranging” a loan.
In Gibbo, the escrow officer did not solicit or negotiate the loan. “Arranging” a loan
involves more than simply typing up the loan documents pursuant to the instructions of
the borrower and the lender. The court in Gibbo adopted the meaning set forth in Civil
Code § 1916.1, which anticipates that the broker is acting as a third party intermediary.
Conduct which constitutes “arranging” a loan includes structuring the loan as an agent
for the lender; setting the interest rate and points to be paid, setting the terms of a
forbearance agreement, reviewing the loan and forbearance documents, conducting title
searches, or drafting the terms of the loan. In Gibbo, the broker was acting solely as
the escrow agent, and did not perform any of the acts which constitute “arranging” a
loan. The court held that the loan was not “arranged” by a licensed real estate broker.
When the court found that the loan was usurious, it prevented the lender from
foreclosing.
(e) Where the Broker is an Employee of an Affiliate of the
Lender.
Where a managing member of an LLC which was the managing member of a
nonexempt lender was the primary contact with the lender, and he negotiated the loan,
structured the loan and set its key terms, courts have found that the loan made by the
non-exempt lender was “made or arranged” by a licensed real estate broker for the
purpose of the usury law. 31
The court of appeal in Stoneridge Parkway Partners, LLC v. MW Housing
Partners III (2007) 153 Cal.App. 4th 1373 analyzed Stickel v. Harris (1987) 196
Cal.App.3d 575 and Park Terrace Limited v. Teasdale (2002) 100 Cal.App. 4th 802
(holding that a loan negotiated by a broker-partner was exempt) as well as the Winnett
V. Roberts (1986) 179 Cal.App.3d 909 and Green v. Future Two (1986) 179 Cal.App.3d
738 (cases where the courts found no usury exemption either because the broker28

Stickel v. Harris, supra at fn. 5; and see Cal. Bus & Prof. Code § 10131.
Id.
30
Jones v. Kallman (1988) 199 Cal.App.3d 131.
31
Stoneridge Parkway Partners, LLC v. MW Housing Partners III (2007) 153 Cal.App. 4th 1373.
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borrowers were the same or because the broker was a general partner in the borrower).
The court of appeal in the Stoneridge case found that the Stickel v. Harris line of cases
best applied in the Stoneridge case. Marsh was not negotiating the loan for his own
personal benefit but as an employee of a managing company of an LLC, which was the
manager of another LLC, which was the general partner of the lender. The court of
appeal held that: “it is of no moment that broker indirectly benefited from the transaction.
As long as Marsh was not negotiating solely on his own behalf, he fits squarely
within the statutory exemption of a licensed broker who negotiated and arranged
a loan for another.”
The court of appeal in the Stoneridge case reached its conclusion despite the
fact that the loan documents (which were copied from a prior loan) stated there was no
real estate broker in the transaction and despite the fact that broker failed to provide the
borrower with the required Mortgage Loan Disclosure Statement (“MLDS”). The court of
appeal held that the failure to give a MLDS is not conclusive evidence that the loan was
not broker-made or arranged. The Legislature has provided specific remedies for a
broker’s failure to provide an MLDS (i.e., damages or refund of commissions under Bus.
& Prof. Code § 10248.2).
Comment: Although brokers may be able to rely on the court of appeal’s
holding with respect to whether the loan was “broker made or arranged”, it would be
dangerous for brokers to be casual in with respect to giving an MLDS and as to the
accuracy of the factual statements made in loan documents.
(f) The real estate collateral - how much is necessary?
Civil Code § 1916.1 merely requires that the loan be “secured, directly or
collaterally, in whole or in part by liens on real property.” Clearly, collateralized notes
secured by deeds of trust are within the meaning of Civil Code 1916.2. Many deeds of
trust also secure personal property. Some personal property is clearly incidental to the
real property such as rents and profits from the secured real property. However, often
times, deeds of trust included a security agreement securing personal property such as
the furnishings of a hotel. This creates a potential problem since, with a few exceptions,
licensed real estate brokers are not specifically licensed to deal in personal property
security. 32 While there are no cases on point, the answer may rest in whether the
personal property is related to the primary real property security. It could be argued as
being negligent for a broker not to obtain the furnishing of a hotel when taking the real
property and improvements as security since the real property security would be worth
far less without the furnishings.
Caution: Whenever taking personal property security as part of a loan consult
legal counsel.
(3)
32

Lenders exempt by statute:

Bus. & Profs. Code § 10131(d)&(e).
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Article XV of the constitution also exempts "any other class of persons authorized
by statute. Those lenders include: California Finance Lenders (“CFLs”); 33 residential
mortgage brokers; 34 public retirement or pension systems that are created, authorized
and regulated by the` laws of another state or a local agency of another state (e.g.,
other than California). 35
(a) Business Purpose Loans to Sophisticated Borrowers (the
Venture Capital exemption).
This exemption, found in Corporations Code § 25118, was created in 2000. It
only applies where: (1) the loan is a business loan or a loan for other nonconsumer
purposes; and, (2) both the borrower and the lender are business entities with a
preexisting personal or business relationship or where the borrower or the guarantor
may be reasonably assumed (from objective facts at the time the loan is made) to have
the capacity to protect their own interests.

(b) Shared Appreciation Mortgage (“SAMS”) Exemption
Another stated exception to usury claims is a shared appreciation loan. A shared
appreciation loan within the scope of the usury exemption is a loan made upon security
of an interest in real property which additionally obligates the borrower to pay
contingent deferred interest pursuant to the loan documentation where “contingent
deferred interest is the sum the borrower is obligated to pay as a share of (1)
appreciation and value of the security property, (2) rents and profits attributable to the
subject property, (or) (3) both.” 36 In addition, the exemption requires that the deed of
trust acting as security for the loan indicate that it secures a shared appreciation loan.
A loan that is not otherwise exempt from California’s usury law will not become
exempt simply because it may have a shared appreciation feature unless the loan has
the specific statutory requirements of a SAM provided in Civil Code §§ 1917 et seq. 37 .
Thus, where the contractual provisions of the loan documents provide that the
lender will receive a significant amount of additional interest in a wide variety of
circumstances regardless of the completion of, success of the project or appreciation,
the SAM usury exemption may not be met. 38
33

Fin. Code § 22002 formerly 24000.2.
Calif. Const. Art. 1 § 1(2).
35
Civ. Code § 1916.2.
36
Civil Code § 1917.
37
WRI Opportunity Loans II LLC v. Cooper (2007)154 Cal. App. 4th 525.
38
Id.
34
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(4)

Case Law Usury Exemptions
(a) Joint Venturer or Partnership Exemption.

Junkin v. Golden West Foreclosure Service Inc. (2010) 2010 WL 17036 (Cal.
App. 1 Dist.)
One of the case law exceptions is the joint venture exception. “Where the
relationship between the parties is a bona fide joint venture or partnership, the advance
by the partners or joint venturers is an investment and not a loan, and the profit or return
earned by the investor is not subject to the statutory maximum limitations of the Usury
Law.” 39 This exemption was explained in Junkin v. Golden West Foreclosure Service
Inc. (2010) 2010 WL 17036 (Cal. App. 1 Dist.) where the trial court held that the plaintiff
was not entitled to maintain an action against a fellow investor and acknowledged
business partner for wrongful foreclosure and usurious interest because the parties
were joint venturers, thus the transaction was exempt from the usury laws.
Plaintiff Donald Junkin III (“Junkin”) was an experienced real estate investor who
considered himself to be a “real estate expert.” He purchased property with his longtime friend and money lender, Bennett. Junkin and Bennett purchased the property for
$1.975 million. $1.185 million of that amount came from an institutional lender. Junkin
and Bennett were both jointly obligated on that loan. The remainder of the purchase
price was provided by Bennett who contributed $856,000. In exchange for Bennett's
contribution, Junkin prepared and signed a $960,000 promissory note secured by a
deed of trust in favor of Bennett. The note carried an interest rate of 12 percent and
required monthly payments of $9,600. The difference between the note amount and the
amount Bennett contributed to the purchase price represented “points” on the loan.
Junkin and Bennett were both placed on title to the property and both considered
themselves to be partners in the venture. Under the terms of their agreement, Junkin
owned a 90 percent interest and Bennett owned 10 percent. Junkin agreed to make all
payments on the first note and Bennett's second note, and to pay all property taxes and
insurance.
Junkin didn’t make the payments on the loan or the property taxes. To protect
his interest, Bennett paid both. Eventually, Bennett “got tired” of making all the
payments and he quitclaimed his interest in the property to Junkin. Bennett then
foreclosed on his loan because Junkin had not made payments on that loan since
December of 2006. Junkin sued to stop the foreclosure, but after his preliminary
injunction was denied, the foreclosure went forward and Bennett bought the property for
$700,000. Junkin then amended his complaint to allege damages and wrongful
foreclosure. At trial, Junkin argued that the interest on the note was usurious. The
court ruled that the parties were joint venturers in the purchase of the property and there
39

Junkin v. Golden West Foreclosure Service Inc. (2010) 2010 WL 17036 (Cal. App. 1 Dist.)
citing 8 Miller & Starr, Cal. Real Estate, supra, § 21:11, p. 48, [fn. omitted.]”
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was no usury under the joint venture exception to the usury laws. The appellate court
agreed with the trial court, stating:
“There is no precise formula for determining whether a particular
transaction is a bona fide joint venture. However, several factors have
been identified as relevant when deciding that question. One is whether
there is an absolute obligation of repayment. (8 Miller & Starr, Cal. Real
Estate, supra, § 21:11, pp. 50-51 & cases cited therein.) Another is
whether the investor may suffer a risk of loss. (Id. at pp. 52-53 & cases
cited therein.) Another factor courts consider is whether the investor has
any right to participate in management. (Id. at p. 53 & cases cited therein.)
The identity of the seller is also a factor. ’If the venture between the parties
involves the acquisition of property from a third party, the courts tend to
conclude that the arrangement between the parties was a risk capital
venture and not a loan.’ (Id. at p. 54 & cases cited therein.)”
In weighing the factors, the appellate court looked at the entire transaction
between the parties, not just the loan made by Bennett and agreed that this was a joint
venture so that the usury rules did not apply. Of particular importance to the court
was Junkin’s experience in real estate and the testimony of both parties that they
considered themselves to be partners.
Comment: This case law joint venturer-partnership exemption is different from
the venture capital exemption found in Corporations Code § 25118 since the venture
capital exemption requires that both parties be “entities” whereas the case law joint
venture-partnership exemption can apply to individuals.
(b) Deferred Payment of Purchase: Time-Price Doctrine (e.g.
Seller take back notes).
Purchase money notes taken back by a Seller are not subject to the usury law
(they are merely an adjustment of the purchase price). 40 “This doctrine applies when
property is sold on credit as an advance over the cash price. In these circumstances,
the seller finances the purchase of property by extending payments over time and
charging a higher price for carrying the financing. This type of transaction, often called
a bona fide credit sale, is not subject to the usury law because it does not involve a loan
or forbearance. 41
(c) The Big Boy Defense and other Exceptions based Upon
the Borrower’s Acts.

40

Verbeck v. Clymen (1927) 202 Cal. 557 and see, Boerner v. Colwell (1978) 21 Cal.3d 37,
regarding prearranged third party sales & standards.
41
Southwest Concrete Products v. Gosh Construction Co. (1990) 51 Cal.3d 701 citing Boerner
v. Colwell Co. (1978) 21 Cal.3d 37 at p. 45, Verbeck v. Clymer (1927) 202 Cal. 557, 563,; O'Connor v.
Televideo System, Inc.(1990) 218 Cal.App.3d 709 at p. 714.
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In Buck v. Dahlgren (1972) 23 Cal.App.3d 779 where the borrower was an
experienced developer who suggested the terms of the loan and subsequent
modifications and extensions (including terms for extensions and penalties); the lender
was an inexperienced recent immigrant not fluent in English; the borrower made
knowingly false statements to induce the lender's agreement to such extensions and
modifications and where the lender relied upon the borrower’s false statements resulting
in the foreclosure of the security which was undersecured, the court of appeal found
that the extension consideration was usurious but that the lender was estopped from
claiming usury. Part of the Court's rationale was that the secured property was actually
worth far less than the amount of the debt bid by the lender at the trustee's sale and that
at the time of the last extension of the loan, the borrower knew this fact and had no
intention of repaying the loan. 42
Another exception to the usury laws is the rule that a debtor by voluntary
cannot render an otherwise valid transaction usurious. "[A] debtor cannot bring
creditor to the penalties of the Usury Law by his voluntary default in respect to
obligation involved where no violation of law is present at the inception of
contract." 43 Where the excessive interest is caused by a contingency under
debtor's control, the transaction will not be deemed usurious. 44

act
his
the
the
the

Comment: Where a sophisticated borrower attempts to lull an unsophisticated
borrower into a usurious transaction, the courts will often attempt to find a way to avoid
finding usury. Particularly where the sophisticated party is acting on behalf of the
lender, the lender may also be able to assert breach of fiduciary duty against the broker
borrower.
(5)

Extension and Forbearance fees.
(a) Non-Exempt Lenders.

For the purpose of the usury law, charges for postponements of trustee's sales;
extension of the loan or as forbearance fees may be usurious where the loan or
forbearance is not negotiated by an exempt lender. "A forbearance is an agreement not
to insist upon payment at the date of maturity of a debt, or the giving of further time to
pay." 45 In Buck v. Dahlgren (1972) 23 Cal.App.3d 779, 785 the court of appeal
suggests that the forbearance fee (for a non-exempt lender), if not applied to principal
and/or accrued interest, must be annualized and combined with other interest charges
to see if it is usurious. 46 However, the case implies that costs actually incurred by the
42

43

Id.

Southwest Concrete Products v. Gosh Construction Co. (1990) 51 Cal.3d 701 citing Sharp v.
Mortgage Security Corp. (1932) 215 Cal. 287, 291.
44
Id., citing Penziner v. West American Finance Co. (1933); Abbot v. Stevens (1955) 133
Cal.App.2d 242, 247.
45
Buck v. Dahlgren (1972) 23 Cal.App.3d 779, 785 and cases cited therein
46
Id., at 786.
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beneficiary and passed on to the borrower in extending the trustee's sale, will not be
considered as interest for determining whether the interest is usurious. 47
(b) Exempt Lenders.
Where a broker for compensation or the expectation of compensation “arranges
a forbearance, extension, or refinancing of any loan in connection with that sale,
purchase, lease, exchange of, or an improvement to, real property or a business” the
transaction and fees are exempt. Similarly where a broker “arranges or negotiates for
another a forbearance, extension, or refinancing of any loan secured by real property in
connection with a past transaction in which the broker had acted for
compensation or in expectation of compensation for selling, buying, leasing,
exchanging, or negotiating the sale, purchase, lease, or exchange of real property or a
business.” 48
J.

Bidding at a Trustee's Sale.

In Wheeler v. Superior Mortgage Co. (1961) 196 Cal.App.2d 822, the court of
appeal held that where usurious interest (i.e., including forbearance fees) are full credit
bid at a trustee's sale by a beneficiary, it will generally be considered as if the debt was
satisfied in full by the payment of usurious interest. 49 The portion of the usurious interest
bid will be treated as usurious interest paid subject to treble damages even though the
debtor may have never actually made a payment of interest.
The rationale for the Wheeler Rule is that the beneficiary by bidding the full
amount of his debt, including usurious charges, has prevented (chilled) the bidding of
other cash bidders. Therefore, the beneficiary has used the usurious charges to acquire
the secured property. 50 The Wheeler Rule applies only where the value of the property
is worth more than the debt bid. The Court in Buck refused to apply the rule where the
secured property was worth less than the debt owed and bid, holding that the usurious
interest was not, therefore, in fact paid.
K. Assertion of Usury by Junior Lienholder.
A junior lienholder generally does not have standing to assert usury when
reinstating or redeeming a senior loan. 51 Whether the junior lienholder can add the
usurious interest to his reinstatement or redemption demand has not been resolved by
the courts but it may turn upon whether the party reinstating or redeeming is the original
borrower as opposed to another junior lienholder who lacks standing to challenge the
usurious interest on the senior lien.
47

Id.
Civil Code § 1916.1.
49
Wheeler v. Superior Mortgage Co. (1961) 196 Cal.App.2d 822, 832..
50
Buck v. Dahlgren (1972) 23 Cal.App.3d 779, 786, and cases cited therein.
51
Roes v. Wong (1999) 69 Cal.App.45h 375.
48
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L. Advanced Payment of Interest.
No lawful interest may be collected in advance where the lender has assessed
the maximum permitted under the usury law. 52 If interest is subtracted in advance, the
test for usury is to view the entire amount of principal plus "advanced interest" as the
amount of the loan. 53
M. Conflicts with Other Laws and Retroactivity.
Article XV of the California Constitution states: -- "The provisions of this section
shall supersede all provisions of this Constitution and laws enacted thereafter in conflict
therewith.” Therefor, conflicting laws are invalid and nonconflicting laws remain valid.
Generally, usury laws are applied retroactively to any case that has not resulted
in a final judgment when the new usury law becomes effective. 54
N. Hidden Usurious Transactions.
Where the parties initially discussed or negotiated a loan transaction, and
thereafter structured it as a non-loan transaction to avoid it being characterized as
usurious, the courts are prone to find that the structure is form over substance,
concluding that the transactions is a loan and, therefore, violates the usury law. 55
O. Elements of a Usury Claim.
The essential elements of a claim for usury are (1) that the transaction must be a
loan or forbearance; (2) usurious interest to be paid must exceed the statutory
maximum; (3) the loan and interest must be absolutely repayable by the borrower; and
(4) the lender must have a willful intent to enter into a usurious transaction. 56
P. Penalties for Violating Usury Law
There can be serious penalties for unlawful usurious loans. Usually, all of the
usurious interest is disallowed. Attorneys’ fees can also be awarded the borrower. The
law in California provides that three times the interest paid within the last year can be
recovered as a punishment for violating the usury laws.
(1)

52

Recovery of Principal Only.

Buck v. Dahlgren (1972) 23 Cal.App.3d 779, 784-785.
Id., and cases cited therein.
54
Wolf v. Pacific Southwest etc. Corp. (1937) 10 Cal. 2d 183; Orden vs. Crawshaw Mtg. & Inv.
Co. (1980) 109 Cal. App. 3d 144.
55
Miller & Starr, § 28:3, p. 5.16, fn. 11 and cases cited therein.
56
WRI Opportunity Loans II LLC v. Cooper (2007)154 Cal. App. 4th 525 citing Ghirado v.
Antoniolli (1994) 8 Cal.4th 791, 800-801.
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Historically where a loan is found to be usurious, the lender may recover principal
but no interest. 57 The lender may foreclose on principal of note pursuant to deed of
trust. 58 Recent cases, however, have backed away from this position holding that, even
though the usurious interest provision in the note may be void, post maturity interest
may be recovered at the statutory rate (i.e., 10%) under Civil Code § 3289 (i.e., setting
post breach interest where none in stated in the note.) 59 This case should be viewed
carefully as Civil Code § 3289 has been modified to exclude notes secured by deeds of
trust.
(2)

Restitution of interest.

The borrower with a successful usury claim may recover all interest paid within
two years prior to the filing of the action and perhaps more by offset. 60
(3)

Treble Damages.

The borrower with a successful usury claim may collect treble damages (i.e.,
three times the interest paid within one year preceding the filing of the action) in the
discretion of the trial court. 61
(4)

Usury can be criminally prosecuted as a felony. 62

(5)

Interest on Judgments.

Interest on judgments is charged at 10%. 63
(6)

Interest on Contracts after Breach.

Civil Code § 3289 provides that any rate stipulated in the contract remains in
effect after breach. If, for a contract entered after 1-1-86, it does not stipulate a legal
rate of interest, then the obligation shall bear interest at 10%. This statute does not
apply to notes secured by deeds of trust. 64
(7)

Pre-Judgment Interest.

Prejudgment interest is required on sums certain under Civil Code § 3287(a) (i.e.,
on liquidated claims). The court has discretion to award prejudgment where the

57

Forte vs. Nolfi (1972) 25 Cal.App.3d 656.
Babcock v. Olhasso (1930) 109 Cal. App. 534; Baker vs. Butcher (1930) 106 Cal. App. 358.
59
Cite
60
Code of Civil Procedure § 339.
61
Uncodified Law § 1919(3).
62
Civil Code §1916-3.
63
Code of Civ. Proc. § 685.010.
64
See Cal. Commercial Code § 3112 which addresses interest on negotiable instruments.
Page 18
58

damages are unliquidated. 65 Prejudgment interest must be requested in the action,
before the time for appeal and the issue is decided by the trial judge, not the jury. 66
Except Where the Obligation is Deemed Cured under the Borrower’s Bankruptcy
Plan, Default Interest Under the Note Will Be Presumed to be Legal Subject to
Applicable State Law.
3.

Prepayment Penalties.

Prepayment penalties allow the lender to charge the borrower a penalty for the
privilege of paying off the obligation before it is due. Regulation of prepayment
penalties will often depend upon the type of licensing pursuant to which the broker
and/or lender makes the loan. Thus, it will become critical to determine whether the
originator was a California licensed real estate broker, personal property broker,
Consumer Finance Lender, Residential Mortgage Lender, bank or individual.
A. Loans Made Or Arranged By Real Estate Brokers And Secured By
Single Family, Owner-Occupied Real Property (Bus. & Prof. Code §
10242.6).
On loans made or arranged by real estate brokers and secured by real property
containing only a single-family, owner-occupied dwelling, the borrower may pay off
20 percent of the "unpaid principal" balance in a 12-month period without penalty and
the entire remaining balance, without penalty, after seven years of the loan’s inception.
If the debtor wishes to prepay more than the amount allowed under the foregoing
provisions of the Business and Professions Code, the lender may charge a prepayment
penalty not to exceed an amount equal to six months' advance interest. "Single-family,
owner-occupied" means a dwelling which will be owned and occupied by a signatory to
the deed of trust within 90 days from executing the deed of trust. 67 The prepayment
penalty limitations apply to ALL loans made or arranged by real estate brokers, and
secured by a dwelling, regardless of whether the loan qualifies as an Article 7 loan.
Prepayment penalties may not be applied to loans prepaid because the real property
was damaged by a natural disaster for which the Governor declared a state of
emergency and the dwelling could not be occupied. 68
B. Nonbroker Loans (Civ. Code § 2954.9).
In non-mortgage brokered loans on 1 to 4 residential unit property, the debtor
may pay off 20 percent of the "original principal" amount each year without penalty, and
the total outstanding loan balance after five years of the loan’s inception. On the portion

65

Civ. Code § 3287(b).
North Oakland Medical Clinic v. Rogers (1998) 64 Cal.App.4th 680.
67
Bus. & Prof. Code § 10242.6.
68
See, Bus. & Prof. Code §§ 10240.1, 10242.6 and 10245.
66
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of the principal prepaid in excess of the 20 percent, a six-month advance interest
charge may be assessed.
Where the property involved was originally a 5-unit apartment at the time the loan
was made but was later converted into a single-family residence, it is not subject to the
limitations in Civil Code § 2954.9, and may be subject to a lock-in or prepayment
penalty clause. 69
C. Non-owner Occupied Residential Property.
If the loan was made or arranged by a real estate broker and is residential
property, the prepayment limitations apply, whether or not the owner is going to occupy
the property.
D. Nonresidential Property.
Prepayment penalties on loans secured by nonresidential property are covered
by the law of liquidated damages. Generally, where it would be “impracticable or
extremely difficult to fix the actual damage” at the time the contract is entered, the
parties to a contract may agree upon an amount which shall be presumed to be the
amount of the damage sustained by a breach of the contract. 70 However, generally,
punitive damages or a penalty for breach of contract are void. 71
Generally what is unreasonable liquidated damages will turn upon the facts of a
particular case. For example, when an installment sale (I.R.C. § 453) was involved, the
court held that a 50 percent prepayment penalty was not excessive under the law of
liquidated damages. 72
However, in Williams, the taxpayer was in a 70 percent tax
bracket, therefore rendering the prepayment penalty reasonable under the
circumstances that existed at the time the note containing the prepayment penalty (i.e.,
liquidated damage) was made.
E. Where Prepayment Penalty Only Applies Upon Default.
While prepayment penalties are often legal, they may be an unenforceable
contractual penalty if they only apply where the borrower is in default. 73
F. Upon accelerated maturity.
In some cases where a beneficiary has accelerated the loan because of default,
the beneficiary may be prevented from collecting a prepayment penalty in that the
beneficiary has chosen to accelerate the term of the note. Since the maturity date has
69

Scalese v. Wong (2000) 84 Cal.App.4th 863.
Civ. Code § 1671.
71
Id. and see, Civ. Code § 3294(a).
72
Williams v. Fassler (1980) 110 Cal.App.3d 7.
73
Ridgley V. Topa Thrift and Loan Association (1998) 17 Cal.4th 970.
70
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been accelerated at the option of the lender, the defaulting trustor is, in fact, paying at
maturity (i.e., not prepaying). This interpretation only applies however where the
prepayment penalty in the note fails to provide that the prepayment penalty is due upon
involuntary as well as voluntary prepayments. 74
Comment: Most notes in the past 20 years contain clauses that allow
prepayment penalties regardless of whether the acceleration is voluntary or involuntary.
G. Prepayment Penalties on Loans Covered by the California High
Cost Mortgage Law (“Covered Loan Law” -- Financial Code §§ 4970
et seq.)
Under California’s Covered Loan Law the following rules apply as to
prepayments penalties on a covered loan:
•

Shall not include a prepayment fee or penalty after the first 36 months
after the date of con-summation of the loan.

•

May include a prepayment fee or penalty up to the first 36 months after
the date of consummation of the loan if:
o The originator has also offered the consumer a choice of another
product without a prepayment fee or penalty.
o The originator has disclosed in writing to the consumer at least
three business days prior to loan consummation the terms of the
prepayment fee or penalty to the consumer for accepting a covered
loan with the prepayment penalty and the rates, points, and fees
that would be available to the consumer for accepting a covered
loan without a prepayment penalty.
o The originator has limited the amount of the prepayment fee or
penalty to an amount not to exceed the payment of six months'
advance interest, at the contract rate of interest then in effect, on
the amount prepaid in any 12-month period in excess of 20 percent
of the original principal amount.
o Cannot impose the prepayment fee or penalty if the covered loan is
accelerated as a result of default.
o The originator will not finance a prepayment penalty through a new
loan that is originated by the same person.
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Pacific Trust Co. TTEE v. Fidelity Fed. Sav. & Loan Assn. (1986) 184 Cal.App.3d 817; and
compare Tan v. Cal. Fed. Savings & Loan Assn. (1983) 140 Cal. App. 3d 800; Furesz v. Garcia (1981)
120 Cal.App.3d 793; Golden Forest Properties v. Columbia Sav. & Loan (1988) 202 Cal.App.3d 196;
Biancalana v. Fleming (1996) 45 Cal. App. 4th 698, 702-703.
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H. Prepayment Penalties on Loans Covered by the Federal High Cost
Mortgage Law HOEPA, Section 32.
New Reg. Z § 226.32(d)(7) (becomes effective on 10-1-09)provides:
“(7) Prepayment penalty exception. A mortgage transaction subject to
[section 32] may provide for a prepayment penalty (including a refund
calculated according to the rule of 78s) otherwise permitted by law if,
under the terms of the loan:
(i) The penalty will not apply after the two-year period following
consummation; [reduced from 5 years]
(ii) The penalty will not apply if the source of the prepayment funds is
a refinancing by the creditor or an affiliate of the creditor; [merely
reworded]
(iii) At consummation, the consumer's total monthly debt payments75
(including amounts owed under the mortgage) do not exceed 50 percent
of the consumer's monthly gross income, as verified in accordance with §
226.34(a)(4)(ii); and
(iv) The amount of the periodic payment of principal or interest or both
may not change during the four-year period following consummation.”
I.

Official Staff Commentary on New § 32(d)(7) Prepayment Penalties
on TILA Loans Section 35 loans.

Same as for Section 32 above. 76
J.

AB 260 (Lieu) provides for a limitation on Prepayment Penalties for
Higher Cost Mortgages. (Financial Code § 4995.1).

The maximum amount of a prepayment penalty that may be imposed by a
licensed person in connection with a higher-priced mortgage loan (defined the same as
in Section 35) shall not exceed 2 percent of the principal balance prepaid, for
prepayment of the loan during the first 12 months following loan consummation; or 1
percent of the principal balance prepaid, for prepayment of the loan during the second
12 months following loan consummation.

75

“Monthly debt” clarified by adding word “payments” and added the reference to section
34(a)(4)(ii) was provided in place of “by the consumer's signed financial statement, a credit report, and
payment records for employment income.“
76
Regulation Z, § 226.35(b)(2).
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K. Residential Exclusion Upon Acceleration Based Upon “Due-OnSale” Clause. (Civ. Code § 2954.10)
As of January 1, 1984, Civil Code § 2954.10 where the lender’s security is a 1 - 4
unit residential real property the lender “may not claim, exact, or collect any charge, fee
or penalty for any prepayment resulting from an acceleration" based upon a due-on-sale
clause. . ..” However, for any loan executed after January 1, 1984, on real property
other a 1 - 4 units residential real property, the borrower may waive his/her right to
repay without penalty or agree to the payment of a penalty upon acceleration; but the
waiver or agreement shall be separately signed or initialed by the borrower and its
enforcement "shall be supported by evidence of a course of conduct by the [lender] of
individual weight to the consideration in that transaction for the waiver or agreement”. 77
Similarly, under federal law, upon the lender’s exercise of a due-on-sale clause,
the lender may not impose a prepayment penalty or equivalent fee. 78 In addition,
federal law limits the lender’s right to charge a prepayment penalty where lender fails to
act in a timely fashion upon an assuming party’s application to assume where the loan
is assumable by its terms. (See, discussion on due on sale clauses below). 79 In most
cases, the federal law will preempt inconsistent state law.
L. Can Prepayment Penalties Be Demanded As Part Of The Bid At The
Foreclosure Sale?
Where the lender's note and deed of trust contained an otherwise lawful
prepayment penalty of the type which provided for a prepayment penalty whether the
prepayment was voluntary or involuntary, can a lender insist on payment of an
otherwise proper prepayment penalty as part of its trustee's sale price (i.e., credit bid)?
In Golden Forest Properties v. Columbia Sav. & Loan (1988) 202 Cal.App.3d 193, the
court held that the lender could credit bid the amount attributable to an otherwise proper
prepayment penalty. The purchaser at the trustee's sale was the holder of a junior deed
of trust and the court noted that, instead of exercising its right as a junior lienholder to
redeem, the successful purchaser chose to purchase the property at the senior lender's
trustee's sale.
M. Can the prepayment penalty be collected upon redemption (i.e.,
payoff during foreclosure)?
If the note contains the proper type of prepayment penalty, it may be demanded
and collected by the lender upon redemption by a junior lienholder (and presumably by
the trustor). 80

77

Id.
12 CFR § 591.5(b)(2).
79
12 CFR § 591.5(b)(3).
80
Pacific Trust Co. TTEE v. Fidelity Fed. Sav. & Loan Assn. (1986) 184 Cal.App.3d 817.
78
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N. Rule of 78's as a prepayment penalty.
In Draper v. American Funding Limited (1991) 234 Cal.App.3d 345, the trial court
entered a declaratory judgment in favor of plaintiff, concluding that the use of the “Rule
of 78’s” violated the limitations of prepayment penalties on deeds of trust securing 1 to 4
unit residential properties under California Civil Code § 2954.9. American Funding
appealed. Interest may be computed in two ways for prepayment penalties – the
actuarial method which measures the true interest yield by attributing to each payment
period an amount of interest equal to the outstanding balance multiplied by the interest
rate per payment period, and the Rule of 78’s or the “sum-of-the-digits” method which
attributes an amount of interest to each payment period which is equal to the total
amount of interest multiplied by a fraction, which fraction is equal to the number of
payments left to be made on the loan divided by the sum of the total number of
prepayment periods. The “78” results from the number of units of debt, which for a oneyear loan is twelve monthly payments, resulting in 78 units monthly units 81 . The issue
on appeal in the Draper case was: "Does the use of the Rule of 78s, as a method of
computation of interest on a loan secured partially by the borrower's residential
property, violate California's general limitation on prepayment penalties set forth in the
Civil Code section?"
As the loan was allegedly made under defendant's personal property broker's
license, the court of appeal analyzed the personal property broker (herein "PPB")
sections found in the Financial Code §§ 22000, et seq. 82 Initially, the court noted that,
under the PPB statutes, it does not matter how much of the security is real property
versus personal property; it is still regulated by the PPB statutes. The court of appeal
found that, in 1981 when the loan was made, the PPB statutes did not prohibit the use
of the Rule of 78’s nor mandate the use of the actuarial method of interest calculation.
The court of appeal noted that subsequent changes to the PPB statute required the use
of the actuarial method in noncommercial PPB loans and that this, in essence, shows
that the legislature believed that the use of the Rule of 78’s prior to these amendments
was lawful.
It seems the court of appeal's analysis begs the question. That is, if the PPB
statutes at the time did not address the issue of whether or not the Rule of 78’s could be
applied where a loan is partially secured by a residential property, should not the more
specific prepayment penalty dealing with personal residences apply? The court of
appeal noted that subsequent amendments to the PPB statutes (which would not apply
to a loan made in 1981) would prohibit the use of the Rule of 78’s today.
Comment: The Rule of 78’s is rarely, if ever, used in real property loans today.
81

For example: January (1+11=12), February (1+10=11), March (1+9=10), April (1+8=9), May
(1+7=8), June (1+6=7), July (1+5=6), August (1+4=5), September (1+3=4), October (1+2=3), November
(1+1=2), December (1+0=1) or 12+11+10+9+8+7+6+5+4+3+2+1=78.
82
Regulation of PPB’s are now covered by the California Finance Lenders Law found in Financial
Code §§ 22000 et seq.
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O. Consumer Finance Lenders (CFL).
Financial Code § 22337(c) provides that California Finance Lenders (CFLs) must
“[p]ermit payment to be made in advance in any amount on any contract of loan at any
time. The licensee may apply the payment first to any agreed prepayment penalty, then
to all charges due, including charges at the agreed rate or rates up to the date of
payment, not to exceed the applicable maximum rate permitted by this article.”
Similarly, Financial Code § 22402, dealing with rebate of precomputed finance charges,
notes that “[t]his section does not apply to charges paid by the borrower to the lender or
others, such as charges computed as a percentage of the loan, that are fully earned
upon making the loan, or to charges agreed to be paid by the borrower upon
prepayment of a loan secured by a lien upon real property.” Neither of these Financial
Code sections specifically preempts Civil Code § 2954.9 limitations on the amount of a
prepayment penalty (i.e., 20 percent of the original principal balance may be paid each
12-month period without penalty, then six months’ prepaid interest may be charged on
the balance of the principal) either as to the amount or as to the duration (5 years).
P. Residential Mortgage Lenders (RMLs).
Residential Mortgage Lenders are not subject to the license provisions of the real
estate law dealing with real property sales contracts and secured notes, as well as
regulations regarding mortgage loan brokers and borrowers in foreclosure. However,
RMLs are subject to other provisions of the real estate law dealing with mortgage
brokers, unless the loan amount exceeds those set out in the small loans regulations.
Therefore, the provisions dealing with Business and Professions Code Article 7 loans
apply to RMLs, unless the loan is secured, directly or collaterally, by a first deed of trust
the principal of which is $30,000 or more or a lien junior to a first deed of trust the
principal of which is $20,000 or more, as specified in Business and Professions Code
§10245 (i.e., small loans). Thus, unless the loan is excepted as a small loan, the
prepayment limitations of Article 7 apply to RMLs. These limitations under section
10242.6 are that, as to property containing only single-family owner-occupied dwellings,
only prepayments made within seven years of execution of the deed of trust may be
subject to a prepayment charge. The prepayment must not exceed 20 percent of the
unpaid balance in any 12-month period. If the prepayment does exceed that amount,
the charge shall not exceed six months’ advance interest on the amount prepaid over
the 20 percent limitation. The exception to the foregoing prepayment is if the dwelling
has been damaged “to such an extent by a natural disaster for which a state of
emergency is declared by the Governor” that the dwelling “cannot be occupied and the
prepayment is causally related thereto” (Bus. & Prof. Code § 10242.6(b)). An owneroccupied dwelling is one which will be owned and occupied by the trustor of the deed of
trust within 90 days of execution of the deed of trust (Bus. & Prof. Code § 10242.6(c)).
Q. Prepayment penalty, Federal Regulations.
Current Federal Home Loan Bank Board Regulations leave the issue of
prepayment penalties to be determined under state law. This, however, has not always
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been true and each note may have to be researched by the parties’ attorney to
determine if an applicable federal regulation existed when the note was made.
4.

Balloon Payments.

Balloon payments (generally a payment which is twice the smallest regularly
scheduled installment), like many note provisions, applicable substantive limitations will
depend upon the character of the originating lender. For example, if the loan was
originated by a licensed real estate broker (i.e., a mortgage broker), and the loan was a
small loan subject to the provisions of Article 7 of the Business & Professions Code, a
balloon payment would be prohibited. 83
If the lender is a California Finance Lender
("CFL"), Residential Mortgage Lender ("RML") or other lender subject to specific state or
federal statutes and regulation, those specific statutes must be consulted in each
instance to determine if any substantive limitations apply. 84
As with other note provisions, the limitations, if any on balloon payments, is often
determined by the character of the secured property. That is, distinctions are made
between vacant land, commercial and/or industrial property and 1-4 unit residential
property. Sometimes whether an owner occupied residential property is involved will
trigger a rule or limitation.
A. Special Limitation Certain Covered Loans
Covered loans under HOEPA § 32 and under Regulation Z § 35 and under
California Financial Code §§ 4970 have special limitations on balloon payments as well
as on prepayment penalties. (Discussed infra).
B. Balloon Payments under TILA (HOEPA) § 32 Covered Loans (If
Term is Less than 7 Years, Presumption of Ability to Pay is Lost).
Under Regulations Z, § 32 loans with a term of less than 5-years may not contain
a balloon payment (i.e., payments must be fully amortized). The “regular periodic
payment” (i.e., amortized payment) cannot be more than twice the amount of any other
payment. 85
Regulation Z § 226.34 sets out prohibited practices that apply to Section 32
loans. Section 32 lenders are presumed to have complied with the ability to pay
requirements if the lender followings three designated underwriting criteria. 86 However,
the ability to repay presumption will be lost if the loan term is less than 7 years.
Therefore, in most cases, Section 32 (and Section 35) lenders will not want a balloon
payment of less than 7 years.
83

Bus. & Prof. Code § 10241.1.
See, Draper v. American Funding Ltd. (2nd Dist. 1991) 234 Cal.App.3d 345.
85
FRB Comment 32(d)(1)(i)-1
86
Reg Z § 34(a)(4)(i)-(iv).
84
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C. Balloon Payments under TILA § 35 Covered Loans
Not Prohibited. However, the ability to repay presumption will be lost if the
loan term is less than 7 years. Therefore, in most cases, Section 35 (and Section 32)
lenders will not want a balloon payment of less than 7 years.
D. Balloon Payments under California’s High Cost
(“Covered Loan Law” -- Financial Code §§ 4970 et seq.)

Mortgage

Prohibited in loans with a term of 5-years or less. (Fin. Code § 4973(b)(1).)
5.

"Or More Clause".

This clause is found in promissory notes and allows the borrower to pay, without
penalty, more than the minimum payment then due.
6.

Late Charges.

In general, unless the secured note contains an express provision providing for a
late charge, the lender cannot assess a late charge for late payment. The imposition of
a late charge is a matter of contract subject to statutory or regulatory limitation.
A. Brokered Loans (Bus. & Prof. Code §§ 10242.5).
On loans (even in excess of Article 7 limitations) made or arranged by a licensed
real estate broker and secured by a dwelling, the maximum late charge is 10 percent of
the installment due or a minimum of $5.00. The debtor must be given a 10-day grace
period. 87 As of January 1, 1990, the late charge may be assessed only as a percentage
of the increment of any installment due that is attributable to principal and interest (i.e.,
not on any portion for insurance, taxes, attorney's fees, or other items which may be
included in the installment). “No charge may be imposed more than once for the same
late payment of an installment. [i.e., no pyramiding]. No late charge may be imposed on
any installment which is paid or tendered in full within 10 days after its scheduled due
date, even though an earlier maturing installment or a late charge on an earlier
installment may not have been paid in full. For purposes of this subdivision, a payment
or tender of payment made within 10 days of a scheduled installment due date shall be
deemed to have been made or tendered for payment of that installment.”
B. Late Charges on Balloon Payments in Brokered Loans (Bus. & Prof.
Code § 10242.5(c)).
While there was no clear law on whether or not a late charge could be assessed
for failure to make a timely balloon payment, in 1990, Business and Professions Code §
10242.5 was amended to provide that on loans made and/or arranged by a licensed
87

Bus. & Prof. Code §§ 10242.5 and 10245; and see, Bus. & Prof. Code §§ 10240.1 and

10240.2.
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real estate broker a late charge could be assessed on balloon payments. However, the
late charge is limited to an amount equal to "the maximum late charge that could have
been assessed with respect to the largest single monthly installment previously due,
other than the balloon payment, multiplied by the sum of one plus the number of months
occurring since the late-payment charge began to accrue. 88 This provision probably
applies to all broker made loans secured by a dwelling which is either 1-4
residential unit or single unit in a condominium or stock cooperative. 89
C. Non-Brokered Residential Loans (Civ. Code § 2954.4).
On notes secured by only a single family, owner occupied dwelling, a late charge
may be assessed not to exceed 6 percent of the installment due or $5.00, whichever is
greater after a 10-day grace period. 90 In addition, “a late charge may not be imposed
on any installment which is paid or tendered in full on or before its due date, or within 10
days thereafter, even though an earlier installment or installments, or any late charge
thereon, may not have been paid in full when due. For the purposes of determining
whether late charges may be imposed, any payment tendered by the borrower shall be
applied by the lender to the most recent installment due.” 91
D. Non-Brokered, Non-Residential Loans.
Notes not secured by single-family owner occupied dwelling (i.e., liquidated
damages limitation).
E. California Finance Lender ("CFL") Late Charges.
Late charges are probably within the definition of a charge in the CFL law. 92 The
late charge probably must be expressed only as a percentage per month of the unpaid
principal balance or portions thereof of the loan. 93
Neither the general late charge
provisions of Civil Code § 2954.4 nor the procedural requirements of Civil Code §
2954.5 apply to CFLs as these Code sections expressly exclude CFLs from the
coverage of these sections. These exclusions, however, provide an interesting paradox
in that Financial Code § 22326 prohibits, among other things, a CFL from charging,
contracting for or receiving "any interest, discount, or other consideration greater than
the lender would be permitted by law to charge if he were not a [CFL] licensee . . .."
Non-CFL licensees are subject to the late charge restrictions found in Civil Code
§§ 2954.4 or Business and Professions Code § 10242.5 for real estate licensees. While
Business and Professions Code § 10242.5 provides authority for a limited assessment
88

Bus. & Prof. Code § 10242.5(c).
Bus. & Prof. Code § 10240.1, 10240.2 and 10245.
90
Civ. Code § 2954.4
91
Id.
92
Fin. Code §§ 22200, et seq.
93
Fin. Code § 22307.
89
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of late charges on a balloon payment, the more conservative approach would be to
follow the provisions of Civil Code § 2954.4 (i.e., presumes no CFL or real estate
license). However, if this approach is taken, there is another potential obstacle. That is,
Civil Code § 2954.4 refers to "[a] charge which may be imposed for late payment of an
installment due on the loan secured by a . . . deed of trust . . .." Regulation 1453
(dealing with balloon payments) like a number of other statutes or regulations defines
an "installment" as "[a]ny scheduled installment that is more than twice the amount of
any other scheduled installment [and] will be considered a balloon payment for the
purposes of this section . . . and 24454." An argument can be made that, if a lender
were not a CFL, no late charge could be assessed on a balloon payment which is not
an installment. If this is too restrictive, the next level of comfort would be to follow the
mortgage loan broker rules which, in fact, provide for a limited late charge on a balloon
payment.
It should be noted that the CFL statute incorporates into its provisions the
provisions of Civil Code section 1670.5 dealing with unconscionable contract
provisions. 94 A late charge on a balloon payment may arguably fall within this Code
section. A late charge may well be one of the charges that a CFL licensee must display
prominently in each licensed place of business setting forth fully and accurately the
schedule of charges and the method of computing the charges. 95 This schedule is
subject to the approval of the Corporations Commissioner. 96
F. Federal Loans generally 15-day grace periods.
(1)

National Banks.

Under the National Bank Act a National Bank may charge late charges in
California based on “the laws of the State, Territory, or District where the bank is
located” [home state]. 97 If the National Bank’s home state is California, reference
should be made to Civil Code §§ 2954.4 and 2954.5.
G. Credit Unions.
On loans secured by real property with an original principal balance of at least
$15,000.00, a late charge of the greater of 6% of the payment due, or $10.00 may be
charged. 98

94

Fin. Code § 22302.
Fin. Code § 22325.
96
Id. and Fin. Code § 22005.
97
12 U.S.C. § 85; Smiley v. Citibank (S.D.), N.A, 517 U.S. 735 (1996).
98
Fin. Code § 15001.
95
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H. California Collection Requirements.
Probably applies to all late charges (e.g., private, federal or state institutions
except those which are expressly excluded [i.e., loans made by California Finance
Lenders).
Before the first late charge is assessed, the Borrower shall either: (1) be notified
in writing and given ten (10) days from mailing of such notice in which to cure the
delinquency, or (2) be informed, by billing or notice sent for each payment due on the
loan, of the date after which such charge will be assessed. These notices must set forth
the amount of the late charge or method of calculation.
Subsequently, late charges may be imposed by written notification that a late
charge will be imposed if payment is not received or by notifying the borrower, at least
semi annually, of the total amount of late charges imposed during the period covered by
the notice. 99
Failure of a lender to send the required notices is not a basis for stopping the
lender's foreclosure (as long as lender does not insist upon the unlawful late charge),
nor does it excuse any of the borrower's other duties. 100
I.

Late Charge and Foreclosure.

One case, at least in dicta, has held that a secured lender could not foreclose
merely because the borrower is late in his payment. 101 The court reasoned that,
particularly where the note has a late charge and a grace period, a foreclosure with all
of its costs and fees is an inappropriate penalty for the relatively minor breach of not
making timely payments. It is questionable whether the court would extend this
principal beyond the late charge grace period and/or the next scheduled payment. In
any case, a precipitous foreclosure should never be used in the place of late charge
(i.e., to punish a borrower for untimely payments before the expiration of a contractual
grace period).
7.

Bad Check Fees.

Generally in non-institutional and real estate brokered loans, except for the
general law of liquidated damages and of contracts, there is no limitation on bad check
fees. The law of contracts will require that any bad check or returned check fee be
included in the note or deed of trust to be enforceable. The law of liquidated damages
will require that even where the actual damages incurred by a bad check may be
impractical or difficult to ascertain at the time the contract is entered, the liquidated
damage (agreed bad check fee) is a reasonable estimate of the damages. Therefore,
99

Civ. Code § 2954.5 applies to loans made after January 1, 1971.
Civ. Code § 2954.5(e).
101
Baypoint Mortgage Corp. v. Crest Premium Real Estate etc. Trust (1985) 168 Cal.App.3d 818.
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the fee should not be so large as to be punitive under the facts as they existed at the
time the note was made.
On loans made by a CFL, a bad check charge of $10 per dishonored check may
be charged by a licensee for each dishonored check. 102 This fee does not count as a
fee in determining the "applicable maximum charges which may" apply to certain CFL
loans.
8.

Acceleration Clause.

An acceleration clause allows a lender to declare the entire amount of principal
and interest immediately due upon the happening of a certain event (default in payment,
failure to pay insurance, taxes and assessments, failure to maintain the property, or
sometimes upon resale of the property, etc.). Even though the lender may accelerate
the maturity date, when the loan is secured by real property the debtor has a right to
reinstate 5 business days prior to the trustee's sale (i.e., the debtor "cures" or
"reinstates" the obligation). The right to cure or reinstate does not exist for unsecured
notes or notes secured by personal property.
A. Due-on-Sale Clause.
A due-on-sale clause is a form of acceleration clause that accelerates the loan’s
maturity date upon the sale or transfer of the property. State law requires that the dueon-sale clause must be set forth in both the note and the deed of trust where the
security is a 1-4 residential dwelling. 103 State law also excludes certain transfers
from due-on-sale clause acceleration. 104 The state law limitations on the exercise of
due-on-sale clauses under Civil Code § 2924.6 are very similar to the federal limitations
discussed below. To the extent there are any conflicts between the state and federal
rules, the state rules are probably preempted by the federal rules.
Prior to the passage of the federal, Garn-St. Germain Depository Institutions Act
of 1982 (“Garn-St Germain Act”), 105 state case law severely restricted the enforcement
of due-on-sale clauses. 106 After the passage of the Garn-St. Germain Act, state laws
restricting the enforcement of due-on-sale clauses are often pre-empted. Therefore,
restrictions under state law such as Civil Code § 2924.5 which prohibits enforcement of
the due-on-sale clause unless it is included in both the note and the deed of trust on 1-4
unit residential properties, may be pre-empted by federal law (at least to the extent
federal law does not impose a similar restriction.

102

Fin. Code sec. 24458.7
Civ. Code § 2924.5.
104
Civ. Code § 2924.6.
105
12 USC § 1701j 3.
106
Wellenkamp v. Bank of America (1978) 21 Cal.3d 943; Pas v. Hill (1978) 87 Cal.App.3d 521
(Private lender situation); Dawn Investment Co. Inc. v. Superior Court (1982) 30 Cal.3d 695.
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Comment: The best practice however, is to include the due-on-sale clause in
both the note and deed of trust so that the issue of federal preemption never has to be
addressed.
Prior to the passage of the Garn-St. Germain Act, the U.S. Supreme Court held
that a federal institutional lender making a loan secured by commercial real property
may enforce its due on sale clause on the ground that federal regulations preempted
state law due-on-sale restriction. 107 Under the Garn-St. Germain Act, federal law
preempts state laws prohibiting the enforcement of due-on-sale clauses. 108 Garn-St.
Germain permits enforcement of due on sale clauses contained in noted and deeds of
trust after the date of enactment (October 14, 1982). 109
With certain exceptions under the Garn-St Germain Act and under federal
regulations, most loans that contain a “due-on-sale” clause may be accelerated upon a
transfer or sale if not consented to by the lender. 110 Under federal law “a sale or
transfer means the conveyance of real property of any right, title or interest therein,
whether legal or equitable, whether voluntary or involuntary, by outright sale, deed,
installment sale contract, land contract, contract for deed, leasehold interest with a term
greater than three years, lease-option contract or any other method of conveyance of
real property interests.” 111 This definition of “sale or transfer” covers most situations
where title is transferred, including transfers that are attempts to conceal the sale or
transfer. Based on California law that predates the Garn-St Germain Act, there is a
potential argument that the foreclosure of a junior lien that was placed on the property
and which is acquired by the junior lienholder (and not a third party purchaser) may not
be a transfer (at least where there is no enforceable due-on-encumbrance clause).
However, as yet no court has considered such an argument since the passage of the
Garn-St. Germain Act and many institutional lenders take the position that all trustee’s
sales of junior liens are a “sale or transfer”.
Under federal law, most literally all lenders (e.g., state or federally chartered
banks, savings associations and credit unions) as well as individual (private lenders) are
considered to be covered lenders. 112 As such, the Garn-St. Germain Act as interpreted
by federal regulations limit the application of state laws, including laws relating to
restraints upon alienation, from limiting the enforcement of due on sale clauses. 113
(1)

107

Exceptions and Limitations.

Fidelity Savings & Loan Assn. v. de la Cuesta (1982) 458 US 14 and 12 CFR § 545.8 3(f).
12 USC § 1701j-3(b).
109
See 12 CFR § 591.5(b)(1).
110
12 CFR § 591.
111
12 CFR § 591(b).
112
12 CFR § 591(g).
113
12 CFR § 591.5.
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There are a number of exceptions under the Garn-St. Germain Act and under the
enabling regulations. 114 These exceptions are:
•

Reverse Mortgages. 115

•

With respect to any loan on the security of a home occupied or to be
occupied by the borrower a lender shall not exercise its option pursuant
to a due-on-sale clause upon: 116
o Junior or Subordinate Liens. Creation of Junior or Subordinate liens
that do not relate to a transfer of rights of occupancy in the property:
Provided, that such lien or encumbrance is not created pursuant to a
contract for deed;
o The creation of a purchase-money security interest for household
appliances;
o Will or by Intestate Succession, Transfers by devise, descent [i.e.,
by or operation of law on the death of a joint tenant or tenant by the
entirety;
o Certain Leases. The granting of a leasehold interest which has a term
of three years or less and which does not contain an option to
purchase (that is, either a lease of more than three years or a lease
with an option to purchase will allow the exercise of a due-on-sale
clause);
o Transfers to Family Members. A transfer, in which the transferee is a
person who occupies or will occupy the property, which is: (A) A
transfer to a relative resulting from the death of the borrower; (B) A
transfer where the spouse or child(ren) becomes an owner of the
property; or (C) A transfer resulting from a decree of dissolution of
marriage, legal separation agreement, or from an incidental property
settlement agreement by which the spouse becomes an owner of the
property; or
o Certain Living Trusts. A transfer into an inter vivos trust in which the
borrower is and remains the beneficiary and occupant of the property,
unless, as a condition precedent to such transfer, the borrower
refuses to provide the lender with reasonable means acceptable to the

114
115
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lender by which the lender will be assured of timely notice of any
subsequent transfer of the beneficial interest or change in occupancy.
(2)

No Prepayment Penalty.

Upon exercise of a due-on-sale clause, the lender shall not impose a prepayment
penalty or equivalent fee when the lender or party acting on behalf of the lender. 117
(3)

Written Notice
Required.

of

Exercise

of

Due-on-Sale

Clause

To exercise the due-on-sale clause the lender must: (i) Declare by written notice
that the loan is due pursuant to a due-on-sale clause or (ii) Commence a judicial or
nonjudicial foreclosure proceeding to enforce a due-on-sale clause or to seek payment
in full as a result of invoking such clause. 118
(4)

No Prepayment Penalty Where Lender Fails to Act upon
an Application to Assume where the Loan is Assumable
by its Terms.

A lender shall not impose a prepayment penalty or equivalent fee when the
lender or party acting on behalf of the lender fails to approve within 30 days the
completed credit application of a qualified transferee of the security property to assume
the loan in accordance with the terms of the loan, and thereafter the borrower transfers
the security property to such transferee and prepays the loan in full within 120 days
after receipt by the lender of the completed credit application. A qualified transferee is a
person who qualifies for the loan under the lender's applicable underwriting standards
and who occupies or will occupy the security property. 119
(5)

Assumption
Borrower.

Agreements

and

Release

of

Exiting

A lender waives its option to exercise a due-on-sale clause as to a specific
transfer if, before the transfer, the lender and the existing borrower's prospective
successor in interest agree in writing that the successor in interest will be obligated
under the terms of the loan and that interest on sums secured by the lender's security
interest will be payable at a rate the lender shall request. Upon such agreement and
resultant waiver, a lender shall release the existing borrower from all obligations under
the loan instruments, and the lender is deemed to have made a new loan to the existing
borrower's successor in interest. Generally, this rule applies to waivers and releases on
loans secured by homes occupied by borrowers made by a Federal savings association
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after July 31, 1976, and to all loans secured by homes occupied by borrowers made by
other lenders after the effective date of the applicable regulation. 120
(6)

Application of an Exception does not Prejudice Lender’s
Future Exercise of its Due-on-Sale Clause.

Nothing shall be construed to restrict a lender's right to enforce a due-on-sale
clause upon the subsequent occurrence of any event which disqualifies a transfer for a
previously-applicable exception under that regulation.
(7)

Waiver or Estoppel of “Due-on” clause.

Nothing in the Garn St. Germain Act appears to directly affect State law relating
to waiver and estoppel. In a factual situation involving an attempt to restrain a federal
savings and loan from enforcing its due on sale clause, the Court of Appeal in Rubin v.
Los Angeles Federal Savings & Loan Association (1984) 159 Cal.App.3d 292 stated:
“Although waiver is frequently said to be the intentional relinquishment
of a known right, wavier may also result from conduct ‘which, according to
its natural import, is so inconsistent with the intent to enforce the right in
question as to induce a reasonable belief that such right has been
relinquished.’ [Citation]” 121
The court of appeal in the Rubin case made it clear that if a lender has an option
to accelerate, and through its acts or conduct knowingly gives up that right (i.e., by
collecting payments after it has become aware of a transfer to a non-assuming grantee),
waiver can occur. The Rubin case dealt with the issue of whether wavier could occur
merely for the failure to initiate a remedy (i.e., foreclosure). The court of appeal
observed that where a lender fails to initiate its remedy and knowingly accepts monthly
payments from the non-assuming grantee, “as they become due over a substantial
period of time without a reservation of rights and with full knowledge that the property
had been transferred to [the non-assuming grantee],” waiver is factually supported.
In the unpublished Federal Court of Appeal case, the court came to the
conclusion that wavier had not occurred where it had not been shown that the lender
had knowingly accepted payments over a long period of time knowing of the transfer of
the non-assuming grantee. 122 Therefore, in situations where the non-assuming grantee
utilizes techniques to hide the transfer from the lender, the lender may factually argue
that the payments were not an act showing knowing wavier of the right to exercise the
due on sale clause.
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(8)

Always Put Due-On Clauses In The Note And Deed Of
Trust.

All notes and deeds of trust should have a default acceleration clause, a due-onsale clause and a due-on clause relating to lender discovery of borrower fraud and/or
misrepresentation relating to the loan and/or the value of the security. Since much of
the information relating to the borrower’s income will come from the borrower, it is
important that such due-on fraud clauses be inserted.
9.

Further Encumbrance or “Due-on-Encumbrance” Clause.

The due-on-encumbrance or further encumbrance clause allows a lender to
accelerate the maturity date of its loan when a junior encumbrance is allowed to be
placed on the secured property without the consent of the existing lender. While these
types of clauses are frequently included in commercial loans (and may be enforceable),
they are generally prohibited for loans secured by 1-4 residential properties. 123
While lenders with loans secured by properties other than 1-4 residential
properties probably can enforce their due-on-encumbrance option to accelerate, there
remains some doubt whether such clauses would be upheld by California appellate
courts. Initially, the California courts took the position that whether the exercise of a
due-on-encumbrance clause violated the rule prohibiting unreasonable restraint against
alienation turns on the circumstances of the particular case. 124 As noted by the
California Supreme Court in La Sala v. American Sav. & Loan Assn. (1971) 5 Cal.3d
864:
"[W]e cannot rule upon the validity of a due on encumbrance clause in
the abstract. Indeed, we note that it is not so much that clause itself as
the lender's application of it that will effect an invalid restraint on the
alienation of property. In those few instances previously discussed, in
which the enforcement of that provision is reasonably necessary to avert
danger to the lender's security, the restraint on alienation remains lawful
under the principles established in Coast Bank v. Minderhout (1964) 61
Cal.2d 311, 317. When such enforcement is not reasonably necessary to
protect the security, the lender's use of the clause to exact collateral
benefits must be held an unlawful restraint on alienation. (See Note
(1971) 22 Hastings L.J. 431, 440 441; Comment (1962) 35 So.Cal.L.Rev.
475, 487.)"
While the La Sala case may remain good law in California, there is some concern
that this body of law has been preempted by passage of the Garn-St. Germain Act.
While the Garn-St. Germain Act did not expressly address the issue of due-onencumbrance clauses, it has been argued that the definition of "due-on-sale" is broad
enough to cover due on encumbrance (i.e., bringing within the provisions of the act
123
124

See, Civil Code § 2949 see Garn-St. Germain.
Civ. Code § 711.
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allowing the lender to contract for "due-on" clauses). This argument is supported by the
fact that the Garn-St. Germain Act had added section 341(d) prohibiting due-onencumbrances clauses on 1-4 residential properties. It is argued that this statutory
language would be rendered useless unless the entire statute were intended to permit
"due-on-encumbrance" clauses as to non-1-4 residential security.
If, on the other hand, the Garn-St. Germain Act is not found to expressly address
the "due-on-encumbrance" issue, then state law would be controlling. California state
law prior to Garn-St. Germain Act was as stated in La Sala. Discussing La Sala, the
court of appeal in Garber v. Fullerton Sav. & Loan Assn. (1981) 122 Cal.App.3d 423
held:
"As our analysis should make plain, plaintiffs' reliance on our decision
in Pas v. Hill, supra, 87 Cal.App.3d 521, is misplaced. In that case we
held that a deed given in lieu of foreclosure of a junior encumbrance would
not support the automatic exercise of a due on sale clause in the senior
security. (Id., at pp. 526, 529.) Our decision in Pas flowed not so much
from Wellenkamp as from La Sala v. American Sav. & Loan Assn., supra,
5 Cal.3d 864, viewed in light of Tucker v. Lassen Sav. & Loan Assn.,
supra, 12 Cal.3d 629. (See 87 Cal.App.3d at pp. 527 529.) La Sala held
that automatic exercise of a due on encumbrance clause upon the
creation of a junior encumbrance would constitute an unreasonable
restraint on alienation, that is, on the alienation of a junior security
interest in the property. (5 Cal.3d at pp. 881 882.) In Pas we reasoned:
"Enforcement of the due on sale clause on the basis of the transaction ...
in the case at bench would result in a greater quantum of restraint than
would enforcement of a due on clause in the case of the usual outright
sale. Since the 'sale' here involved was in reality a conveyance of the
property in lieu of foreclosure of a junior encumbrance, upholding an
exercise of the due on sale clause here without requiring justification
would inhibit not only outright sales but also the making of loans secured
by junior encumbrances on the property. As previously observed, if a
junior encumbrancer is not permitted to foreclose and sell the property
upon default in performance of the obligations secured by the junior
encumbrance without accelerating the due date of the senior debt, few, if
any, would choose to become a junior encumbrancer." (87 Cal.App.3d at
p. 529.)[Emphasis added]. 125

125

Garber v. Fullerton Sav. & Loan Assn. (1981) 122 Cal.App.3d 423 at p. 429.
Page 37

2

LIENS AND ENCUMBRANCES
1.

Introduction to Liens, Encumbrances, Deeds of Trust & Mortgage.

While most loans secured by real property are secured by mortgages or deeds of
trust (discussed later), it is important to have a general understanding of liens,
encumbrances. The rules relating to liens, do not apply to any transaction or security
interest governed by the Uniform Commercial Code (e.g., generally personal property
secured transactions). 126
2.

Liens.

“A lien is a charge imposed in some mode other than by a transfer in trust upon
specific property by which it is made security for the performance of an act.” 127 A lien
can be general or special. 128 Liens may be created by operation of law (e.g., judgment
lien) or by contract (e.g., mortgage). 129
A. Special and General Liens.
“A general lien is one which the holder thereof is entitled to enforce as a security
for the performance of all the obligations, or all of a particular class of obligations, which
exist in his favor against the owner of the property.” 130 A judgment lien or IRS lien are
examples of general liens. A judgment lien becomes a lien upon all of the judgment
debtor’s real property in the county where the lien is recorded.
A special lien is one which the holder thereof can enforce only as security for the
performance of a particular act or obligation, and of such obligations as may be
incidental thereto. 131
A mortgage, property tax lien or a mechanic’s lien would be
examples of special liens. Mortgages are subject to the law dealing with liens. 132
B. Creation of Liens.
“A lien may be created by contract [e.g., a mortgage], to take immediate effect,
as security for the performance of obligations not then in existence [agreement to pay in
the future].” 133
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C. Liens Do Not Convey Title.
Unlike a deed of trust, “[n]otwithstanding an agreement to the contrary, a lien, or
a contract for a lien, transfers no title to the property subject to the lien.” (Civ. Code §
2888.) For this reason a mortgage is merely a lien. A deed of trust is not a lien but
transfers title solely for the purpose of security. (See, discussion below).
D. Liens Alone Do Note Create Personal Liability to Perform Secured
Act.
Creation of a lien does not itself imply that any person is bound to perform the act
for which the lien is a security. 134 For example, a person other than the person
obligated on the note (borrower) gives a mortgage on his property to secure the
obligation of the borrower. Such a person is said to hypothecate his property and he is
considered a guarantor even though he has not signed a personal guaranty. (See,
discussion of guarantors). While the hypothecating guarantor is not personally liable to
pay the obligation of the borrower, his property can be foreclosed upon if the borrower
defaults.
E. Priority of Liens.
“Other things being equal, different liens upon the same property have priority
according to the time of their creation” 135 However, this principal may be changed when
a bona fide purchaser or encumbrancer purchases the property or makes a loan
secured by the property without notice of a previously created but unrecorded lien. 136
For a person to protect his/her interest against bona fide purchasers or encumbrancers,
they should record their interest, thereby, giving all subsequent bona fide purchasers or
encumbrances notice of their pre-existing interest. 137
F. Special Treatment of Purchase Money Liens.
Purchase money mortgages and deeds of trust are afforded special treatment.
“A mortgage or deed of trust given for the price of real property, at the time of its
conveyance, has priority over all other liens created against the purchaser, subject to
the operation of the recording laws. 138
G. Judgments Liens.
Judgment creditor’s execution sale of real property after bankruptcy discharge
was void where judgment creditor’s abstract did not comply with California Code of Civil
Procedure (CCP) § 674 because it failed to list the social security number or the
134
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creditor’s lack of knowledge of social security number. Therefore, if the judgment lien is
not valid, the judgment lien holder may not be entitled to surplus proceeds based upon
the invalid lien. (In re: Conceicao (9th Cir. BAP 2005) 331 B.R. 885.)
H. Redemption of Liens.
“Every person, having an interest in property subject to a lien, has the right to
redeem it from the lien, at any time after the claim is due, and before his right of
redemption is foreclosed, and, by such redemption, becomes subrogated to all the
benefits of the lien, as against all owners of other interests in the property.” (See,
discussion of redemption in the foreclosure chapter.) 139 This relates to any interest in
the property not just a junior lien. However a junior (inferior) lienholder has a right to
redeem the property in the same manner as its owner might, from the superior lien; and,
to be subrogated to all the benefits of the superior lien, when necessary for the
protection of his interests, upon satisfying the claim secured by the senior lien. 140
A person entitled to redeem a lien may do so by performing, or offering to
perform (with the present ability to do so), the act for the performance of which it is a
security, and paying, or offering to pay, the damages, if any, to which the holder of the
lien is entitled for delay. (Civ. Code § 2905.) For example, to redeem a senior
mortgage one may have to tender the principal, interest, late charges, other sums due
under the note and any foreclosure fees and cost permitted by the note and deed of
trust, subject to statutes regulating the same. (See, discussion of redemption infra.)
I.

Extinguishment of Liens.

A lien (and the obligations under the lien e.g. mortgage) is extinguished when the
secured acts are performed (e.g., note is paid off). 141
Sale by the lienholder of the property secured by the lien or conversion of
personal property secured by the lien, extinguishes the lien e.g., the foreclosure sale of
all of the secured property. 142
J.

No Apportionment for Partial Payment.

“The partial performance of an act secured by a lien does not extinguish the lien
upon any part of the property subject thereto, even if it is divisible.” 143 Therefore, if a
borrower wants partial performance to cause the release one of several parcels of
security, the borrower should negotiate for a “partial release” clause.
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K. Homesteaded Property.
If a debtor records a homestead declaration prior to a judgment lien attaching to
real property, the homestead declaration has priority against a later recorded judgment
lien when distributing surplus funds from a foreclosure sale. (Title Trustee Service
Company v. Pearson (2005) 132 Cal.App.4th 168; see Smith v. Merrill (1998) 64
Cal.App. 4th 94 [declared homestead prevails] and Spencer v. Lowry (1991) 235
Cal.App. 3d 1636 [the holder of automatic homestead is not entitled to surplus funds
prior to a properly recorded abstract]).
L. Marshalling Where There Is Multiple Security.
When a lien secures several things (e.g., multiple parcels of property) and there
are junior liens on some, but not all, of the properties, the holding of a lien being
foreclosed or executed upon must follow the law of marshalling. (See, further discussion
of marshalling under nonjudicial foreclosure). 144
3.

Encumbrances a.k.a Incumbrances.

“The term "incumbrances" [also spelled “encumbrances”] includes taxes,
assessments, and all liens upon real property.” 145
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3

INTRODUCTION TO MORTGAGES AND DEEDS OF TRUST.
1.

Introduction to Mortgages and Deeds of Trust.

Most secured transactions contain two parts: (1) the “obligation”; and (2) the
“security instrument” or “security device”.
A. The Obligation (Usually a "Note").
A lien or a mortgage need only be security for the performance of an act. 146 The
act may be other than the payment of money. The act may be performance of a lease
or other agreement (e.g., equity sharing agreement). 147
Usually, the “act” or “obligation” is a promissory note. An obligation can exist
without security (i.e., unsecured note). However, a mortgage or deed of trust cannot
exist unless it secures a valid underlying obligation. 148
(1)

Obligation Can Exist Without Security But A Security
Cannot Exist Without An Underlying Obligation.

While an obligation may exist without security (e.g., an unsecured note), a
security instrument that does not secure an “act” or “obligation” is invalid and does not
exist. 149 When the obligation is satisfied (e.g., note paid), the lien is extinguished. 150
B. Security Devices or Instruments.
Most lenders want more than another person's promise to pay (e.g., note).
Therefore, certain devices (deeds of trust and mortgages) have been created to
"secure" the obligation (e.g., promise to pay). Should the borrower fail to pay as
promised, the lender may resort to (foreclose upon) the security (i.e., the real or
personal property mentioned in the security device). Only when a note is secured by a
security device will a lien arise. TYPES OF REAL PROPERTY SECURITY DEVICES:
(1) Mortgage; (2) Deed of Trust; (3) Land Sale Contract; (4) Lease.
2.

Power of Sale.

A power of sale is a clause in a mortgage, deed of trust or other security
instrument which allows the trustee or beneficiary to sell the property at a private
foreclosure sale (e.g., a trustee's sale under a deed of trust). Without this clause, a
146
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mortgage or deed of trust can only be foreclosed through judicial foreclosure. No deed
of trust may be foreclosed by nonjudicial foreclosure unless it contains a valid and
existing power of sale clause. 151
3.

What Property can be Secured by a Deed of Trust or Mortgage.

Any interest in real property which is transferable may serve as the security for a
deed of trust. 152 As such, a leasehold interest has been held to be an interest in real
property which may be secured by a deed of trust. 153
By comparing the definition of real property (Civ. Code § 658) with those relating
to time-shares (Bus. & Prof. Code § 11003.5 ), it appears that a time share interest is
likely to be viewed as a transferrable interest in real property real property subject to the
real property secured transactions laws. This is notwithstanding the fact that a timeshare is like a “license” to use property rather than what we traditionally think of as real
property.
4.

Mortgage

“A mortgage is a contract by which specific property, including an estate for years
in real property, is hypothecated for the performance of an act, without the necessity of
a change of possession.” 154 “For purposes of [Civil Code] Sections 2924 to 2924h,
inclusive, "mortgage" also means any security device or instrument, other than a deed
of trust, that confers a power of sale affecting real property or an estate for years
therein, to be exercised after breach of the obligation so secured, including a real
property sales contract, as defined in Section 2985, which contains such a provision.”
(Civ. Code § 2920(a).)
A mortgage involves two documents and two parties.
A. Mortgage Documents.
A mortgage creates a lien and does not convey title. Mortgages are seldom used
in California but are commonly used elsewhere in the United States.
The two mortgage documents are: (1) the Mortgage Note which is an evidence
of indebtedness 155 ; and, (2) Mortgage Contract. A mortgage contract is generally a
contract where specific property is hypothecated for the performance of an act (e.g.,
151
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payment of a note), without the necessity of a change of possession. 156 To hypothecate
means to give property as security without the loss of actual possession. To pledge
means to give up actual possession of the property (e.g., personal property).
B. Parties to a Mortgage.
The two parties in a mortgage are: (1) the "Mortgagor" who is the person who
gives a mortgage as security (i.e., the borrower); and, (2) the "Mortgagee" who
receives a mortgage as security (i.e., lender).
5.

Land Sale Contracts.
A. Defined.

“A real property sales contract [a.k.a. “Land Sales Contract”] is an agreement in
which one party agrees to convey title to real property to another party upon the
satisfaction of specified conditions [e.g., payment of money] set forth in the contract that
does not require the conveyance of title within one year from the date of formation of the
contract.” 157 Generally, the seller is called the “vendor” and the buyer is called the
“vendee”. The vendor retains legal title and the vendee has “equitable title”. The land
sale contract generally is one document that contains both the obligations (often
including an agreement to pay money) along with security device provisions.
B. Land Sale Contract with a Power of Sale.
Land Sale Contracts are rarely used these days. When they are, however, they
generally will contain a “power of sale clause” allowing the vendor (i.e., Seller) to
nonjudicially foreclose upon default of the vendee (i.e., buyer). Otherwise, a judicial
foreclosure or contract action would have to be brought.
6.

Deeds of Trust.

Early in California’s history, to avoid restrictions on mortgages, lenders began
using a deed of trust. Deeds of trust were viewed as a conveyance of title into trust and
not as a mortgage hypothecating property and creating a lien. 158 The deed of trust
conveyed title to a trustee to hold as security for the trustor’s performance of the
obligation. In 1933, in Bank of Italy Nat’l Trust & Sav. Assn v. Bentley (1933) 217 Cal.
644, the California Supreme Court held that the deed of trust served the same
economic function and purpose as a mortgage and that for the purposes of the
antideficiency statutes should be treated as a mortgage.
Courts have expanded on
the Bank of Italy case and today for most (but not all) purposes, deeds of trust and
mortgages are identical, and "except for the passage of title for the purpose of the
156
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deeds of trust are practically and substantially only mortgages with a power of sale. 159
... ." Both are subject to (1) the same procedures and limitations on judicial and
nonjudicial foreclosure; (2) the same redemption provisions prior to and after the
foreclosure sale; and (3) the same antideficiency limitations. 160 While some distinctions
still remain between a deed of trust and mortgage, for most purposes they are treated
as being similar. 161
A. The Parties
There are three parties to the deed of trust. The "trustor" (the borrower) is the
owner of property who conveys "legal title" to the “trustee” to secure an obligation
(regardless of whether the trustor is the maker of the note). The "beneficiary" (lender)
is the person for whose benefit the trustee holds title in trust. “Title” (or “naked legal
title”) which is conveyed to the trustee is merely record title held solely for the purpose
of security and which does not carry with it the common incidents of ownership (e.g., the
right to possess, convey, encumber and/or alienate the property.)
B. Deed of Trust Documents.
Deeds of Trust generally involve two documents: (1) the “trust note” which is
the evidence of the indebtedness (i.e., obligation); and, (2) the “deed of trust” which is
the security for the note and which transfers "title" to a trustee for the purpose of
security. While naked legal title is actually conveyed to the trustee, the trustor retains
"equitable title" which carries the rights to use and possession and all other rights not
conveyed to the trustee. A mortgage merely creates a lien and does not convey even
naked legal title. However, in California, the deed of trust is viewed as being the
equivalent to a mortgage. However, even though title is conveyed to the trustee for the
purpose of security, it is treated as a lien.
C. Fictitious Deed of Trust or Mortgage.
A fictitious deed of trust or mortgage is recorded stating the common clauses and
provisions which do not vary. Later, a "Short Form Deed of Trust or Mortgage" is
recorded with the variable terms referring to the terms of the prior recorded fictitious
document.
D. Subordinate or Junior Mortgage or Deed of Trust.
A “subordinate” or “junior deed of trust” is any deed of trust recorded after
the previously recorded deed of trust or which has been expressly subordinated to a
subsequently recorded deed of trust. Best practice is not refer to any junior deed of
159
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trust that is not actually second in priority as a second deed of trust as this can lead to
lawsuits (often meritless) involving priority of junior or subordinated deeds of trust.
Junior deeds of trust carry more risk than do first deeds of trust. Among these
risks are the following: (1) less equity protection; (2) being foreclose by a senior deed of
trust; (3) having to reinstate, redeem or carry the senior deed of trust until foreclosure to
sale of the REO property; (4) that the senior deed of trust may accelerate its loan based
upon due-on-sale or due-on-encumbrance (where not prohibited).
Although most regular deed of trust investors should be familiar with the inherent
risks of investing in deed of trust and, in particular, junior deeds of trust, the best
practice is to provide investors with a disclosure regarding these risk, particularly
inexperienced lenders. A disclosure provided by the DRE is DRE Publication RE 35,
“Trust Deed Investments - What You Should Know”. This form can be downloaded at:
http://www.dre.cahwnet.gov/mlb_borrowers.html).
E. Request for Notice of Default can be used to Protect Junior
Lienholders.
While trustors (borrowers) and junior beneficiaries (as well as others) may be
sent foreclosure notices (notice of default and notice of sale) based upon their
addresses in the original recorded deed of trust, this does not solve problems that arise
because the person desiring notice has moved or because the original deed of trust or
request for notice of default listed an agent (i.e., the broker, prior servicer).
The best way to assure promptly receiving notice of default on a senior deed of
trust, is to record a request for notice of default. 162 (See discussion of foreclosure
notices under the nonjudicial foreclosure chapter). This is particularly important so that,
upon default of the senior deed of trust, the beneficiaries under the junior deed of trust
receives notice and may redeem or reinstate to protect their security. 163
In addition,
the junior lienholder, at the time the loan is made, should consider having the borrower
authorize a "request for a notice of delinquency" which, when properly prepared and
sent to a senior lienholder, will require that senior lienholder when the borrower is more
than four months in default. 164
Practice Note: Whenever a person with a recorded request for notice of default
changes address (from the one on the recorded request for notice of default), they
should record a new request for notice of default with the new address. For this reason,
many lenders and loan servicers use P.O. Boxes that will not change when they move
their office and mailing address. Relying on the post office to forward foreclosure
notices is risky as forwarding request expire after one year and it causes further delay in
getting foreclosure notices. In addition, with the exception of the beneficiary searching
162

Civ. Code § 2924b(a).
Civ. Code §§ 2903, 2904 and 2924c.
164
Civ. Code § 2924e.
163
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its file for the last known address of the trustor, generally neither the beneficiary nor the
trustee has a duty to search for a new address of a person entitled to foreclosure
notices e.g., a junior lienholder (I.E. Associates v. Safeco Title Ins. Co. (1985) 39 Cal.3d
281.)
F. Hard Money Deed of Trust.
A "hard money mortgage or deed of trust " is a deed of trust given for actual
money received, not for purchase for purchase of residence (but could be for the
purchase of non-owner occupied property). Often the term is used to refer to private
money, equity loans. The terms “hard money mortgage” has generally become
obsolete. Noninstitutional loans are often merely call “private money” mortgages or
deeds of trust.
G. All-Inclusive Deed of Trust.
All-Inclusive notes and deeds of trust (also called "Wrap Arounds") are in
essence note which include the balances of existing notes secured by senior liens (i.e.,
referred to an "underlying notes", "loans" and/or "deeds of trust".)
The very nature of an all-inclusive note makes it both difficult to draft and difficult
to foreclose. An all-inclusive note and deed of trust should be carefully drafted to set
forth the rights between the maker and the trustor with respect to the underlying notes
and deeds of trust. That is, who normally makes payments on these obligations when
the all-inclusive note is not in default? Who makes these payments when the allinclusive is in default? What if the beneficiary is obligated to make payments to the
underlying loans and he fails to do so?
Similarly, unless there are clear provisions dealing with the foreclosure of the allinclusive deed of trust, numerous problems can arise. If the maker of the all-inclusive
note is in default, what is the nature of the breach for the notice of default? Can the
entire all-inclusive note be accelerated upon breach or just the beneficiary's equity in the
all-inclusive (i.e., less the amounts owed on the underlying loan.) What is the amount to
be placed in the notice of trustee's sale pursuant to Civil Code § 2924f(b)(1)? How
much should the beneficiary of the all-inclusive bid at the trustee's sale? Are any
amounts bid in excess of the equity owed on the all-inclusive note considered to be
surplus proceeds? If not, should this overage be applied to the underlying loans which
were included in the all-inclusive? Does it make a difference whether the beneficiary
under the all-inclusive could be liable to the beneficiaries of the underlying notes?
Case law has answered a few of these questions, in essence, suggesting that
the court will follow the provisions adopted by the parties in the note and deed of
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trust. 165 ) Unfortunately, poorly drafted all-inclusive notes and deeds of trust leave us in
the dark as to what the parties' intended.
In the absence of clearly drafted provisions in an all-inclusive note and deed of
trust, title companies will often refuse to act as trustee and/or insure title acquired
pursuant to all-inclusive deeds of trust.
H. Package Deed of Trust.
A "package deed of Trust" (mortgage) is where the security includes not only the
lot and basic structure (improvements), but also fixtures (e.g., air conditioning unit).
I.

Blanket Deed of Trust.

A "blanket deed of trust" (mortgage) covers more than one parcel of real property
and often contains a "partial release clause" allowing the release of one parcel without
releasing the others covered by the blanket encumbrance.
J.

Open End Trust Deed and HELOCS.

An "open end trust deed" (mortgage) is an arrangement where the lender may
loan more money under the same deed of trust. A lender maintains priority only if he
was obligated to advance such further sums, not if such advances are discretionary. 166
A secured line of credit is a type of open end deed of trust or mortgage. A Home Equity
Line of Credit (“HELOC”) is a type of line of credit secure by the equity in the borrower’s
home. HELOCs are often subject to special statutes.
K. Future (Further) Advance Clause.
Civil Code § 2884 allows a current lien to be created for an obligation not then in
existence. (See, Optional vs. Obligatory advances above.) Effect on junior lienholders.
L. Impairment of Security – Waste Clause.
Waste is covered both in the anti-waste clause generally contained in the deed of
trust as well as by Civil Code § 2929. Civil Code § 2929 states:
“No person whose interest is subject to the lien of a mortgage may do
any act which will substantially impair the mortgagee’s security.”
The courts have held that the anti-waste provision of the deed of trust does not
run with the land and, therefore, is not binding on successors to the trustor. However,
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Armsey v. Channel Assoc. (1986) 184 Cal.App.3d 833.
Pike v. Tuttle (1971) 18 Cal.App.3d 746; Gluskin v. Atlantic Sav. & Loan Assn. (1973) 32
Cal.App.3d 307.
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the statutory anti-waste provisions of Civil Code § 2929 do apply to non-assuming
grantees. 167
Actions for waste are generally best handled in the context of a judicial
foreclosure action as it is a non-monetary breach. However, an injunction can be
obtained to prevent waste during the pendency of a judicial or nonjudicial foreclosure. 168
Non-monetary breaches prove problematic in the nonjudicial foreclosure context:
(1) as they are not subject to the Civil Code provisions on reinstatement (Civ. Code §
2924c); and, (2) since they are often subject to an action for an injunction and/or
declaratory relief requiring the matter to be subject to judicial scrutiny. One of the main
problems with "waste" as a ground for commencing a foreclosure is that, like most nonmonetary defaults, the breach cannot be reduced to an easily determinable monetary
sum. In addition, even if reinstatement were clearly permitted for such non-monetary
breaches, the issue always arises as to what performance constitutes curing the
breach.
M. Illegal Acts.
N. General Maintenance.
O. Failure to Pay Property Taxes and Assessments.
Most deeds of trust contain a clause requiring the trustor to pay property taxes
and assessments when due (or before delinquency). In addition, the trustor’s failure to
pay real property taxes and assessments constitutes waste within the meaning of Civ.
Code, § 2929, which prohibits the impairment of a mortgagee's security. 169 However,
the remedies for waste may be limited by the antideficiency statutes. 170
P.

Subordination Clauses.

Generally a subordination clause subordinates a prior interest in real property to
a subsequent interest. Subordination clauses are subject to some statutory
regulation. 171 For example, an existing lender with a previously recorded deed of trust
might subordinate to a new lender who wants a first deed of trust. Frequently, sellers
will carry back a deed of trust on the property being sold (purchase money mortgage)
and agree to subordinate it to a new first deed of trust obtained by the buyer to obtain
the bulk of the purchase price. Similarly, many leases, particularly commercial leases,
have a subordination clause whereby the lessee agrees to subordinate their lease to a
new mortgage obtained by the landlord/owner.
167

Bernhardt, California Mortgage & Deed of Trust Practice (1990 CEB, 2d Ed.), Trustee's Sales,
§ 4.40, pp. 223 226.
168
Code of Civ. Proc. §§ 526(a)(2) and 745(a); and Robinson v. Russel (1864) 24 Cal. 467.
169
Osuna V. Albertson (1982) 134 Cal.App.3d 71.
170
See, Code of Civ. Proc. §§ 580b, 580d or 726.
171
See, Civ. Code §§ 2953.2-2953.5.
Page 49

Comment. Use CLTA Form A Subordination Agreement or one that complies
with the requirements of Swiss Property Management Co., Inc. v. Southern California
IBEW-NECA Pension Plan (1997) 60 Cal.App.4th 839.
Q. Priority between Deeds of Trust -- Who’s on First.
A frequent problem, particularly with construction loans, is where the senior
lender makes substantial modifications to its loan. The question becomes does the
senior lien lose its priority or only priority to the extent that the junior lienholder was
prejudiced by the modification.
(1)

Lennar Northeast Partners v. Buice (1996) 49 Cal. App. 4th
1576.

Tahoe Vista Inn and Marina ("TVIM") owned real property on the shore of Lake
Tahoe. The property was subject to two deeds of trust. The first deed of trust secured
a loan initially made by Bank of America ("the first") in 1983, in an original principal
amount not to exceed $600,000, due either on demand or on December 21, 1984, with
interest of prime plus two percent.
The second deed of trust secured a 1984 loan initially made by Chesapeake
Savings and Loan, in the amount of $700,000 ("the second") and all due in one year.
The second deed of trust stated that it was subordinate to the first deed of trust. Both
deeds of trust were recorded on April 2, 1984. The beneficial interest in the second was
transferred to Chase Bank.
In 1988, TVIM entered into workout agreements with the beneficiaries of both the
first and the second deeds of trust each of which extended the due dates to December
31, 1988, changed (i.e., raised) the interest rates and required the borrower to execute
separate notes representing unpaid interest (herein “interest notes”). The new interest
note to Bank of America was in the amount of $126,000.00. The new interest note to
Chase was in the amount of $157,802.46. Both workout agreements required
subordination agreements from junior lienholders, to assure the same priority of the
liens. Chase executed a subordination agreement in favor of the first.
In 1990, TVIM was unsuccessful in attempts to enter into a further workout
agreement with the first.
In 1993, the beneficial interest in the first was transferred to the Buice Revocable
Living Trust ("the Trust"). The amendment to the note reflected unpaid principal and
interest under the note in the amount of $934,513.16, and that the Trust had advanced
additional funds so the principal balance with interest through May 15, 1994 was
$1,075,000. Interest from May 15, 1994 was to be at the rate of 12%. The due date of
the note was December 15, 1994, which could be extended for one year upon the
payment of $10,000.
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In May, 1994, Chase brought a judicial foreclosure action and appointment of a
receiver under its second deed of trust. Chase asserted that the first deed of trust
should be subordinated to its second deed of trust. Lennar Northeast Partners
purchased the second from Chase and substituted into the action as plaintiffs.
The first argued that the balance due on the note was $980,654.27, and that
$14,849.35 had been disbursed to TVIM for improvements and maintenance on the
property. The first made advances to TVIM for prepaid interest, improvements and
maintenance in the amount of $90,000; and claimed that the advances had been made
according to the terms of the note.
Lennar, as the successor under the second deed of trust, filed a motion for
summary adjudication. The trial court ruled in Lennar's favor, holding that there were
advances on the first totaling $140,486.84, and that these advances constituted a
substantial modification to the first deed of trust, which adversely affected the
security of the second deed of trust. The modifications included amendments to the
note and deed of trust, changing the principal amount, the interest rate, and the maturity
date. The trial court ruled that these substantial modifications caused the first to lose its
entire priority over the second, and granted judgment of foreclosure in favor of the
second. The first appealed, arguing that the modifications were not substantial, and
that, if they were, only the modifications should lose priority, not the entire first deed of
trust.
The Lennar case, raises the issue of whether modifications to the first note and
deed of trust, made without the knowledge and consent of the holder of the second
deed of trust, were so substantial and prejudicial to the holder of the second deed of
trust so as to require full as opposed to partial subordination of the first deed of trust to
the lien of the second deed of trust?
[This raises the classical question of what is the appropriate remedy for a senior
lender making a material modification to its senior obligation secured by a senior deed
of trust where the modification is made without the knowledge and consent of the junior
lienholder and results in material prejudice to that junior lienholder.]
The Court of Appeal reversed the trial court decision, ruling that there should be
a partial subordination of the first, i.e., only the $140,486.84 should be subordinated to
the second, and that the original obligation would retain its position as senior lien.
The court of appeal first discussed whether the modifications to the first deed of
trust were so substantial as to require subordination of the entire first deed of trust. The
first argued that the modifications were pursuant to the terms of its note, and even if
they were note, they were not so significant as to adversely affect the security of the
junior lien. The appellate court disagreed. The 1993 amendment of the note extended
the term of the note to December, 1994 and permitted a further one year extension
upon the payment of $10,000. The extension of the note, by itself, did not impair the
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junior lien's rights or security. 172 Extensions, particularly in the context of a business
and/or developments, are viewed as increasing the likelihood the borrower will be able
to turn around the business/project or become successful.
However, the 1993 amendment to the first deed of trust also increased the
interest rate from a variable of prime plus 3 percent to a fixed of 12 percent. At the time
of this change, the prime rate was 6 percent. Thus, there was a 3 percent change in the
interest rate at the time of the amendment. As is typical, the court of appeal held this
interest rate or increase in principal change was a substantial change which adversely
affects the junior lien holder.
In addition, the 1993 amendment increased the principal amount due on the
note by adding accrued interest to the principal balance, and changing the
interest from simple to compound interest. The effect of the modifications was to
significantly increase the amount of secured debt that was senior to the second's lien,
and decreased the second's security. The second did not consent to this modification.
The appellate court ruled that, as a matter of law, the modifications were substantial,
and affirmed the trial court's ruling in this regard.
The appellate court next addressed the key issue of whether the modifications
were so substantial as to require full subordination of the first deed of trust to the
interest of the second deed of trust as opposed to simply subordinating the first deed of
trust to the extent of the unlawful modification. 173
Lennar, the second argued that this case was similar to a situation where a seller
who takes back a deed of trust and agrees to subordinate his lien to a construction loan.
When there are substantial modifications to the construction loan without the consent of
the seller, the entire construction loan can be subordinated to the seller's junior lien.
(Gluskin v. Atlantic S & L (1973) 32 Cal.App.3d 307.) Similarly, amendments to long
term leases made without the consent of the lender can be unenforceable against the
172

RTC v. BVS Development, Inc. (9th Cir. 1994) 42 F.3d 1206; Western F.G. v. Security Title,
Etc. (1937) 20 Cal.App.2d 150, 155-157.
173
Under partial subordination, only the increased interest caused by the interest rate
modification, and/or due to the compounding of interest, would be subordinated to the second deed of
trust. This, however, can create a foreclosure nightmare. In essence, the original unmodified obligation
remains secured by the original deed of trust in first position, the original second deed of trust remains in
second position and the unconsented to modifications under the first deed of trust remain valid against
the borrower but is viewed as being junior in priority to the second deed of trust, even though it is also
secured by the original first deed of trust. When the holder commences a nonjudicial foreclosure on the
bifurcated first (and third), how does it determine what amount to put in the notice of default? In the
notice of sale? What is the amount that the holder of the first/third should be bid at sale? How does one
resolve the fact that an amount which may be completely valid against the borrower (e.g., sums
represented by the original and modified obligations) would be inaccurate as to the holder of the second
deed of trust. If the holder of the first/third deed of trust, forecloses on the third deed of trust (i.e., modified
obligation), does this create a bar under Code of Civil Procedure §§ 580a, 580d or 726 to a subsequent
foreclosure of the original first obligation under the first deed of trust? After foreclosing on the third deed
of trust, is the power of sale still available to conduct a sale under the first deed of trust (i.e., since there is
only one deed of trust securing the bifurcated obligations).
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lender following foreclosure. (First Nat. Bank v. Coast Consol. Oil Co. (1948) 84
Cal.App.2d 250, 255-256; R-Ranch Markets #2, Inc. v. Old Stone Bank (1993) 16
Cal.App.4th 1323.) Lennar argued that there should be no difference between the
treatment of a hard money lender as opposed to a subordinating seller.
The court of appeal disagreed with the argument that a material modification to a
senior lien should result in a total loss of priority in the context of a hard money loan.
The court held that the impairment to the security of the second deed of trust could be
resolved simply by denying priority only as to the unconsented to modification to the
senior obligation. Denying priority to the modification restored the security position of
the second deed of trust. It would still be junior to the first as it existed prior to the 1993
amendment. The amount due to the first without taking into effect the 1993 amendment
could be calculated; this would retain its senior priority. The amount due related to the
1993 modification would be junior to the second.
Comment: The best practice is to always obtain consent of junior liens to
modifications of the senior lien and obtain an appropriate modification endorsement
from the lender’s title insurer.
In Lenar case, the effect of the unconsented to modification could be
distinguished from the amount due on the pre-modification note. As a result, the court
could bifurcate that portion of the amount due on the first, with only a partial loss of
priority. However, if the effect of the unconsented to modification could not be
distinguished, then the entire amount due on the first might lose its priority vis-à-vis the
junior lien holders adversely affected by the modification.
(2)

Friery v. Sutter Buttes Savings Bank (1998) 61 Cal.App.4th
689.

A borrower obtained a loan from Sutter Buttes Savings Bank (“Bank”) secured by
a first deed of trust on an improved commercial property in Yuba City. A successor to
the borrower placed several junior deeds of trust on the property, one of which was
foreclosed upon by the junior beneficiary, who acquired title to the property. The
plaintiffs (Frierys) who were experienced mortgage brokers purchased the property from
the junior beneficiary who had acquired title through foreclosure. Plaintiffs then sold the
property to Herminito and Briones (herein “Briones”) carrying back a $68,000 purchase
money note and junior deed of trust.
Apparently, none of the successors had assumed the Bank’s loan. After the
plaintiff’s sale to Briones (who the bank deemed uncreditworthy), the Bank, by demand
letter, exercised its option to accelerate under its due-on-sale clause. This led to a
workout agreement between the Bank and Briones which allowed the Briones to
assume the loan in exchange for the Briones giving additional security and reducing the
term of the loan by approximately 3 ½ years (coming due just 15 days after plaintiff’s
note secured by their junior deed of trust). Plaintiff’s consent was not obtained to the
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workout agreement or to the modifications to the senior loan. Plaintiff discovered these
modifications after they were made.
The Briones defaulted and the Bank brought a judicial foreclosure, naming
plaintiff as a junior lienholder. Plaintiff cross-complained against the Bank for
declaratory and equitable relief claiming that the unconsented to modification of the
senior loan resulted in a reversal of priorities, making the Bank’s deed of trust junior to
plaintiff’s. The trial court granted summary judgment on the cross-complaint for the
Bank. Plaintiff appealed.
The court of appeal held that where there is no special relationship between the
senior and junior lienholder (e.g., subordination agreement), the senior lienholder does
not have a duty not to modify his loan without the knowledge and consent of the junior
lienholder. In so holding the court of appeal refused to extend the principles in Gluskin
v. Atlantic Savings & Loan Assn. (1973) 32 Cal.App.3d 307 (“Gluskin”), to situations
where there is a seller take-back note which was not subject to a subordination
agreement.
The court of appeal affirmed the trial court's judgment (granting of summary
judgment). The court of appeal noted that its analysis turned upon whether or not the
Bank had a duty to refrain from making any modification to its senior indebtedness
which could substantially impair plaintiffs' note secured by a junior deed of trust.
The court of appeal analyzed the Gluskin case upon which plaintiffs relied. The
Gluskin case involved a seller of raw land who carried back a deed of trust in a sale to a
developer who then obtained a large construction loan to build a housing track. The
seller promised to subordinate its deed of trust to the new construction loan as part of
the purchase agreement. When the housing market turned sour, the developer and
construction lender restructured the construction loan in a “substantial and drastic
manner" which could clearly prejudice the seller’s subordinated junior lien. In the
Gluskin case, the court of appeal recognized the vulnerability of a subordinating seller
who subordinates to a construction loan that will be used to enhance the value of the
security. The Gluskin court applied the law of subordination that provides: “ . . . rights of
priority under an agreement of subordination extend to and are limited strictly by the
express terms and conditions of the agreement.” [ct. om.].
Based upon this argument, the court of appeal in Friery noted that is why we
have a line of cases protecting subordination sellers when loan proceeds under the
senior construction loan is not properly applied. (See, Middlebrook-Anderson Co. v.
Southwest Sav. & Loan Assn. (1971) 18 Cal.App.3d 1023 and cases cited therein). In
these cases, there is an implied duty of good faith inherent in the subordination
agreement. The Friery court of appeal observed that the same public policy
considerations “warranted special protection for the subordinating seller where the
buyer and lender enter into an agreement between themselves ‘whose result is to
destroy a seller’s [security] interest’ [ct. om.]” The Gluskin case lead to the rule that “a
lender and a borrower may not bilaterally make a material modification in the loan to
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which the seller has subordinated, without the knowledge and consent of the seller to
that modification, if the modification materially affects the seller’s rights.” (Gluskin, supra
at 314).
The Gluskin decision raised the specter of reversal of priorities as a remedy
where the rule enunciated above has been violated by the developer and senior
construction lender. The court of appeal noted that some commentators have
expanded the rule well beyond the facts in the Gluskin case, noting that the
commentary in Miller & Starr, California Real Estate (2d Ed.) is a “radical extension of
the rule.” The court of appeal reviewed cases which came after the Gluskin case,
noting that the court of appeal had approved partial reversal of priority (i.e., reversal to
the extent of the modification which would be to the prejudice of the junior lienholder) in
Lennar Northeast Partners v. Buice (1996) 49 Cal.App.4th 1576. The court of appeal
noted that the Lennar case also involved a subordination agreement of a hard money
loan and did not expand the Gluskin rule to situations where there is no subordination
agreement.
The court of appeal further noted that in Gluskin the facts involved a fact pattern
whereby the subordinating seller became part of a common purpose (e.g.,
development) in which by agreeing to subordinate and waiving its right to supervise the
loan proceeds, the unprotected seller relied on the other two parties to carry out the
intended common purpose. In Gluskin this special relationship is referred to as a
“quasi-joint venture”. The court of appeal in Friery, shied away from using such terms.
In analyzing the Friery facts, the court of appeal observed that there was no
subordination agreement. In addition, the court of appeal noted that Friery was a
sophisticated loan broker who took a calculated risk in buying a distressed property and
in selling the property to a third party, taking back a purchase money note to finance
part of the purchase price, all without consent of the Bank. The court of appeal also
noted that Friery never assumed the Bank’s loan and that she must have known that
transfers without the lender’s consent would trigger the Bank’s due-on-sale clause.
Upon exercise of its due-on-sale clause the Bank negotiated a workout agreement with
the owner of the property.
In this context, the court of appeal held that the Bank “undertook no express or
implied contractual duties toward Friery and stood in no special relationship to her. On
the contrary, Friery’s relationship to the bank was nothing more than that of a competing
lienholder on the same property.” The court of appeal concludes that to expand Gluskin
beyond its facts to a normal situation such as presented in Friery, would “foster
uncertainty and instability in the lending market” and in title and would destroy the
traditional rules of priority based upon when a lien is recorded (i.e., “first in time, first in
right” rule of priority rule).
In essence, the court of appeal held that a seller taking back a purchase money
note, who chooses not to pay off the senior, assumes the risk that the equity will be
insufficient to satisfy her obligation or that the senior lienholder may call its loan. The
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court observed that the Bank had a “valid and enforceable privilege” to accelerate the
loan. That was a risk that Friery knew of and assumed when she agreed to take the
seller take-back, junior deed of trust. The court of appeal, however, did not address the
issue of what, if any, protection the junior lienholder would have from the senior
lienholder eroding the protective equity through prejudicial modifications to the terms of
the senior loan (e.g., interest increases etc.) which are unknown to (and therefore not
assumed) by the junior lienholder when her loan was made.
The court or appeal concluded that in the absence of a special relationship (e.g.,
a subordination agreement), public policy does not support creating a duty of a senior
lender to make modifications only with the knowledge and consent of the junior
lienholder.
(3)

Swiss Property Management Co., Inc. v. Southern
California IBEW-NECA Pension Plan (1997) 60 Cal.App.4th
839

Where an existing lienholder executes an express subordination agreement
(CLTA Form “A”), subordinating his existing deed of trust that would otherwise be senior
is subordinated to a new construction loan. In Swiss Property Management Co., Inc. v.
Southern California IBEW-NECA Pension Plan (1997) 60 Cal.App.4th 839, the court of
appeal interpreted the CLTA Form “A” subordination agreement language and
distinguished it from many of the prior subordination cases. Distinguishing the implied
subordination agreement in Middlebrook-Anderson Co. v. Southwest Savings and Loan
Association (1971) 18 Cal.App.3d 1023, Swiss held that the CLTA Form “A”
subordination agreement was an express and fully integrated agreement setting
forth the only terms of subordination binding upon the construction lender i.e., it
superseded terms in the loan documents. (Swiss, supra at 845-846.). The
subordination agreements in Swiss and here provided:
[ . .¶]
Lender in making disbursements pursuant to any such
agreement is under no obligation or duty to nor has Lender represented
that it will, see to the application of such proceeds by the person or
persons to whom Lender disburses such proceeds and any application or
use of such proceeds for purpose other than those provided for in such
agreement or agreements shall not defeat the subordination herein made
in whole or in part.”
"That this agreement shall be the whole and only agreement with
regard to the subordination of the lien or charge of the deed of trust first
above mentioned to the lien or charge of the deed of trust in favor of
lender above referred to and shall supersede and cancel, but only insofar
as would affect the priority between the deeds of trust hereinbefore
specifically described, any prior agreement as to such subordination
including, but not limited to, those provisions, if any, contained in the deed
of trust first above mentioned, which provide for the subordination of the
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lien or charge thereof to another deed or deeds of trust or to another
mortgage or mortgages."
“NOTICE: THIS SUBORDINATION AGREEMENT CONTAINS A
PROVISION WHICH ALLOWS THE PERSON OBLIGATED ON YOUR
REAL PROPERTY SECURITY TO OBTAIN A LOAN A PORTION OF
WHICH MAY BE EXPENDED FOR OTHER PURPOSES THAN
IMPROVEMENT OF THE LAND.”
(Id., at 844-845; emphasis added). Swiss makes it clear that a junior lien holder would
not be justified in relying on loan documents which are superseded by the express
subordination agreement. That includes any documents relating to supervising
distribution of loan proceeds. (Id. at 845 – 846.) Thus, Swiss holds that even if the
funds were used for other purposes, that is a risk expressly agreed to by the
subordinated junior lender. (Id.)
(4)

Where a Lease Contains a Clause Subordinating it to
Future “Mortgages” Obtained by the Landlord.

Many commercial leases contain a subordination clause, similar to the following
one:
"This lease shall be subject and subordinate to all underlying leases
and to mortgages which may now or hereafter affect such leases or
the real property of which the premises form a part, and also all
renewals, modifications, consolidations, and replacements of the
underlying leases and mortgages. Lessee agrees to execute such
estoppel letters or other documents required to confirm the same."
Generally, clauses subordinating leases to future mortgages or of the landlord
are enforceable and the lease will be wiped out by the foreclosure of that subsequently
recorded deed of trust. 174 Courts have held even if such subordination clauses only
refer to “mortgages”, that term includes “deeds of trust”. 175
The court of appeal upheld the summary judgment and the jury verdict in its
entirety.
Comment: Many leases combine a subordination clause with an attornment
clause which provides that when the deed of trust to which the lease is subordinated is
foreclosed, the lease remains in effect so long as the tenant is not in default. Had the
Ng lease contained such a clause, the result in this case may well have been different.
This case continues the long established trend of eroding the distinction between
a mortgage and a deed of trust. There are still a number of areas affecting trustees and
deeds of trust where the distinction may be important. Therefore, attorneys for trustees
174
175

Aviel, et al v. Ng, et al. (2008) 161 Cal. App. 4th 809.
Id.
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must carefully distinguish this case from those where specific statutes only apply to
deeds of trust or only apply to a mortgage.
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4

CONSTRUCTION LOANS
1.

Introduction:

Construction loans can be problematic for the real estate licensee and should
only be done with advice of counsel (at least initially). Variations in how construction
loans are structured can depend upon whether the loan is a whole note (owned by only
one investor/lender i.e., an exempt security); a multi-lender loan subject to the
provisions of Business and Professions Code § 10238 et seq. or done pursuant to a
permit obtained from the Department of Corporations. Generally, for loans made or
arrange by licensed real estate brokers a few initial points are important.
2.

Have Building Control

Construction funds are to be distributed to the borrower and become the
Borrower’s funds. Generally, construction loans made or arranged by REBs should not
be funded incrementally and funds to be used for future improvements should be
funded to a disbursement account. Account set up in owner’s name with Building
Control only one authorized to withdraw and disburse funds.
3.

Security Agreement on Funds.

Lender should have a security agreement securing any undisbursed funds in the
owner’s disbursement account. The interests should be perfected by notice to the bank
holding the account.
4.

Multi-Lender Construction Loans

Where the loan is a broker made or arranged multi-lender transaction, Business
and Professions Code § 10238 provides, in pertinent part, as follows:
“(h)(1) Except as provided in paragraph (2), the aggregate principal
amount of the notes or interests sold, together with the unpaid principal
amount of any encumbrances upon the real property senior thereto, shall not
exceed the following percentages of the current market value of the real
property, as determined in writing by the broker or appraiser pursuant to
Section 10232.6, plus the amount for which the payment of principal and
interest in excess of the percentage of current market value is insured for the
benefit of the holders of the notes or interests by an insurer admitted to do
business in this state by the Insurance Commissioner. [See, Multi-Lender
LTV limits, supra]
Starting January 1, 2004, the “current market value” for construction
and rehabilitation loans can be the “as built” value if certain requirements are
met. Business and Professions Code section 10238(h)(4) provides:
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(4) For construction or rehabilitation loans, the term "current market
value" may be deemed to be the value of the completed project if the
following safeguards are met:
(A) An independent neutral third-party escrow holder is used for all
deposits and disbursements.
(B) The loan is fully funded, with the entire loan amount to be
deposited in escrow prior to recording of the deed or deeds of trust.
(C) A comprehensive, detailed, draw schedule is used to ensure
proper and timely disbursements to allow for completion of the project.
(D) The disbursement draws from the escrow account are based on
verification from an independent qualified person who certifies that the
work completed to date meets the related codes and standards and that
the draws were made in accordance with the construction contract and
draw schedule. For purposes of this subparagraph, "independent qualified
person" means a person who is not an employee, agent, or affiliate of the
broker and who is a licensed architect, general contractor, structural
engineer, or active local government building inspector acting in his or her
official capacity.
(E) An appraisal is completed by a qualified and licensed appraiser in
accordance with the Uniform Standards of Professional Appraisal Practice
(USPAP).
(F) In addition to the transaction documentation required by
subdivision (i), the documentation shall include a detailed description of
actions that may be taken in the event of a failure to complete the project,
whether that failure is due to default, insufficiency of funds, or other
causes.
(G) The entire amount of the loan does not exceed two million five
hundred thousand dollars ($ 2,500,000).
Business and Professions Code § 10238(h)(4) raises a number of
issues regarding brokers arranging construction loans.”
First, what is “an independent neutral third-party escrow holder”?
Code § 17003 defines "escrow" as follows:

Financial

(a) "Escrow" means any transaction in which one person, for the
purpose of effecting the sale, transfer, encumbering, or leasing of real or
personal property to another person, delivers any written instrument,
money, evidence of title to real or personal property, or other thing of
value to a third person to be held by that third person until the happening
of a specified event or the performance of a prescribed condition, when it
is then to be delivered by that third person to a grantee, grantor, promisee,
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promisor, obligee, obligor, bailee, bailor, or any agent or employee of any
of the latter.”
Financial Code § 17005.1 provides that:
"Joint control agent" means a person engaging in the business of
receiving money or other property for disbursal or use in payment of the cost
of labor, materials, services, permits, fees, or other items of expense incurred
in the construction of improvements upon real property. As used in this
section, "in the business" means the conduct of the aforesaid transaction
either for compensation or without compensation as a primary business or as
an incidence to another business, but shall not mean the conduct of the
business of real estate lending or of acting as an authorized representative,
agent or loan correspondent for such a lender.
Financial Code § 17005.4 states:
"Person subject to this division" means any person undertaking the
performance of escrow agent services. Unless specifically exempted, as
in Section 17006, however, this definition shall not be used to exclude
anyone.
Financial Code § 17005.6 defines "escrow agent" states:
Except as provided for in Section 17004, "escrow agent" as used in this division
includes “joint control agents” and “Internet escrow agents.”
The following are exempt from licensing under the escrow law pursuant to
Financial Code § 17006:
•

Banks, trust companies, building and loans, savings and loan associations
or insurance companies;

•

Attorneys with a bona fide relationship with a principal in a real estate or
personal property transaction;

•

Title Insurance companies;

•

A licensed real estate broker “while performing acts in the course of or
incidental to a real estate transaction in which the broker is an agent or a
party to the transaction and in which the broker is performing an act for
which a real estate license is required.”

Under the multi-lender rule, however, a broker escrow is not permitted for a
construction or rehabilitation loan.
Financial Code § 17200 provides:
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“It shall be unlawful for any person to engage in business as an
escrow agent within this state except by means of a corporation duly
organized for that purpose licensed by the commissioner as an escrow
agent.”
Because of the above definitions, a real estate broker cannot act as the escrow
for the purpose of holding loan funds for distribution in a construction loan situation. An
attorney cannot be hired to act as a neutral escrow without a bona relationship with the
principal. Therefore, realistically, all neutral escrows (joint control agents) must possess
an escrow license.
Specifically, the licensure requirements for “joint control agents” are:
•

They must be a corporation whose articles of incorporation include a
clause stating that the corporation’s primary purpose is to “engage in
business as an escrow agent”. The securities of the corporation are
placed in escrow with the Corporations Commissioner who must approve
their issuance or transfer.

•

They must pay a filing fee of $625 for the first office or location and $425
for each additional office or location, in addition to a $100 “investigation
fee”. All fees are nonrefundable.

•

They must be a member of the Escrow Agents’ Fidelity Corporation
(EAFC) if they will be engaging in escrows specified in Financial Code §
17312(c). These include real property escrows for the sale, lease,
exchange or transfer of title and loans or other obligations which will be
secured by real property. In addition, among others, joint control escrows
pursuant to Financial Code § 17005.1 and public contracts governed by
Public Contract Code § 10263 come under section 17312(c) escrows.

•

Each applicant for licensure must file a fidelity bond if the transactions
they will be processing come under section 17312(c). The coverage must
be a minimum of $125,000 for each officer, director, trustee and employee
for indemnity to the escrow agent (or their successor) for loss of trust
obligations held by the escrow agent due to fraud, misappropriation or
embezzlement of trust obligations by the escrow agent’s officers,
directors, trustees, or employees. The proper rider under 10 CCR 1723
must be attached to the bond.

•

Audited financial statements must be submitted with the application of a
joint control agent. They must show that the joint control agent has liquid
assets above a current liability of $25,000 and tangible assets in excess of
total liabilities of $50,000. If branch offices are involved, the tangible net
worth must be increased by 50 percent of the requirement for the first
branch office and by 25 percent for each additional branch office. In
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calculating the joint control agent’s tangible net worth and liquid assets,
any projected losses for the first few months of operation must be
considered.
•

In addition to the fidelity bond, the applicant must file a surety bond of at
least $25,000 with the Corporations Commissioner. This bond is to cover
any amounts due the State or any person under the Escrow Law. The
bond may increase to $50,000, and must increase by $5,000 for each
additional office which is licensed. Instead of the surety bond, the
licensee may deposit cash in a bank, an industrial loan company or a
savings and loan association, which is assigned to the Corporations
Commissioner and which cannot be included in the assets on which the
tangible net worth and liquid asset amounts are based.

•

All stockholders, officers, directors, managers, and employees must have
background checks.

•

The applicant must submit an application that they have read and are
familiar with the Escrow Law.

•

New owners and managers must attend the Escrow Management Training
class given by the Department of Corporations.

Once a joint control agent obtains a license, there are further requirements which
include reporting, annual assessments, EAFC assessments, surety bonds, liquid and
tangible net worth evaluations, books and records kept, experience validation, fidelity
bonds, and the regulatory examination given annually by the Department of
Corporations.
In conclusion, it appears that CMA members would fall under the exception of
Financial Code § 17005.1 and would not come under the definition of a “joint control
agent” and would not be covered by the requirements of the Escrow Law. If CMA
members do not fall under that exception, the requirements set forth above would apply.
5.

Title Insurance Coverage.

Generally, financing of a construction project should be insured by an ALTA
Lender’s policy which includes mechanic’s lien coverage. Unfortunately, private lenders
are only offered the CLTA Lender’s Policy which does not include mechanic’s lien
protection for works of improvement commenced prior to the deed of trust being
recorded. Where only a CLTA Lender’s Policy is offered the lender/broker should
explore whether the insurer will issue a CLTA 126.1, 126.2 or 126.3 endorsements
which insure against prepolicy mechanic’s liens and other matters.
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5

GUARANTIES, SURETIES, ENDORSERS AND COSIGNERS.
1.

Guaranties.

A Guarantor is defined in Civil Code § 2787 provides, in pertinent part:
“The distinction between sureties and guarantors is hereby abolished.
. . . A surety or guarantor is one who promises to answer for the debt,
default, or miscarriage of another, or hypothecates property as security
therefor.”
2.

Guaranties for the Debt of Another must be in Writing under the Statute
of Frauds.

Civil Code § 1624(a)(2) (statute of frauds) requires that most quarantines be in
writing.
3.

Hypothecated Deed of Trust as a Guaranty.

Where a person who is not the maker of a note gives (“hypothecates”)a deed of
trust for a third parties’ obligation this is a form of guaranty and the lender should
consider having its deed of trust contain guaranty waivers or attaching an addendum to
the deed of trust that provides for guaranty waivers). To fail to do this would allow the
guarantor providing a deed of trust to have far greater rights under Civil Code § 2787
than they would otherwise have since many of the statutory protections of guarantors
are extended to guarantors by hypothecation unless waived.
4.

Consideration for Guaranty.

Generally, a guaranty must be in writing but need not express any
consideration. 176 When the guaranty is executed at the same time as the primary
However, where the guaranty
obligation, no additional consideration is necessary. 177
is of a pre-existing debt, the guaranty must always be supported by consideration. 178
For example, when a guarantor is added at the time a workout agreement or
modification agreement is entered or upon an assuming or non-assuming grantee
obtaining a lender’s consent to take over an existing loan, these agreements should
evidence additional consideration. 179 Thus, where the borrower remained the same
entity and the continuing guaranties were given, after the original loan was made, but
when subsequent loans were made by lender to the same borrower, this was sufficient

176

Civ. Code § 2793.
Civ. Code § 2792.
178
Id.
179
Oakland Bank of Commerce v. Washington (1970) 6 Cal.App.3d 793, 796.
177
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consideration. 180 In addition, there is a presumption of consideration where there is a
written agreement. 181
Where a guaranty is subsequently executed but was part of the original
negotiation or transaction that will be sufficient consideration for the subsequent
guaranty because one of the parties was not bound to the contract, and could withdraw,
until the bond or guaranty was provided. 182
5.

Sufficiency of Additional Consideration for Guaranty.

Forbearance or replacement of a matured note with a new note may well be
sufficient consideration for a guaranty of a prior (antecedent) debt. 183
Consent to sale of the secured property notwithstanding a “due-on-sale” clause is
probably sufficient consideration for a subsequent guaranty at the time of the transfer.
However, where the deed of trust does not have a due-on-sale clause, but the
beneficiary represents that his consent is necessary, the guaranty given for the
beneficiaries consent to transfer is without consent and void. 184
6.

Guarnator Defenses.
A. Material Alteration or Modification of Obligation Exonerates Surety.

The surety is exonerated if the creditor, without the guarantor's consent, modifies
or alters the original obligation of the principal or impairs or suspends rights or remedies
against the principal debtor. 185 The mere extension of time on the principal’s obligation
has been deemed sufficient to exonerate the guarantor. 186
However, most current guaranties contain a waiver of the guarantor’s defenses
and a provision that the guaranty remains enforceable even if the lender modifies the
obligation without the guarantor’s consent. 187 In fact, most current guaranties will
include provisions obtaining the guarantor’s advance consent or agreement to
compromises, modifications, extensions, renewals etc. of the underlying obligation
without the additional consent of the guarantor and without specifying in advance what
these change may be.

180

Id., at 796-797.
Id., at 797; Civ. Code § 1614.
182
Sharman v. Longo (1967) 249 Cal. App. 2d 948, 953-954.
183
California Standard Finance Corp. v. Cornelius Cole, Ltd. (1935) 9 Cal. App. 2d 573; and see,
Miller & Lux, Inc. v. Dunlap (1915) 28 Cal. App. 313; Scribner v. Hanke (1897) 116 Cal. 613; Kinney v.
Jos. Herspring & Co. (1921) 53 Cal. App. 628.
184
Helmick v. Holaday (1930) 106 Cal. App. 380.
185
Civ. Code §2819.
186
Braun v. Crew (1920) 183 Cal. 728.
187
Civ. Code § 2856; Stevenson v. Oceanic Bank (1990) 223 Cal.App.3d 306.
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Comment: Even though waivers of Civil Code § 2819 have been held to be
enforceable, the best practice is to obtain the guarantor’s consent to any such renewals,
modifications, etc. to eliminate any question that the guarantor is not exonerated.
B. Guarantor's Right to Demand the Creditor First Pursue the
Principal.
Under Civil Code § 2845 the surety has the right to require (by demand) the
creditor "to proceed against the principal, or to pursue any other remedy in the creditor's
power which the surety cannot pursue, and which would lighten the surety's burden; and
if the creditor neglects to do so, the surety is exonerated to the extent to which the
surety is thereby prejudiced."
C. Guarantor's Right to Subrogation.
The guarantor is entitled to reimbursement from the principal debtor if the
guarantor has to pay the guaranteed debt. 188 In addition, the surety, upon satisfaction
of the guaranteed obligation, is entitled to subrogation to the creditor’s rights and
remedies to the full extent of reimbursing what the guarantor has expended. 189
D. Guarantor's Obligation cannot be Greater than that of the Obligor.
Under Civil Code § 2809 the guarantor is exonerated to the extent that the
guarantor’s obligation is either “larger in amount” or “more burdensome” than that of the
principal. Therefore, it can be argued in where there is a guarantee of a non-recourse
loan secured by real property that the guarantor is exonerated because the principal
has no liability for the obligation.
Guaranties do not have to include a provision setting forth a maximum liability in
dollar terms, although many do so. Guaranties can specifically identify the underlying
obligation and other amounts that will be subject to the guaranty (e.g., plus attorney’s
fees, advances etc.) In either case (i.e., specific monetary cap or reference to the
obligation), the problem becomes whether the dollar amount (or amount originally set
forth in the obligation) is a cap that includes principal, interest, advances, costs,
attorney's fees etc. or whether it is merely a cap on principal to which these other items
may be added. In addition, in the drafting of a monetary clause, consideration must be
given to whether the cap continues even though the loan is paid down and then the
balance increases for various reasons. Provisions covering these situations should
already be included in your guaranty.
There are several ways to determine the extent of liability. One method is to
guaranty a specific obligation of the principal (e.g., well identified promissory note and
deed of trust). In addition, this type of guaranty will often state that the: “joint and
188
189

Civ. Code § 2847.
Civ. Code § 2848.
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several liability of Guarantors shall not exceed [at any one time] the sum of $____ . .
..” 190 Even where a maximum amount is stated, it is preferable that the guaranty clarify
what is included (or excluded) in the guaranty. For example, the clause might state:
“the maximum liability for which Guarantor shall be liable under this Guaranty shall be
$1,000,000.00, plus interest as specified in the Note and all costs, fees, and
expenses, including, without limitation, attorney fees and costs provided for
under the Note in favor of Lender.” (2 Cal. Real Estate Finance Practice: Strategy
and Forms (CEB 2005), Ch. 6, The Guaranty, § 6.74, p. 421; Emphasis Added.) Even
though the guaranty may authorize the lender to modify the obligation or the security,
the guaranty written with specific limits on the guarantor’s liability will not be expanded
without amending the guaranty.
To avoid having to amend the guaranty as the amount of the obligation
increases, particularly where there are multiple and succeeding obligations, lenders will
often use a continuing guaranty. A “continuing guaranty” is “[a] guaranty relating to a
future liability of the principal under successive transactions, which either continue his
liability or from time to time renew it after it has been satisfied, . . ..” (Civ. Code § 2814.)
Generally, a continuing guaranty can be revoked at any time as to future, but not as to
past, obligations of the principal. 191
7.

Waiver of Guarantor Defenses and Antideficiency Statues.

Guarantors are not generally afforded protection under antideficiency statutes. 192
However, the creditor may be estopped from pursuing the guarantor by conducting a
nonjudicial foreclosure as this may preclude the guarantor from recourse (right of
subrogation) against the debtor. 193
Comment: Waivers should be expressly stated in the guaranty document. 194
Under Cathay Bank v. Lee (1993) 14 Cal.App.4th 1533, the court of appeal held
that the Gradsky waivers were not effective unless the waiver states the precise nature
of the guarantor’s defense and the fact that it was being waived. Unfortunately, counsel
drafting guarantees would never know if a particular trial or appellate court would agree
that the defense has been adequately described in the guarantee. Thus, in 1996, to
create a safe harbor from the Cathay decision, the legislature enacted Civil Code §
2856 which both clarified the rights that could be waived and also provided waiver
language, which is used, would create a safe harbor. 195
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27 Cal. Legal Forms (2006) Ch. 79; § 79.261[2], p, 79-164.
Civ. Code § 2815.
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Consolidated Capital Income v. Khaloghli (1986) 183 Cal. App. 3d 107.
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Union Bank v. Gradsky (1968) 265 Cal. App. 2d 40.
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See, Consolidated Capital Income v. Khaloghli (1986) 183 Cal. App. 3d 107 at pp. 114-115.
Civil Code § 2856(c) - (d).
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8.

Impact of Foreclosures on Guaranties.

Generally, where a judicial foreclosure action is filed, the lender will include an
action against the guarantors. This is to economize on legal actions and fees since
actions against the guarantors are not barred by the antideficiency statutes that apply to
actions to collect a debt against the borrower.
When the lender uses a nonjudicial foreclosure action, the lender may sue the
guarantor before or after the nonjudicial foreclosure sale. 196 However, damages are
easier to determine after the nonjudicial foreclosure sale. It is critical, however, that the
lender underbid at the trustee’s sale. 197 A full credit bid may result in a court finding that
the lender has no damages against the guarantor because the lender’s debt has been
satisfied.
9.

Endorser Liability for a Note.

Unless endorsements are made without recourse, the endorser retains personal
liability should the note not be paid by the maker and, if the security proves to be
inadequate. This would be true even if the obligation were a purchase money note
secured by deed of trust upon which the maker would have no personal liability for a
deficiency judgment. 198
It is common for a lender to obtain an endorsement of a note and assignment of
a deed of trust as addition collateral for a principal's obligation without obtaining a
separate guarantee. This can be a problem, as none of the typical surety defenses will
be waived as they generally are in a well-drafted guarantee agreement creating
confusion as to whether the collateral note and deed of trust secure the verbal
guarantee or the principal obligation itself. In the latter case, the foreclosure of one
piece of security may invoke the antideficiency statutes. 199 Also, an indorser must be
given notice of dishonor (or notice must be waived or excused) before they are liable to
pay the instrument. 200 Notice must be given within a commercially reasonable manner
whether by oral, written or electronic means. 201 While most standard guarantees
include such waivers, standard forms of endorsement do not.
Particularly where there is no waiver of guaranty defenses under Civil Code §
2856, a lender must take great care to make sure that the rights of the guarantors are
respected or the creditor may lose the benefit of the guaranty.
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10. Cosigners (Special Consumer Notice)
A cosigner of a note is a person who executes a note as additional security and
who does not have an interest in the property. A lender should exercise care in
obtaining a cosigner or comaker that does not have an interest in the property. Failure
to give a consumer notice to a cosignor can serve as the basis of an action for wrongful
foreclosure or for an injunction. 202
Civil Code § 1799.90(a)(5) defines a “consumer credit contract” as:
“[A]ny of the following obligations to pay money on a deferred
consideration which is the subject matter of the contract is primarily for
personal, family or household purposes: [¶] … [¶] (5) Loans . . . for use
primarily for personal, family or household purposes where such
loans or extensions of credit are subject to the provisions of Article 7
(commencing with Section 10240) of Chapter 3 of Part 1 of Division 4 of
the Business and Professions Code . . . whether secured by real property
or otherwise.” [Emphasis Added].
Under Civil Code § 1799.91 a person who, along with another person to whom
he or she is not married, signs a consumer credit contract, but does not receive any of
the money, the property or services which are the subject of the contract, is
entitled to receive from the creditor of the transaction a detailed notice to co-signor. If
the co-signor is not given this notice, the creditor may not enforce his security
interest. 203
When applicable, a cosigner notice must be given in “at least 10-point type” (see
form below). 204
Also, whenever cosigner notice is required to be given and the consumer credit
contract is written in a language other than English or Spanish, the creditor shall deliver
the required notice in English and, in addition to or in lieu of Spanish, in the language in
which the consumer contract is written. 205
In the Engstrom case (above) the Court of Appeal focused upon the fact that for
the plaintiff to have stated a cause of action, she must adequately allege that her
transaction falls within Article 7 of the Business and Professions Code. The Court of
Appeal concludes that the loan was subject to Article 7 and, therefore, the co-signor’s
notice was required. Under the court’s logic, all loans made or arranged by a licensed
real estate broker (whether a 1-4 dwelling or not) require that the broker give the
borrower a MLDS. 206 Therefore, all broker made or arrange loans are subject to at least
202

Engstrom v. Kallins (1997) 49 Cal.App.4th 773; and see, Civil Code §§ 1799.91 or 1799.99.
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one provision of Article 7 (i.e., the MLDS), even where the loans otherwise would not be
make covered by Article 7 and it limitations (e.g., where as in Engstrom the property
was an apartment building).
The Court of Appeal notes that every loan that is negotiated by a real estate
broker is subject to the requirement that a mortgage loan disclosure statement be
provided. The lender argued that Business and Professions § 10240(b) creates an
exemption where the loan is made by someone other than the broker. Business and
Professions § 10240(b) provides in pertinent part:
“For the purposes of applying the provisions of this Article, the real
estate broker is acting within the meaning of subdivision (d) of Section
10131 if he or she solicits borrowers, or causes borrowers to be solicited,
through express or implied representations that the broker will act as an
agent in arranging the loan, but in fact makes the loan to the borrower
from funds belonging to the broker.”
The lender argued subdivision (b) only applies in situations where the broker
represents it will act as an agent, but in fact acts as a principal. The Court of Appeal,
however, interpreted subdivision (b) as broadening the coverage of Business and
Professions § 10240 to include situations where the real estate broker acts as a broker,
as well as those where he or she acts as a principal.
In Engstrom, the court of appeal held that the three-year statute of limitations.
does not run until the infliction of appreciable or actual harm to the consumer. This
generally would not occur until there has been a default and some exercise of remedy
by the lender. Thus, where the notice is not given, the statute of limitations may begin
to run where the creditor exercises his remedy. Where the notice is given, the statute of
limitations would run from the time effective notice is given.
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6

RECONVEYANCE AND LIEN RELEASES.
1.

Introduction:

When an obligation secured by a deed of trust is paid off, a reconveyance must
be recorded. 207 . The beneficiary requests the trustee to issue the reconveyance which
is then recorded. Specific timeframes apply to the issuance and recording of the
reconveyance once the loan has been paid off.
The trustee must sign the
reconveyance because they hold the record title to the lien (i.e., the deed of trust).
2.

Reconveyance and Lien Releases.

The lien of a deed of trust can be removed from the property: (1) by
reconveyance deed or by a lien release; (2) if the trustee fails to issue a reconveyance
requested by the beneficiary the beneficiary may substitute himself or another trustee in
to effect a reconveyance; or, (e) by a title company lien release.
Reconveyances have been the subject of numerous class actions in California.
Former Civil Code § 2941(b) was interpreted to require that the beneficiary provide the
request for reconveyance, original note and deed of trust immediately upon payoff.
(Bartold v. Glendale Federal Bank (2000) 81 Cal.App.4th 816.) Civil Code § 2941 has
been extensively modified in response to the Bartold decision.
A. Reconveyance
The first method to remove the lien of a deed of trust is through a request for
reconveyance from the beneficiary to the trustee which instructs the trustee to issue a
reconveyance deed. 208 Civil Code § 2941(b)(1) provides:
“Within 30 calendar days after the obligation secured by any deed of
trust has been satisfied, the beneficiary . . . shall execute and deliver to
the trustee the original note, deed of trust, request for a full reconveyance,
and other documents as may be necessary to reconvey, or cause to be
reconveyed, the deed of trust.”
"(A) The trustee shall execute the full reconveyance and shall record
or cause it to be recorded in the office of the county recorder in which the
deed of trust is recorded within 21 calendar days after receipt by the
trustee of the original note, deed of trust, request for a full re-conveyance,
the fee that may be charged pursuant to subdivision (e), recorder's fees,
and other documents as may be necessary to reconvey, or cause to be
reconveyed, the deed of trust.”
207
208

Civ. Code § 2941.
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B. By the Beneficiary Substituting Himself or Another Person as
Trustee and then Executing a Reconveyance.
If the beneficiary or trustee fail to act under Civil Code § 2941(b)(1), there are two
backup systems. Under Civil Code § 2941(b)(2):
"(2) If the trustee has failed to execute and record, or cause to be
recorded, the full reconveyance within 60 calendar days of satisfaction of
the obligation, the beneficiary, upon receipt of a written request by the
trustor or trustor's heirs, successor in interest, agent, or assignee, shall
execute and acknowledge a document pursuant to Section 2934a
substituting itself or another as trustee and issue a full reconveyance.” 209
C. Title Company Lien Release.
Where the beneficiary or trustee has failed to cause a reconveyance deed to be
recorded as required by statute, a title insurance company may prepare and record a
"release of the obligation." The title insurance company must first give the trustor,
trustee, beneficiary, or their successor of record, notice of its intention to record the
release at least ten days before it does so. 210
Civil Code § 2941(b) (3) provide:
"(3) If a full reconveyance has not been executed and recorded
pursuant to either paragraph (1) or paragraph (2) within 75 calendar
days of satisfaction of the obligation, then a title insurance company
may prepare and record a release of the obligation. However, at least 10
days prior to the issuance and recording of a full release pursuant to this
paragraph, the title insurance company shall mail by first-class mail with
postage prepaid, the intention to release the obligation to the trustee,
trustor, and beneficiary of record, or their successor in interest of record,
at the last known address. [P] ... [P]” [Emphasis added]. 211
D. Effecting a Reconveyance.
A reconveyance deed is given by the trustee to the trustor when the obligation
(usually, but not always a note) is satisfied (i.e., usually by payment of the entire
obligation). Since a deed only moves title once, the trustee cannot merely give back the
deed of trust, but must give a new reconveyance deed. When the obligation is paid in
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full and the trustor or his successor makes a request for reconveyance, the beneficiary
must instruct the trustee to issue a reconveyance deed. 212
(1)

Civil Code § 2941 only requires that the Country Recorder
“stamp and record” reconveyance deeds within two
business days of receipt, the Recorder does not have to
index the document within that two business day period.

Civil Code § 2941(c) requires that the Country Recorder "stamp and record"
within two business days from the day of receipt, in proper form and with all required
fees, a full reconveyance or certificate of discharge confirming the satisfaction of the
obligation secured by a deed of trust.
In Ricketts v. Conny v. McCormack (2009) 177 Cal.App.4th 1324, plaintiffs filed a
class action contending that the Legislature intended Civil Code § 2941(c) to require
that the stamped and recorded reconveyance be “indexed” within the same two
business days. The trial court found that the function of the recorder “indexing”
documents is separate and distinct from “stamping and recording” and, therefore, the
County Recorder was not obligated under Civil Code § 2941(c) to index the recorded
document within two business days after receipt. The court of appeal affirmed the trial
court’s decision.
E. Reconveyance Fee.
A reasonable reconveyance fee may be charged. A fee of not to exceed $45.00
is conclusively presumed by statute to be reasonable. (Civ. Code § 2941(e)(2).)
Advance reconveyance fees or disguised reconveyance fees should not be charged
(e.g., "trustee's acceptance fees; see, Siegel v. American Savings & Loan Assn. (1989)
210 Cal.App.3d 953.)
F. Failure to Reconvey.
Failure of the lender to request that the trustee issue a reconveyance deed is a
statutory tort (civil wrong) for which the beneficiary (and possibly his agent) may be
liable to the borrower for emotional distress damages. (Id. and Civ. Code § 2941.) The
damages for emotional distress (or other actual damages) are in addition to the $500.00
statutory forfeiture provided for in Civil Code § 2941(d). Willful failure to reconvey also
constitutes a criminal misdemeanor subjecting the violator to a fine of not less than
$50.00 nor more than $400.00, or six months in jail, or both. 213

212
213

Pintor v. Ong (1989) 211 Cal.App.3d 837.
Civil Code § 2941.5.
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G. Fraudulent Reconveyances are Voidable.
A reconveyance is voidable when it is procured by fraudulent misrepresentation,
so a bona fide purchaser for value can take the property free of the security interest. 214
H. Lost Instrument.
Where the beneficiary has lost his note, the trustee has the right and power to
require that the beneficiary provide the trustee with a lost instrument indemnity bond
from a corporate surety. 215
I.

Where Non-Monetary Obligations Remain Unsatisfied,
Borrower Is Not Entitled To A Full Reconveyance.

The

For example, where a borrower prepays a loan subject to CCR’s establishing a
below market rate (BMR) program (i.e., where the City or governmental entity retains a
right to repurchase or share in the equity if the property is sold to a third party, the
borrower will not be entitled to a reconveyance deed when he pays the loan off. 216 The
reason the borrower is not entitled to a reconveyance is that partial performance of a
secured obligation does not extinguish the lien. When a deed of trust secures both an
obligation evidenced by a note and restrictions regarding affordable housing, a payoff of
the note does not affect the security for compliance with the affordable housing
restrictions. Therefore, the borrower can prepay a loan without having to comply with
any new affordable housing restrictions but is not then entitled to a reconveyance of the
deed of trust securing the obligation and the compliance with the restrictions. (Id.)
Comment: If a preliminary report show that the property is subject to a BMR
program; other affordable housing restrictions or other performance obligations, great
care should be taken in making a new loan whether it is in first or junior position. Even
though the trustor may appear to have substantial equity, the equity may not be entirely
the borrowers and may have to be shared with the government entity benefiting from
the CCR restrictions.

214

Schiavon v. Arnaudo Brothers (6th Dist. 2000) 84 Cal.App.4th 374.
Huckell v. Matranga (1979) 99 Cal.App.3d 471.
216
Dieckmeyer v. Redevelopment Agency of the City of Huntington Beach (2004) 118
Cal.App.4th 1136.
215
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J.

Where a Title Company Acting as a Sub-Escrow In a Refinance
Holds A Request For Reconveyance, A Payoff Demand, Instructions
From The Lender and Tenders Payoff to the Beneficiary, It Does Not
Have a Duty to Record the Reconveyance Deed Unless The
Borrower Is A Party To The Escrow and Instructs the Escrow to do
so.

In the Markowitz v. Fidelity National Title Co. (2006) 142 Cal.App.4th 508, the
court of appeal held that the plain language of Civil Code § 2941, imposes no obligation
on the title company or escrow to record the deed of reconveyance but rather it imposes
penalties on the beneficiary, trustee or title company (lien release alternative) for failing
to comply with the provisions of the statute that applies to them. 217
In addition, where the trustee never received the documents from the title
company, no duty to record the reconveyance arises. 218 Nothing in Civil Code § 2941
speaks to the duties of an escrow holder but rather only addresses the duties of the
trustee and of the beneficiary. 219 . The only exception is where the title company
“prepares and records a release of the obligation (§ 2941, subd. (b)(6) [lien release] or
where the title company is substituted in as trustee pursuant to Civil Code § 2934a. The
“legislature specifically intended to provide that the responsibility for recording a
reconveyance or its equivalent remains at all times with the trustee, and is not ‘shifted’
to an escrow holder.” 220
Where the lender and not the borrowers issue instructions to escrow to reconvey,
the sub-escrow holder will not be responsible for recording the reconveyance. 221
Comment: The Markowitz case is overly technical and overlooks the reality that
in most cases, the new lender and the borrower intend for the escrow holder in the
refinance escrow transaction to make sure that reconveyances on loans that were paid
off have been recorded. If the sub-escrow or escrow holder does not have a duty to
make sure that they have a reconveyance from the trustee and to record it at the close
of escrow, many such reconveyances will not b e recorded. That is, the escrow holder
will not have a duty to cause a reconveyance deed to be recorded unless there are
instructions to do so and, particularly instructions from the borrower. However, the
trustee will have no duty to record a reconveyance deed because the trustee will not
have received any of the prerequisites to it having such a duty (e.g., request for
reconveyance, original note and deed of trust, fees, etc.) To solve this problem,
217

Id. at p. 523.
Id. at 523
219
(Id., at 523.
220
Id.
221
Id., at 525.
218
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refinance lenders should have lender and borrower instructions that clearly require the
escrow to record a reconveyance deed as a condition of closing escrow.
K. A Trustee Who Reconveys Under the Mistaken Belief It Was Trustee
of Record Has no Legal Duty to a Subsequent Purchaser of the
Secured Property.
In Heritage Oaks Partners v. First American Title Ins. Co. (2007) 155 Cal. App.
4th 339,Plaintiff Heritage Oaks purchased property from Union Bank after the Union
Bank was the successful bidder at its foreclosure sale conducted by First American. At
the time of the foreclosure sale, a substitution of trustee had been recorded naming
Union Bank, not First American, the trustee under the relevant deed of trust. The prior
owners sued, alleging the foreclosure sale was void because it had not been conducted
by the trustee of record. The former owners prevailed in the trial court. While the
litigation was pending, the plaintiff, Heritage Oaks, settled with the prior owners. First
American and Union Bank appealed the decision. The court of appeal in Jones v. First
American Title Ins. Co. (2003) 107 Cal. App. 4th 381, reversed the decision.
In this litigation, Heritage Oaks sought to recover its attorney's fees and other
damages on the theory that First American caused the prior litigation by negligently
conducting the foreclosure sale when it was not the trustee of record. Based upon the
ruling in Jones the trial court and the court of appeal ruled in favor of First American.
Heritage Oaks purchased the real property commonly known as the "Peppertree
Property" from Union Bank in October 1996. Union Bank acquired title to the
Peppertree property in January 1996 by making a credit bid of $2,150,000.00 at a
nonjudicial foreclosure sale conducted by First American. Union Bank's borrowers had
defaulted on a loan secured by a deed of trust on the Peppertree property. First
American was not, the trustee of record in January 2006 when the foreclosure sale was
conducted. Union Bank had previously substituted itself as trustee (to foreclose on
another property) and did not thereafter record another substitution of trustee to
reinstate First American as trustee for the Peppertree Property.
In December 1997, the bank's former borrowers discovered that First American
was not the trustee of record when First American conducted the foreclosure sale of the
Peppertree property. The owners filed suit against Union Bank, First American and
Heritage Oaks alleging that the sale was void and seeking to quiet title to the property in
the Peppertree owners. During the owners' litigation, Heritage Oaks incurred more than
$500,000.00 in attorneys’ fees and expenses in defending itself. In September 1999,
the trial court in Ventura County entered judgment in favor of the owners, concluding
that the sale to Union Bank was void.
The Peppertree owners filed a second lawsuit against Heritage Oaks seeking
return of the Peppertree property. Heritage Oaks settled that lawsuit by paying the
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owners $1.4 million and quitclaiming the Peppertree property back to the former owners
except for two lots which Heritage Oaks had already sold to a third party. Heritage
Oaks kept the proceeds of those sales and paid about $123,000.00 in delinquent
property taxes on the lots sold.
Subsequently, after the settlement between the owners and Heritage Oaks was
final, the court of appeal reversed the judgment in the quiet title action and held that the
trial court erred when it denied reformation of the deed of trust to permit First American
to conduct the foreclosure sale. See Jones, p. 388. The Jones court reasoned that the
substitution of Union Bank as trustee in place of First American occurred in the context
of a whole series of agreements intended by the parties to help the borrowers repay the
loan and to preserve Union Bank's right to foreclose if the borrowers did not perform.
Jones, supra p. 389.
Jones held that even though one of the documents, i.e. the substitution of
trustee, was deficient, the parties intention was to preserve Union Bank's right to
foreclose. Thus, Jones supra held that reformation of the substitution was necessary to
carry out the manifest intent of the parties. The mistake was mutual because at the
time of the foreclosure sale all parties to the loan modification agreements believed that
the documents were sufficient to carry out the intent of the parties. Jones, supra at p.
390 allowed the substitution of trustee document to be reformed to permit First
American to act as trustee and to validate the initial foreclosure sale eliminating the
owners' interest in the Peppertree property.
Heritage Oaks then sued First American for two causes of action. The first cause
of action was for equitable indemnity claiming that First American breached its legal
duties as trustee under the deed of trust by proceeding to foreclose without first
recording a proper substitution of trustee. This mistake caused the purchaser, Heritage
Oaks, to incur attorney's fees and suffer other damages for which it is entitled to be
indemnified. The second claim by Heritage Oaks was that First American was negligent
for conducting the sale based upon an incomplete and mistaken substitution of trustee
that required legal reformation to be valid.
The trial court held that as trustee First American owed no duty of care to a thirdparty such as Heritage Oaks because it was not foreseeable to First American that a
negligently conducted foreclosure sale would harm anyone other than the purchaser at
that sale. Since Heritage Oaks purchased the property from Union Bank, the
trustee's duties did not extend to a party who purchased the property from a
successful bidder.
Legal Issues: Whether a trustee conducting a nonjudicial foreclosure sale
believing that it is the trustee of record and conveying title to the property to a
successful bidder owes a duty to subsequent purchasers of the property to ensure the
sale was properly conducted?
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Analysis: The first element which must be determined in a negligence claim is:
whether a duty of care is owed to another party? Whether a duty of care exists in a
particular case is a matter of law for a court to determine as a matter of law to be
decided by the court. Heritage Oaks argued that First American’s conducting a sale
when it was not the trustee of record would foreseeably cause harm to subsequent
purchasers of the property because a sale by someone other than the trustee of record
is void and does not convey title to the property. In support of this proposition, Heritage
Oaks argued that Bank of America N.A. v. La Jolla Group II (2005) 129 Cal. App. 4th
706, 713 and Dimock v. Emerald Properties LLC (2000) 81 Cal. App. 4th 868, 876
supported its position that an improperly substituted trustee cannot pass valid legal title
to a purchaser. Thus, Heritage Oaks argued that it was foreseeable that other
purchasers down the chain of title from Union Bank would be affected by First
American's actions in conducting a void foreclosure sale since no valid title could be
passed.
The trustee's duties are: (1) upon default to take steps necessary to foreclose the
deed of trust; or (2) upon satisfaction of the secured debt to reconvey the deed of trust.
See Vrounas v. Fidelity National Title Ins. Co. (1999) 73 Cal. App. 4th 668, 677.
Consistent with this view is the opinion of the California Supreme Court in I.E.
Associates v. Safeco Title Ins. Co. (1985) 39 Cal. 3d 281: "The powers and duties of a
trustee's nonjudicial foreclosure proceedings have long been regarded as strictly limited
and defined by the contract of the parties and the statutes There is no authority for the
proposition that a trustee under a deed of trust owes any duties with respect to the
exercise of the power of sale beyond those specified in the deed and the statutes."
(Pages 277-278). The Heritage Oaks Court noted that the statutes governing
nonjudicial foreclosure in California do not expressly create the duty proposed by
Heritage Oaks. The court like a number of courts’ ruling on this issue subsequent to I.E.
Associates, supra declined to recognize additional duties on behalf of the trustee. Their
reasoning is based upon the policy argument articulated in I.E. Associates that
permitting an expansion of the trustee's duties was not good public policy because the
non-judicial foreclosure statutes reflected a legislative balancing of the interests
between the various parties to the deed of trust.
As noted by the court in I.E. Associates:
“Trustees, the middlemen, need to have clearly defined
responsibilities to enable them to discharge their duties effectively and to
avoid embroiling the parties in time consuming and costly litigation.” (p.
288.)
The Heritage Oaks court, supra, reasoned that public policy militated against the
recognition of a duty by a person or entity conducting the sale to subsequent
purchasers of the property being sold. Recognizing such a duty to subsequent
purchasers such as Heritage Oaks would upset the carefully crafted balancing of
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interests described in the I.E. Associates case without increasing the protection afforded
to borrowers. The court of appeal held that the policy reasons did not enable it to
determine where the court should draw the line and which subsequent purchasers
would be protected and which ones would not. In theory, the court also based its ruling
to deny the claims on the availability of title insurance to protect the rights of subsequent
purchasers to the foreclosure sale.
The court also relied on the ruling in Diediker v. Peelle Financial Corp. (1997) 60
Cal. App. 4th 288 to support its ruling. In Diediker, the trustee conducted a foreclosure
sale without discovering an IRS lien on the property. The buyer at a foreclosure sale
later sold the property to a third party whose title insurer was forced to pay off the IRS
lien years later. The buyer then sued the trustee who prevailed on summary judgment.
Because in the usual course of events, each purchaser of property obtains title
insurance of his or her own. The issuer of each policy conducts his own search and will
locate the lien during its preliminary title search and state the policy’s exceptions in
which case the purchaser can negotiate a new price which takes the lien into account or
cancel the transaction or fail to locate the lien or for other reasons choose not to except
it from coverage, and the purchaser will be protected by the policy. Diediker, supra at p.
296.
Heritage Oaks' argument regarding equitable indemnity was also quickly
dismissed. In order for the party to state a claim for equitable indemnity Heritage Oaks
had to allege that it was jointly and severally liable to the prior owners. Unless there
was a liability to the former owners there was no basis for indemnity. Here, the prior
litigation determined that the owners had suffered no damages because the court
reformed the substitution of trustee to have First American made the trustee. Since
First American was not liable based upon the prior ruling in Jones, supra neither was
Heritage Oaks.
Comment: Although there is a great deal of supportive language about the
limited nature of a trustee's liability to third parties, it must be kept in mind that the court
of appeal did not address the issue of whether or not a trustee owes a duty to third-party
purchasers at a foreclosure sale who are damaged as a result of the trustee's actions at
the sale. For example, the issue arises whether or not the court would have ruled the
same if the foreclosure sale had a third-party bidder purchased the property instead of
the former beneficiary. This question has been partially answered in both the Bank of
America v. La Jolla Group, supra case and its predecessor Residential Capital LLC v.
Cal Western Reconveyance Corp. (2003) 108 Cal. App. 4th 807.
The case does provide some comfort to claims made by third parties but
reinforces the fact that the trustee conducting the sale bears liability to either the
beneficiary or the borrower for its actions in conducting the sale.
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3.

Partial Reconveyance.

When a lender’s loan is secured by multiple parcels of security the lender may
partially reconvey one of the parcels without reconveying all of them. This may be done
with, or without, a specific clause requiring partial reconveyance.
A. Partial Release Clause.
A "partial release clause" requires or allows that some parcels of the real
property security for a loan be released from a deed of trust. Most construction loans
on multiple lots or parcels in a subdivision are secured by a blanket construction deed of
trust which contain a partial release clause providing for partial reconveyance of
individual lots as they are purchased by buyers with take out (permanent) financing by
consumers. Usually the partial reconveyance clause is not effective if the blanket
encumbrance is in default. It is not wise to attempt to take over such construction loans
as they may, after a certain point, become callable by the lender.
Builders of subdivisions are prohibiting from selling lots subject to a blanket
encumbrance in the absence of a partial release clause. (Bus. & Prof. Code § 11013.1.)
Where the senior deed of trust contains an express partial release clause at the
time a guaranty or junior lien is made, the junior lienholders or guarantors will not have
valid objections when the partial reconveyance is done consistent with the partial
release clause.
Problems arise from the improper use of the reconveyances. This is particularly
true when “partial reconveyances” are used to release one of several parcels of security
under a deed of trust. Care must be taken to use the proper form so as not to
accidentally release parcels that are not intended or to appear to extinguish the
obligation secured by the deed of trust.
B. Where the loan documents do not have a Partial Release Clause.
Where the loan documents do not contain a partial release clause, the trustors
have no right to demand the partial release of collateral securing its loan. (Civil Code §
2912 and Karlsen v. American Sav. & Loan Assn. (1971) 15 Cal.App.3d 112, 115-120.)
However, even without a partial release clause, the borrower and lender can
agree that some part of the security may be released. While this agreement may be
enforceable between the borrower and the lender, it may be objectionable by certain
third parties (e.g., junior lienholders and guarantors).
When a senior lienholder agrees with the trustor to partially release security
when the deed of trust did not contain a partial release clause, a junior lienholder may
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be able to assert that the senior lienholder has violated the junior lienholder’s rights to
have the borrower’s assets marshaled. (Civ. Code §§ 3899 and 3433.) That is, where
the senior lien is secured by two (or more) pieces of security and the junior lienholder
has security against only one of those parcels, the senior lienholder may be prohibited
from releasing the parcels not subject to the junior lien as it makes the parcel secured
by the junior lien bear a disproportionately large share of the balance of the senior
obligation and reduces the junior lienholder’s chances of recovery.
The senior
lienholder, upon request of the junior lienholder, can be required to “marshal” the
assets, foreclosing on the parcel upon which the junior lien does not have security.
This is sometimes called the “two fund” rule.
Similarly, guarantors can object claiming that permitting “partial release” is an
alteration of the obligations or remedies of the principal exonerating the guarantor. (Civ.
Code § 2819.) Up to date guaranties that are drafted with proper and thorough waivers
may avoid this problem.
Comment: Best practice is to obtain the consent of the junior lienholder and/or
guarantor to any agreement with the borrower to release part of the security for the real
property secured loan. This may not be required where the parcel released is the only
on covered by the junior lien.
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7

PREFORECLOSURE REQUIREMENTS.
1.

Actions Required Prior to Foreclosure.

While preforeclosure notices have been required for many types of loans for
years, since the financial crisis local, state, and federal government legislatures have
been piling on pre-foreclosure requirements.
2.

Preforeclosure Notices

Preforeclosure notices can be required by: (1) contract (i.e., the note or deed of
trust; (2) by servicing regulations or requirements of the lender or secondary purchaser
who has acquired the loan (i.e., FannieMae or FreddieMac); or (3) by law.
3.

By Contract

Notes and deeds of trust should be carefully reviewed prior to commencing a
foreclosure. Many deeds of trust FHA, HUD, FannieMae or FreddieMac standard forms
of residential deeds of trust require a specific 30-day preforeclosure notice to be given
to the borrower. Many commercial deeds of trust have prenotice provisions which can
vary greatly from form to form. That is, the timing of the prenotice can vary from 10-60
days (or more) and some only require preforeclosure or cure notice for certain types of
default (e.g., ones where the default is curable whether monetary or note).
4.

By Statute.
A. Local Ordinances Requiring Certain Actions Before a Notice of
Default can Be Filed.

The subprime mortgage crisis has resulted in an historic number of foreclosures,
particularly in communities where large numbers of new homes were built and sold in
the past 5 years. Many of these properties were purchased with high loan-to-value
ratios and subprime or other non-traditional mortgage financing.
Many owners, including many speculators, have walked away from their
properties, their loans and their responsibilities. California’s liberal antideficiency
statutes assure most borrowers of having little or no legal or financial consequences for
their actions. Local governments lack the political will to prosecute, cite or fine owners
who are losing their properties to foreclosure and rarely do anything to owners who
intentionally and unlawfully take or destroy the secured property.
Cities and counties (for unincorporated areas), one after another, have taken the
easy (redistributivist) way out by adopting distressed property ordinances that impose
upon lenders or trustees under deeds of trust the responsibility of inspecting,
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registering, recording notice of assignment (with contact information), maintaining and
securing properties distressed or abandoned properties.
(1)

The Problems as Viewed by Local Government.

The problem, as seen by local government, is that properties abandoned by
owners and left vacant create an array of problems. As stated in Riverside County
Ordinance No. 881 (“RCO # 881”) 222 :
“[A]bandoned and distressed residential properties pose a risk to the
public peace, health and safety of the citizens . . . because the detrimental
effects from the lack of security and maintenance of abandoned and
distressed residential properties include dangerous attractive nuisances,
increased opportunities for crimes such as squatting, vandalism and
burglaries, discouraging buyers from purchasing neighboring homes,
lowering property values, and physical and economic blight.”
No doubt many of these problems exist, but the real question is: Who should be
responsible for securing and maintaining abandoned or distressed real properties? The
logical and simple answer is: the record owner. The other logical choice is that local
government should remedy the problems with abandoned and non-code complying
properties and place a lien on the property.
To impose upon lenders or trustees under deeds of trust the responsibility of
inspecting, registering, recording notice of assignment (with additional contact
information), maintaining and securing properties is analogous to the situation where a
car breaks down and is abandoned by the owner on the side of the road. No one would
expect that the lender/lienholder on the car should be responsible for fixing, securing
and towing the abandoned car.
(2)

Historical Approach.

Historically and legally, the owner of the property holds all of the rights to title.
That is, he/she hold the rights: to use and possession, to encumber, to alienate (sell or
give away) and to will (devise) or to leave the property to heirs by intestate succession
(no will) the property (i.e., historically called the “bundle of rights” or “incidents of
ownership”). Lenders with deeds of trust, in California, hold a lien that allows the lender,
through a trustee, to foreclose on the property should the borrower default on his/her
loan.
Historically, he/she who holds the bundle of rights has the obligations and
burdens associated with the real property (i.e., to inspect, secure, maintain, to comply
222

The Riverside Ordinance is used as an example. Many of the local ordinances in California
are substantially similar to the Riverside Ordinance.
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with local ordinances, etc.) Generally, when the property owner did not fulfill his/her
responsibilities and breached a local ordinance relating to the maintenance or condition
of the property, the local jurisdiction cited and fined the owner, red-tagged or liened the
property. When the violations were recorded they would put subsequent purchasers or
encumbrancers (e.g., lenders) on notice of the problem with the property. In the more
extreme cases, the local government would fix the public violation (e.g., weed
abatement) and place a lien against the property.
(3)

New Local Government Approach.

Many local governments have decided to abandon the tried and true methods of
dealing with responsibility for property (at least when it becomes distressed or
abandoned) and shift almost the entire burden of the property to the lender or to the
trustee. This approach is, at best, ill-conceived and is probably unconstitutional.
Many local governments have passed distressed sale ordinances including:
Riverside County Ordinance No. 881 (“RCO # 881”); The City of Palmdale (Ordinance
1345); the City of Chula Vista (Ordinance §§15.60.010 et seq.); the City of Temecula
(Municipal Code §§ 8.44.010 et seq.); City of San Bernardino (Municipal Code §
15.28.140 et seq.), Garden Grove (Municipal Code, §§ 8.84.010 et seq.) and the City of
Covina (Ordinance NO. 08-1960) to name a few. This summary focuses on the
Riverside Ordinance as being representative of the type of ordinances lenders and
trustees must deal with or challenge. Although some provisions of ordinances that are
dissimilar to the provisions of the Riverside Ordinance will be pointed out below,
generally, lenders, trustees or their counsel should review each applicable local
ordinance in areas in which they are doing business.
Because the owners are not held liable for the maintenance, repair and
compliance with local and other laws, they walk away from properties with impunity.
Instead of trying to care for the property until foreclosure, owners sell every appliance,
fixture, component or removable fixture, in essence stealing the lender’s security,
devaluating the security and assuring that getting that property sold on the REO market
will take substantially longer than it otherwise would have had the owner not been able
to walk away with no responsibility.
Most, if not all, of these recently enacted local government ordinances ignore
more historical reasonable solutions and impose a major shift in responsibility for these
problems to secured lenders and trustees under deeds of trust on the property.
(4)

Provisions of the Riverside Ordinance.

The Board of Supervisors of the County of Riverside (California) passed an
emergency ordinance (Ordinance No. 880) effective May 13, 2008 and a permanent
ordinance (“RCO # 881”) effective as of June 19, 2008. Much like ordinances enacted
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in the Cities of Chula Vista, Temecula, Covina and Palmdale, California, RCO # 881
imposes on trustees and beneficiaries under all deeds of trust secured by a residential
property the duties to inspect, register, maintain and secure the residential property.
Important elements of RCO # 881 include the following requirements:
•

The trustee/beneficiary must inspect the property prior to recording the
Notice of Default (RCO # 881, § 4);

•

If, based upon the inspection, the trustee/beneficiary determines that the
property is “vacant” or “shows evidence of vacancy”, the trustee or
beneficiary must register the property with the Building and Safety
Department and pay an annual registration fee (RCO # 881 § 4.a.);

•

If the property is not “vacant” or does not show “evidence of vacancy”, the
trustee/beneficiary must continue to inspect the property monthly until
the default is cured or until the property is “found to be vacant or shows
evidence of vacancy” at which time the trustee or beneficiary must register
the property within 10 days of discovering these facts (RCO # 881 § 4.b.);

•

“Abandoned properties” must be maintained by the trustee or beneficiary
“in a manner comparable to the neighborhood standard” (RCO # 881 § 5);

•

“Abandoned properties” must be “secured” by the trustee/beneficiary
(RCO # 881 § 6);

•

“Abandoned properties” must be posted with the “name and 24-hour
contact phone number of the local property maintenance company that
must be retained by an out of area beneficiary/trustee. The posting shall
be no less than 18” X 24 and shall be of a font that is legible from a
distance of forty-five (45) feet and shall contain, along with the name and
24-hour contact number, the words ‘THIS PROPERTY MANAGED BY’
and ’TO REPORT PROBLEMS OR CONCERNS CALL’ [name of local
management company, or a local trustee/beneficiary]” (RCO # 881 § 7);

•

“Local” is defined as being “within forty (40) road/driving miles distance
from the subject Property” and it defines as “out of area” as that which is
“in excess of forty (40) road/driving miles distance of the subject property.”
(RCO # 881 §§ 3.p. and 3.s.). Therefore, any trustee or beneficiary who is
located more than 40 road/driving miles from the property, must hire a
local maintenance company (within 40 road/driving miles) that has the
capability of responding to 24 hour contact. This distance varies in
different local ordinances;
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•

If the sign cannot be visible from the street by posting it in the front
window, it must be “secured to the exterior of the building/structure facing
the street to the front of the property so it is visible from the street; if no
such area exists, on a stake of sufficient size to support the posting in a
location that is visible from the street to the front of the property but not
readily accessible to vandals. The exterior posting must be constructed of
and printed with weather resistant materials. One might view such a sign
as really saying, “I’m vacant, please vandalize me” (RCO # 881 § 7);

•

Violation of RCO # 881 is punishable by an administrative penalty of $100
to $500 per day (depending on whether the violation is a first or
subsequent violation) and by a civil penalty of not to exceed $1,000.00 per
day, or each part of a day, the violation continues. The penalties are
payable to the County and no prior notice of violation is required by the
statute. The amount of the fine and of the civil penalties can vary
under various local ordinances and the government entity to which
the penalties are paid will vary.

•

RCO # 881 gives the Riverside County Code Enforcement Department
authority to require the trustee/beneficiary or the owner of record of the
property covered by the ordinance “to implement additional maintenance
and/or security measures including, but not limited to, securing any/all
door, window or other openings, installing additional security lighting,
increasing on-site inspection frequency, employment of an on-site security
guard, or other measures as may be reasonably required to arrest the
decline of the property.” (RCO # 881 § 9).

•

Other local ordinances require that “[w]ithin 10 days of the purchase
and/or transfer of a loan/deed of trust secured by residential property the
new beneficiary/trustee shall record, with the [County] County Recorder’s
Office, an assignment of rents, or similar document, that lists the name of
the corporation, and/or individual, the mailing address and contact phone
number of the new beneficiary/trustee responsible for receiving payments
associated with the loan/deed of trust. (City of Chula Vista Ord. 15.60.030
and City of Covina Ord. 8.42.030). The City of Temecula ordinance allows
thirty (30) days from the assignment of the deed of trust to record a
document with the required contact information. (Temecula Ord.
8.44.030). Generally, assignments of deed of trust used by lenders do not
contain the type of information required by these local ordinances and
often do not include any information as to the loan servicer.
(5)

Impact on the Foreclosure.
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Nothing in these local ordinances state what happens (other than the imposition
of fines and penalties on the violator) if a notice of default is filed, or a foreclosure is
completed, where the lender has failed to comply with the local ordinance before filing
the notice of default. Therefore, it is an open question whether the violation of such a
local ordinance would render a trustee’s sale void or voidable. It is highly likely any
such interpretation may be preempted by state foreclosure law. However, there is no
published court case on this issue.
(6)

Problems with the Ordinance.

RCO # 881 and similar local ordinances have too many problems to detail in this
here. A detailed article on the various definitional, constitutional and other problems
with these ordinances are set forth in articles in the UTA Quarterly Newsletter, the CMA
Newsletter or upon request. The Article is by Phillip M. Adleson, and is entitled: “Local
Ordinances Subject Trustees and Beneficiaries to Big Fines for Failure to Inspect,
Register, Secure and Maintain Properties in Foreclosure: Do They Go Too Far?”
While there are problems with the ordinance for both lenders and for trustees,
trustees have little or no ability to comply with these ordinances.
(7)

Enforcement by Local Government.

While a number of trustees and lenders have been sent notices of violation under
these new ordinances, enforcement overall seems spotty. Many lenders refuse, due to
risk, to enter properties until they have a legal right to possession. While limited
enforcement of these ordinances is good news, leaving these constitutionally
questionable statutes unchallenged gives local governments a huge hammer to beat
lenders and trustees into submission (bully them) in those instances where the local
enforcement agencies decide to selectively enforce the ordinances.
(8)

What Action Should Trustees or Lenders Take?

As to trustees, these local ordinances have a high likelihood of being
unconstitutionally uncertain, a deprivation of due process and are probably preempted
by state laws. Many of these same arguments should apply to lenders as well.
A number of these local ordinances can be found posted on the United Trustees
Association (“UTA”) website and on the California Mortgage Association (“CMA”)
website. In addition, UTA and CMA are interested in hearing from members who have
had problems with these local ordinances.
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B. SB 1137 (Civil Code § 2923.5; § 2923.6; and 2924.8 and SB 306 2009
(cleanup bill).
(1)

The Politics: You Should Have Seen the Bill That Didn’t
Pass!

The political environment since 2008 has been such that every politician wants to
take credit for solving the mortgage/foreclosure crisis. Many tried; fortunately, most
failed. SB 1137, signed by the Governor on July 8, 2008, is urgency legislation. It is
effective on July 8, 2008, except for sections 2 and 4 (notice requirements) which
become effective on Saturday, September 6, 2008.
(2)

Industry Input.

The provisions of SB 1137, while somewhat burdensome, are all manageable for
beneficiaries, loan servicers and trustees. Without industry input, this bill would have
contained far worse provisions than those ultimately adopted in the final version of SB
1137. With industry help many of the ambiguous provisions of SB 1137 (2008) were
cleaned up by SB 306 (2009) which becomes effective on 1-1-2010.
(3)

Sunset Provision.

All of the provisions of SB 1137 sunset on January 1, 2013 unless extended by
the legislature prior to that time.
(4)

Purpose of SB 1137.

Section 1 of SB 1137 provides that to ameliorate the deleterious effects on the
state economy and local economies and the California housing market that will result
from the continued foreclosures of residential properties in unprecedented numbers by
modifying the foreclosure process to require beneficiaries or authorized agents to
contact borrowers and explore options that could avoid foreclosure. In addition, the
legislative purpose was to avoid unnecessary foreclosures of residential properties and,
thereby, provide stability to California's statewide and regional economies and housing
market by requiring early contact and communications between beneficiaries or
authorized agents and specified borrowers to explore options that could avoid
foreclosure and by facilitating the modification or restructuring of loans in appropriate
circumstances.
(5)

Section 2 of SB 1137 Adds Civil Code § 2923.5.
(a) What Loans are Covered under Civil Code § 2923.5?

Civil Code § 2923.5 only applies to:
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•

Loans “recorded” from January 1, 2003, to December 31, 2007,
inclusive. Prior to 1-1-10 when SB 306 became effective this provision
covered loans “made” in the covered period. However, the term “made”
was not defined and was ambiguous as to what was the covered period.
After 1-1-10, lenders/servicers merely need to look at the recording date to
determine coverage. Any loan recorded before January 1, 2003, or after
December 31, 2007, is not a “covered loan” and is not subject to the
provisions of § 2923.5.

•

Where the loans are secured by residential real property;

•

Where the residential property is owner-occupied.

The above loans shall be called “covered loans”.
SB 306 Amendment (effective 1-1-10). Under the original version of Civil Code §
2923.5(i) (effective on 9-8-08) there was no definition of “residential property”
therefore SB 1137 may have been interpreted to apply to a 50 unit apartment building in
which the owner occupied one unit. Under SB 306, the definition of “residential
property” is not just any “owner-occupied residential property” to mean a
residential property containing no more than four dwelling units.
Comment: This may still make mixed use properties subject to Civil Code §
2923.5 if they have 1-4 residential dwelling units in them.
For purposes of § 2923.5, "owner-occupied" originally meant that “the residence
is the principal residence of the borrower.” 223 The problem with the original definition
of “owner occupied” was that it did not distinguish between the situation where the
residence was “intended to be occupied by the borrower when the loan was made” and
the situation where the borrower decides to occupy the residence only after the loan
was made. This has been clarified in SB 306 (2009) amending Civil Code § 2923.5(i)
to state:
“For purposes of this subdivision, “owner-occupied” means that the
residence is the principal residence of the borrower as indicated to the
lender in loan documents.”
Under this amendment, it will be easier to determine whether the loan is
covered. If the loan documents show that the loan was an owner-occupied principal
residence, then it will be covered. If the loan documents show that the loan was on a
rental property, the presumably the loan will never be covered even if the borrower
subsequently converts it to his/her personal residence.
223

Civ. Code §2923.5(i).
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Caution: Only apply this rule to defaults after 1-1-2010. Make sure that every
loan on residential property has a use or purpose statement (declaration) in the loan
documents. Prior to 1-1-2010 (when SB 306) is effective, because of the ambiguity in
the definition of “owner-occupied”, beneficiaries, loan servicers and trustees may want
to consider following the procedures defined in § 2923.5 for all loans secured by
residential property made between January 1, 2003 to December 31, 2007, inclusive,
whether or not the borrower originally indicated his/her intention to occupy the
residence..
(b) Preconditions to Recording Notice of Default (“NOD”).
A trustee, beneficiary, or authorized agent may not file a notice of default (“NOD”)
until 30 days after:
•

“Initial” Contact is made. Originally SB 1137 only used the word “contact”
which created uncertainty regarding whether “contact” meant the first
telephone conversation with the borrower or when the lender/servicer
actually discussed with the borrower his/her financial situation and options
to avoid foreclosure at a later date. SB 306 by adding the word “initial”
should add clarity so that the 30-days runs from the first telephone contact
with the borrower even if the borrower chooses to discuss his/her financial
situation or options to avoid foreclosure at a later date; or,

•

30-days after satisfying the due diligence requirements 224 .
(c) Contact with the Borrower (Before Foreclosure).

To satisfy the requirements for “contact with the borrower:
•

A beneficiary or authorized agent shall contact the borrower in person or
by telephone in order to:
o Assess the borrower's financial situation; and,
o Explore options for the borrower to avoid foreclosure.
(d) Assessment of the Borrower’s Financial Situation;
Discussion of Options and Notice of Borrower’s Right to
Have a Meeting with Beneficiary or Agent.

224

Civ. Code § 2923.5(a)(1).

© 2009 Adleson, Hess & Kelly P.C.

Page 93

•

The assessment of the borrower's financial situation and discussion of
options may occur during the first contact, or at the subsequent meeting
scheduled for that purpose.

•

However, during the initial contact, the beneficiary or authorized agent
shall advise the borrower that he or she has the right to request a
subsequent meeting and, if requested, the beneficiary or authorized agent
shall schedule the meeting to occur within 14 days. 225

•

A beneficiary's or authorized agent's loss mitigation personnel may
participate by telephone during any contact required by this section. 226

•

Whether the assessment of the borrower's financial situation and
discussion of options occurs at the initial meeting or at a subsequent
meeting within 14 days, the borrower shall be provided the toll-free
telephone number made available by the United States Department of
Housing and Urban Development (HUD) to find a HUD-certified housing
counseling agency.

•

Any meeting may occur telephonically.

•

A borrower may designate a HUD-certified housing counseling agency,
attorney, or other advisor to discuss with the beneficiary or authorized
agent, on the borrower's behalf, options for the borrower to avoid
foreclosure. That contact made at the direction of the borrower shall
satisfy the contact requirements of § 2923(a) (2). By amendment in SB
306, after 1-1-2010, so that the borrower’s designation of an agent shall
be made “with consent given in writing” and to provide that that
person may discuss “the borrower’s financial situation” (i.e.,
potentially private information) as well as options for the borrower to
avoid foreclosure. Prior to amendment, it was not clear whether such
designations had to be in writing and include “the borrower’s financial
situation” which is one of the two subjects to be discussed with the
borrower.

•

Any loan modification or workout plan offered at the meeting by the
beneficiary or authorized agent is subject to approval by the borrower. 227

Comment # 1. Consideration should be given to providing a borrower agent’s
authorization form. The form may be provided on the lender’s or loan servicer’s website
225

Civ. Code § 2923.5(a).
Civ. Code § 2923.5(d)(2).
227
Civ. Code § 2923.5(a)(2)& (f) .
226
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or it may be delivered in any other fashion (e.g., mailed, faxed, e-mailed or personally
delivered) to the borrower or to the borrowers designated authorized agent. The lender
or loan servicer should not insist that its form be used as long as whatever form is used
is in writing and: shows the borrower’s intent to “designate a HUD-certified housing
counseling agency, attorney, or other advisor” to discuss with the beneficiary or
authorized agent, on the borrower's behalf: (1) the borrower’s financial situation; and,
(2) the borrower’s options to avoid foreclosure
Comment # 2. The contact may be with the beneficiary or with the beneficiary’s
authorized agent. The “authorized agent” may be a loan servicer, including brokers who
service loans for private beneficiaries, and authorized by the beneficiary (e.g., in a
servicing agreement) to handle the requirements of Civil Code § 2923.5 for the
beneficiary (i.e., private or institutional lenders). Except where a loan servicing
agreement is broad enough to specifically authorize the loan servicer to fulfill the
requirement of Civil Code § 2923.5 for his principal (beneficiary), the loan servicer (e.g.,
broker) should consider modifying its loan servicing agreement to specifically authorize
the broker/loan servicer to undertake the requirements of Civil Code § 2923.5 for the
principal.
Comment # 3. The statute does not provide any detail as to what is involved in
“assessing” the borrower’s financial situation. Similarly, SB 1137 does not specify what
“options”, if any, must be available to the borrower. While a trustee might be an “agent”,
most trustees do not have the information or authority to engage in workout agreements
or modifications of the beneficiary’s loan.
Comment # 3. Making actual contact is preferable to “satisfying the due
diligence requirements” since the 30-day period appears to run from first making contact
with the borrower, allowing a NOD to be recorded on the 31st day after the initial
contact. This appears to be true, particularly after the passage of SB 306, even if a
meeting is subsequently scheduled to assess the borrower’s financial situation and to
explore the borrower’s situation (see right to meeting within 14-days). Where the “due
diligence” alternative is used, the 30-day waiting period only commences from when the
beneficiary or agent has “satisfied” the due diligence requirements.
(e) Who is the “Borrower” under Civil Code § 2923.5?
The "Borrower" under § 2923.5 is defined only as the “mortgagor or trustor”.
There is no definition of “successors in interest” in Civil Code § 2923.5 which would
include assuming and non-assuming grantees of real property (e.g., parties who
assume loans and those who take “subject to”). The narrow definition of “borrower”, the
limitation regarding the type of loans covered and the limitation regarding the time
period in which covered loans were made, may indicate that the omission of
“successors in interest” was intentional. Expansion of § 2923.5 to cover “assuming”
parties and to grantees who took “subject to” would make it problematic to implement §
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2923.5. However, SB 306, in defining a covered loan under 2923.5, has eliminated
some of this uncertainly since the trigger “owner-occupied personal residence” is
determined by the loan documents. We still do not know how to handle the situation
where the property is sold to a successor (non-assuming grantee) and the loan
documents show that the loan was originally to be an owner-occupied residence.
Comment # 1. SB 1137 does not make it clear whether contact with one or two
borrowers at the property is sufficient or whether the lender or authorized agent must
contact all borrowers listed on the loan. This was not amended in SB 306.
Comment # 2. The failure of § 2923.5 to address whether “successors to the
borrower” are considered “borrowers” for the purposes of §2923.5 may create problems.
While strict compliance with § 2923.5 may be sufficient for successors, trustees, loan
servicers and beneficiaries to avoid liability, such parties should also consider the
following practices after consulting with their own counsel:
•

Where the loan has been formally assumed by a successor to the original
trustor (borrower) with a release of the original trustor from liability, treat
the assuming party as a borrower and follow the provisions of §2923.5
even though such compliance may not be required.

•

Where the loan has been formally assumed by a successor to the original
trustor and the original trustor has not been released from liability, treat
the assuming party and the original trustor as the borrower for the
purposes of §2923.5, even though such compliance as to the assuming
party may not be required.

•

Where the successor has taken title “subject to” the existing loan, without
the knowledge of the lender initially, but where the lender has accepted
payments from the non-assuming grantee and where the lender has
contact information for the non-assuming grantee, treat the non-assuming
party as a borrower but follow the provisions of §2923.5 with respect to
both the unreleased original trustor and the non-assuming grantee, even
though such compliance may not be required as to the party taking
“subject to”.

•

Where the successor has taken title “subject to” the existing loan without
the knowledge of the lender and where the lender has not knowingly
accepted payments from the non-assuming grantee and does not have
has contact information for the non-assuming grantee, only contact the
original trustor pursuant to the provisions of §2923.5.
(f) Procedures Where, Despite “Due Diligence”, the Borrower
Cannot Be Contacted
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An NOD may be filed when a beneficiary or authorized agent has not contacted a
borrower as required by § 2923.5(a)(2) provided that the failure to contact the borrower
occurred despite the due diligence of the beneficiary or authorized agent. (Civ. Code §
2923.5(g).) "Due diligence" under § 2923.5 means “all of the following:”
•

A beneficiary or authorized agent shall first attempt to contact a borrower
by sending a first-class letter that includes the toll-free telephone number
made available by HUD to find a HUD-certified housing counseling
agency. (Letter # 1). Although SB 1137 does not specify what HUD
number should be used, the HUD website states the following:

“To find out more about HUD-approved housing counseling agencies
and their services, please call (800) 569-4287 on weekdays between 9:00
a.m. and 5:00 p.m. ET (6:00 a.m. to 2:00 p.m. PT). You can also get an
automated referral to the three housing counseling agencies located
closest to you by calling (800) 569-4287, or see our list of these HUDapproved agencies by state.”
•

After the letter has been sent, beneficiary or authorized agent shall
attempt to contact the borrower by telephone at least three times at
different hours and on different days. Telephone calls shall be made to the
primary telephone number on file.

•

A beneficiary or authorized agent may attempt to contact a borrower using
an automated system to dial borrowers, provided that, if the telephone call
is answered, the call is connected to a live representative of the
beneficiary, or authorized agent.

•

A beneficiary or authorized agent satisfies the telephone contact
requirements of § 2923.5(g) if it determines, after attempting contact
pursuant to § 2923.5(g), that the borrower's primary telephone number
and secondary telephone number or numbers on file, if any, have been
disconnected.

•

If the borrower does not respond within two weeks after the above
telephone call requirements have been satisfied, the beneficiary or
authorized agent shall then send a certified letter, with return receipt
requested. (Letter # 2).

•

The beneficiary or authorized agent shall provide a means for the
borrower to contact it in a timely manner, including a toll-free telephone
number that will provide access to a live representative during business
hours.
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•

The beneficiary or authorized agent has posted a prominent link on the
homepage of its Internet Web site, if any, to the following information:
o

Options that may be available to borrowers who are unable to afford
their mortgage payments and who wish to avoid foreclosure, and
instructions to borrowers advising them on steps to take to explore
those options.

o

A list of financial documents borrowers should collect and be prepared
to present to the beneficiary or authorized agent when discussing
options for avoiding foreclosure. (This is where the beneficiary or loan
servicer may want to put the agent authorization form and list it as a
document to bring to the meeting).

o

A toll-free telephone number for borrowers who wish to discuss
options for avoiding foreclosure with their mortgagee, beneficiary, or
authorized agent.

o

The toll-free telephone number made available by HUD to find a HUDcertified housing counseling agency.

Comment. Where the loan servicer or trustee is (or may be) subject to the
Federal Fair Debt Collection Practices Act (“FDCPA”), he/she should be careful to
comply with all of the requirements of the FDCPA (e.g., the mini-Miranda warning in 15
U.S.C. § 1692e(11); validation notice under 15 U.S.C. §1692g, etc.) The FDCPA
prohibits communication with the consumer in connection with the collection of a debt at
any unusual time or place or in a manner or place known (or which should be known) to
be inconvenient to the consumer. ("Safe Harbor" hours are between 8:00 a.m. and 9:00
p.m.)
(g) Exclusions from Some of the Requirements of § 2923.5(h).
Civil Code § 2923.5(a) [30-day waiting period and borrower contact], (c)
[declaration in NOS where NOD occurred prior to enactment of SB 1137], and (g) [due
diligence alternative] shall not apply if any of the following occurs:
•

The borrower has surrendered the property as evidenced by either a letter
confirming the surrender or delivery of the keys to the property to the
trustee, beneficiary, or authorized agent.

•

The borrower has contracted with an organization, person, or entity whose
primary business is advising people who have decided to leave their
homes on how to extend the foreclosure process and avoid their
contractual obligations to beneficiaries.
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•

The borrower has filed for bankruptcy, and the proceedings have not been
finalized See, discussion below SB 306 amendments as this exclusion
has been amended. 228

Comment # 1: Since the exclusion in § 2923.5(h) DOES NOT INCLUDE Civil
Code § 2923.5(b) [declaration of compliance in the NOD], this presents a problem. Civil
Code § 2923.5(b) only requires a declaration that the beneficiary or authorized agent
“has contacted the borrower, tried with due diligence to contact the borrower as required
by this section, or the borrower has surrendered the property to the mortgagee, trustee,
beneficiary, or authorized agent.” The wording in 2923.5(b) does not provide for the
situation where the beneficiary, trustee or authorized agent is excused from compliance
under Civil Code § 2923.5(h). This too has been amended by SB 306 (see comments
below)
Practice Tip: The declaration in the NOD should be expanded to include the
option of non-compliance due to the exclusion in Civil Code § 2923.5. THIS
DECLARATION SHOULD BE DRAFTED OR REVIEWED AND APPROVED BY
COUNSEL.
Comment #2. Surrender of the property by a “letter” or “turning over the keys”
is rather odd. While turning over the keys is relatively easy to prove (i.e., lender has
possession), to avoid assertion by borrowers that the keys were not turned over for the
purpose of surrendering the property, a letter, approved by the lender and its counsel,
should be drafted to document the borrower’s intention to surrender the property even
when the keys are turned over.
Comment #3. Proving that the borrower “has contracted with an organization,
person, or entity whose primary business is advising people who have decided to leave
their homes on how to extend the foreclosure process and avoid their contractual
obligations to beneficiaries” may also not be clear although the lender suspects that
such has happened. This exception should only be relied upon when such facts are
clear.
Comment #4. What happens if you rely on the exclusion involving a bankruptcy
and the bankruptcy is dismissed before the sale occurs?
Probably nothing if the
bankruptcy was filed and not finalized at the time the NOD was filed.
Comment # 5. Can the trustee, lender or authorized agent engage in the
contact requirements of SB 1137 while the borrower is in bankruptcy? No, as this would
likely violate the automatic stay in bankruptcy.

228

Civil Code § 2923.5(h).
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(h) NOD Recorded on or after 9-8-08 229 on a Covered Loan,
must contain a Declaration of Compliance with Civil Code
§ 2923.5.
SB 306 (effective 1-1-10), amended Civil Code § 2923.5 requires that for an
NOD filed on or after 1-1-10 [prior law was for NODs from 9-6-08], the NOD must
contain a declaration:
“that [not from] the mortgagee, beneficiary, or authorized agent has
contacted the borrower, has tried with due diligence to contact the
borrower as required by this section, or that no contact was required
pursuant to subdivision (h).” that no contact was required pursuant to
subdivision (h).” [bracket is deleted language].
Comment #1. The form of this declaration may vary depending on the practices
of the trustee used by the beneficiary. Most trustees and foreclosure agents processing
foreclosures for private lenders will likely require a declaration from the beneficiaries or
from their loan servicer as a condition of processing (recording) an NOD.
Trustees or foreclosure agents processing nonjudicial foreclosures for
institutional lenders, including loans held in the name of MERS, will likely have to adopt
a different procedure because of strict nonjudicial time lines imposed on these trustees.
In cases where the lender’s or servicer’s procedures are totally electronic, the
declaration will likely be part of the NOD (not an attachment) signed by a title company
or other authorized agent pursuant to agency agreements with the trustee and
beneficiaries.
While it is not clear, nothing in SB 1137 expressly requires that the “declaration”
be “sworn” or “under penalty of perjury”. A good argument can be made that when the
legislature intends for a “declaration” to be under penalty of perjury, it states so in the
statute. For example, Civil Code § 2941.7 (i.e., where a beneficiary cannot be found or
where the beneficiary refuses to reconvey after payoff), specifically states that: “The
declaration provided for in this section [2924.7] shall be signed by the mortgagor or
trustor under penalty of perjury.” (See, discussion of the Mabry case set forth below).
THE APPROACH TAKEN BY INDIVIDUAL TRUSTEES, LOAN SERVICERS
AND BENEFICIARIES SHOULD BE CAREFULLY REVIEWED AND APPROVED BY
THEIR OWN COUNSEL.
(6)

Where an NOD has Been Recorded Prior to the Effective

229

Technically, the effective date of SB 1137’s notice provisions was 9-6-08. However, since
September 6th was a Saturday and the County Recorders’ Offices are not open on weekends, practically
speaking, the first NOD’s or NOS requiring SB 1137 compliance would have been those recorded on or
after 9-8-08.
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Date of the Notice Provisions in SB 1137, and Has Not
Been Rescinded, Then the Notice of Sale (“NOS”) Must
Contain a Declaration of Compliance with Civil Code §
2923.5.
If a trustee, beneficiary, or authorized agent has already filed the NOD “prior to
the enactment” of § 2923.5 [probably meaning the effective date of the notice
provisions i.e., 9-6-08) and did not subsequently file a notice of rescission thereof, then
the trustee, beneficiary, or authorized agent shall, as part of the notice of sale filed
pursuant to Section 2924f, include a declaration that either:
•

States that the borrower was contacted to assess the borrower's financial
situation and to explore options for the borrower to avoid foreclosure; or,

•

Lists the efforts made, if any, to contact the borrower in the event no
contact was made.

The use of the words “prior to enactment of this section [§2923.5] is problematic
as the statute was technically enacted on July 8, 2008 when the chaptered bill was
enrolled with the Secretary of State after being signed by the Governor. However,
Section 10(b) of SB 1137 provides that the provisions of sections 2 and 4 of the Act
(i.e., Civil Code §§ 2923.5 and 2924.8) shall become operative “60 days after the
“effective date” of SB 1137. The “effective date” was July 8, 2008 and 60 days
thereafter should be Saturday, September 6, 2008. The problem that may occur is that
Section 10 of SB 1137 is found in what are called the “uncodified sections”, meaning
that that section will not appear in the printed code sections relied upon by attorneys.
To respond to challenges by consumers, their representatives and counsel prior to
September 6, 2008, beneficiaries, loan servicers, trustees and their respective counsel
should keep on hand a chaptered copy of SB 1137 with section 10(b) highlighted for the
purpose of promptly responding to claims.
Because a NOS need only be recorded 14 days (20-days after 1-1-10) 230 prior to
the scheduled sale (Civ. Code §2924f(b)(1)) but the NOS must be mailed, posted and
have the first publication commenced at least 20 days before the scheduled sale), when
must beneficiaries, trustees or their agents comply with SB 1137’s provisions requiring a
declaration in an NOD? Because NOSs are prepared at least 20-days prior to the sale,
any NOS, even those prepared prior to September 6, 2008 which will be recorded after
September 6, 2008, must comply with the phase-in rule requiring a declaration in the
NOS. Keep in mind that no declaration will be required in the NOS where the NOD was
recorded on or after September 6, 2008.

230

Civil Code § 2924f was amended by SB 306 to require that notices of sale recorded on or after
1-1-10 must be recorded 20 days prior to the date of the scheduled trustee’s sale.
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Technically, only NODs and NOSs “filed” (i.e., recorded) after Saturday,
September 6, 2008 will have to comply with Civil Code §§ 2923.5 and 2924.8. Since
recording is not done on weekends, Monday September 8, 2008 would be the first day
NODs or NOSs would have to contain the required declarations.
(i) Application to Judicial Foreclosure.
SB 1137 appears to be inapplicable to judicial foreclosures as it is specifically
limited to NODs and NOSs “pursuant to Civil code § 2924.” (Civil Code §§ 2923.5(a)(1),
(b) & (c).) However, while not required, it may be a good practice to comply with the
contact requirements of Civil Code §§ 2923.5 and 2924.8 simply because consumers
and their attorneys will soon become accustomed to these procedures and may,
wrongfully challenge judicial foreclosures.
(7)

Addition of Civil Code § 2923.6 (Servicer’s Duty under
Pooling Agreements -- Amended by SB 306 as of 1-1-10;
see comments below).

Civil Code §2923.6(a) “[t]he Legislature finds and declares that any duty
servicers may have to maximize net present value under their pooling and servicing
agreements is owed to all parties in a loan pool, not to any particular parties, and that a
servicer acts in the best interests of all parties if it agrees to or implements a loan
modification or workout plan for which both of the following apply:
•

The loan is in payment default, or payment default is reasonably
foreseeable.

•

Anticipated recovery under the loan modification or workout plan exceeds
the anticipated recovery through foreclosure on a net present value basis.

“It is the intent of the Legislature that the beneficiary, or authorized
agent offer the borrower a loan modification or workout plan if such a
modification or plan is consistent with its contractual or other authority.”
Comment: Apparently these provisions were requested by lender groups
concerned about being placed in a position of violating duties to their pools under
servicing agreements if they offered work out agreements. The purpose of this section
is unclear and it does not appear to be limited to any particular type of security (e.g.,
residential, or owner-occupied residential properties). This has been amended by SB
306 (see comments below). Also see the cases discussed below holding that § 2923.6
was not intended to create a duty to the borrower to enter into a modification
agreement.
SB 306 Amendment Clarifying § 2923.6: Some borrower attorneys were
asserting that this provision as mandating that a lender offer the borrower a workout
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agreement based upon the standards suggested in Civil Code § 2923.6. The
amendments to Civil Code § 2923.6 clarify that the duties specified in that section
are to investors in mortgage pools or to investors under servicing agreements
and not to the borrower. Several recent district court cases have come to this same
conclusion even under the language that existed prior SB 306’s amendments to Section
2923.6.
(8)

Addition of Civil Code §2924.8 (Notices to Occupants of
Foreclosure of Residential Rental Properties: Foreign
Language Copies).
(a) Civil Code §2924.8 only applies:

•

To loans secured by residential real property, and

•

If the billing address for the mortgage note is different than the property
address.

Comment # 1.
properties.

Section 2924.8 is not limited to “owner-occupied” residential

Comment # 2. Section 2924.8 does not define what “address for the mortgage
note” means. However, it can be assumed that where the servicer originally, or after
the loan is made, has an address for the borrower that is different than the address of
the property for the purpose of sending notices under the note, § 2924.8 should be
applied.
(b) What Is the New Notice and How Is It given?
Section 2924.8 provides that when the trustee or authorized agent posts the
NOS:
•

The trustee or authorized agent shall also post the following notice, in the
manner required for posting the notice of sale on the property to be sold,
and;

•

The trustee, beneficiary, or authorized agent shall mail, at the same time
in an envelope addressed to the "Resident of property subject to
foreclosure sale" the following notice in English and the languages
described in Civil Code § 1632 (i.e., Spanish, Chinese, Tagalog,
Vietnamese, or Korean). This provision has been amended by SB 306
(see comments below) to allow mailing at the same time the NOS is
mailed.

© 2009 Adleson, Hess & Kelly P.C.

Page 103

•

The notice shall read: "Foreclosure process has begun on this property,
which may affect your right to continue to live in this property. Twenty days
or more after the date of this notice, this property may be sold at
foreclosure. If you are renting this property, the new property owner may
either give you a new lease or rental agreement or provide you with a 60day eviction notice. However, other laws may prohibit an eviction in this
circumstance or provide you with a longer notice before eviction. You may
wish to contact a lawyer or your local legal aid or housing counseling
agency to discuss any rights you may have." (Civ. Code § 2924.8(a).)

•

Translations of this notice which may be used by a trustee, beneficiary, or
authorized agent to satisfy the requirements of § 2924.8 are available on
the Department of Corporations website. At this point we do not know
which agency and when these translations will be available. (Civil Code §
2924.8(c).)

•

It is an infraction to tear down the new notice within 72 hours of posting.
Violators shall be subject to a fine of one hundred dollars ($100). (Civil
Code § 2924.8(b).)

Comment: Should the § 2924.8 notice be posted and mailed to the property
address on all types of property (i.e., residential, commercial, industrial or vacant land)
just to be cautious?
Should the notice be mailed to the trustor or other persons (besides the occupant
of the rental property) who are entitled to receive NODs or NOSs?
Absolutely not! The problem is that the new notice refers to a 60-day “eviction
notice” that applies only to “tenants of residential rental properties” that have been
foreclosed. As such, if the new notice is given to the trustor or to tenants of nonresidential properties, it may cause confusion and may complicate eviction of the tenant
because trustors and tenants in non-residential properties are not subject to the new 60day notice period. (See, new Code of Civil Procedure § 1161b).
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Addition of Civil Code § 2929.3 (Owner’s Duty to Maintain Property)
(a) Duty of Owner to Maintain.
A legal owner shall maintain vacant residential property:
•

Purchased by that owner at a foreclosure sale (e.g., third party bidder); or,

•

Acquired by that owner through foreclosure under a mortgage or deed of
trust (e.g., reversion to lender). (Civil Code § 2929.3(a)(1).)

Unlike many local ordinances requiring the lender or trustee to inspect the
property prior to recording an NOD, SB 1137, only applies where the “legal owner”,
whether it is the lender or a third party purchaser, acquired title through a foreclosure
sale.
(9)

Penalties for Violation.

SB 1137 adds Civil Code § 2929.3, which only applies to residential real property
and provides:
•

A governmental entity may impose a civil fine of up to one thousand
dollars ($1,000) per day for a violation.

•

To impose a fine, the government entity must give notice of the alleged
violation, including a description of the conditions that gave rise to the
allegation, and notice of the entity's intent to assess a civil fine if action to
correct the violation is not commenced within a period of not less than 14
days and completed within a period of not less than 30 days.

•

The notice must be mailed to the address provided in the deed or other
instrument as specified in Government Code § 27321.5 (a), or, if none, to
the return address provided on the deed or other instrument.

•

The governmental entity shall provide a period of not less than 30 days for
the legal owner to remedy the violation prior to imposing a civil fine and
shall allow for a hearing and opportunity to contest any fine imposed.

•

In determining the amount of the fine, the governmental entity shall take
into consideration any timely and good faith efforts by the legal owner to
remedy the violation.

•

The maximum civil fine authorized by this section is one thousand dollars
($1,000) for each day that the owner fails to maintain the property,
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commencing on the day following the expiration of the period to remedy
the violation established by the governmental entity.
•

Subject to the provisions of § 2929.3, a governmental entity may establish
different compliance periods for different conditions on the same property
in the notice of alleged violation mailed to the legal owner.

•

For purposes of § 2929.3, "failure to maintain" means failure to care for
the exterior of the property, including, but not limited to, permitting
excessive foliage growth that diminishes the value of surrounding
properties, failing to take action to prevent trespassers or squatters from
remaining on the property, or failing to take action to prevent mosquito
larvae from growing in standing water or other conditions that create a
public nuisance.”

•

Notwithstanding the above, a governmental entity may provide less than
30 days' notice to remedy a condition before imposing a civil fine if the
entity determines that a specific condition of the property threatens public
health or safety and provided that notice of that determination and time for
compliance is given.

•

Fines and penalties collected pursuant to this section shall be directed to
local nuisance abatement programs.

•

A governmental entity may not impose fines on a legal owner under both
this section and a local ordinance.

•

The rights and remedies provided § 2929.3 are cumulative and in addition
to any other rights and remedies provided by law.

•

Section 2929.3 does not preempt any local ordinance.

•

New 60-Day Notice to Quit for Tenants in Foreclosed Residential Rental
Properties.

•

SB 1137 adds Code of Civil Procedure §1161b which provides:

•

Notwithstanding Section 1161a (the section that usually applies to eviction
of tenants), a tenant or subtenant in possession of a rental housing unit at
the time the property is sold in foreclosure shall be given 60-days' written
notice to quit pursuant to Code of Civil Procedure § 1162 before the tenant
or subtenant may be evicted from the property. THIS SECTION WAS
EFFECTIVE ON JULY 8, 2008 AND WAS NOT DELAYED.
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•

This new section does not apply if any party to the note remains in the
property as a tenant, subtenant, or occupant.
(10)

Application to Judicial Foreclosure.

SB 1137 appears to be inapplicable to judicial foreclosures as it is specifically
limited to NODs and NOSs “pursuant to Civil code § 2924.” (Civil Code §§ 2923.5(a)(1),
(b) & (c).) However, while not required, it may be a good practice to comply with the
contact requirements of Civil Code §§ 2923.5 and 2924.8 simply because consumers
and their attorneys will soon become accustomed to these procedures and may,
wrongfully challenge judicial foreclosures.
C. SB 306 (Calderon) Ch 43; SB 1137 Clean-up bill. (Effective 1-12010).
To some extent, this is a clean-up bill to SB 1137. Because the changes in the
statutes are subtle, it is best to merely comment on the changes rather than to review
the modified statutes.
•

Civil Code § 2923.5(a)(1) has been amended to make it clear that the 30days runs from “initial” contact not from the time of some later meeting or
discussion.

•

Civil Code § 2923.5(a)(2) was amended to make it more clear that the
declaration need not be “from” the mortgagee, beneficiary, or their
authorized agents, it only need be a declaration “that the mortgagee,
beneficiary, or authorized agent has contacted the borrower, has tried with
due diligence to contact the borrower as required by this section, or that
no contact was required pursuant to subdivision (h).” The amendment
removed the reference to the exemption where the borrower “surrendered
the property” and replaced it with a reference to the provisions of
subdivision (h) which list all of the exemptions to having to contact the
borrower pursuant to Civil Code § 2923.5.

•

Civil Code § 2923.5(f) has been amended so that the borrower’s
designation of an agent shall be made “with consent given in writing” and
to provide that that person may discuss “the borrower’s financial situation”
as well as options for the borrower to avoid foreclosure. Prior to
amendment, it was not clear whether such designations had to be in
writing and subdivision (f) did not include “the borrower’s financial
situation” which is one of the two subjects to be discussed with the
borrower.
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•

Civil Code § 2923.5(h)(3), creating exemptions to when contact must be
made, was amended as follows: “(3) A case has been filed by the
borrower under Chapter 7, 11, 12, or 13 of Title 11 of the United States
Code and the bankruptcy court has not entered an order closing or
dismissing the bankruptcy case, or granting relief from a stay of
foreclosure.” The good part of this is that the inartful and confusing word
“finalized” was removed from the statute as the trigger for when the
exemption terminates and the beneficiary, or their agent must comply with
Civil Code § 2935(a), (c) and (g). The bankruptcy exemption is now
terminated upon entry of an order closing or dismissing the bankruptcy or
for relief from stay. The downside of the amendment is that the
bankruptcy exemption would be lost when relief from order has been
entered. However, since most borrowers file bankruptcies after the notice
of default is filed, this additional exemption should only prove to be
problematic in those handful of cases where an NOD and Civil Code §
2923.5 compliance was not completed before the bankruptcy was filed.
Where an NOD was not given prior to the bankruptcy, creditors’
bankruptcy counsel may want to consider including in their relief from stay
orders a provision that states that contact with the debtor for the purpose
of complying with Civil Code § 2923.5 is permitted.

•

Civil Code § 2923.5(i) was modified to make is clear a covered loan is one
where a “mortgage or deed of trust” (not a “loan”) was “recorded” (not
“made”) from January 1, 2003, to December 31, 2007, inclusive. This
eliminated the confusion of when a “loan was made”. Recording is easy to
ascertain.

•

In addition, Civil Code § 2923.5(i) was modified to clarify that “residential
property” is not just any “owner-occupied residential property” (i.e., a 50
unit apartment building in which the owner occupies one unit) but rather it
is an “owner-occupied” residential property containing no more than four
dwelling units. This may still make mixed use properties subject to Civil
Code § 2923.5 if they have 1-4 residential dwelling units in them.

•

Civil Code § 2923.5(i) also amended as follows (changes in bold-italics):
“For purposes of this subdivision, “owner-occupied” means that the
residence is the principal residence of the borrower as indicated to the
lender in loan documents.” Under this amendment, it will be easier to
determine whether the loan is covered. If the loan documents show that
the loan was an owner occupied principal residence, then it will be
covered. If the loan documents show that the loan was on a rental
property, the presumably the loan will never be covered even if the
borrower subsequently converts it to his/her personal residence. Caution:
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Only apply this rule to defaults after 1-1-2010. Make sure that every loan
on residential property has a use or purpose statement (declaration) in the
loan documents.
•

Civil Code § 2923.6(a) intended to protect loan servicers and pool
managers attempting to provide modification agreements where (1) The
loan is in payment default, or payment default is reasonably foreseeable;
and, (2) The anticipated recovery under the loan modification or workout
plan exceeds the anticipated recovery through foreclosure on a net
present value basis.
Unfortunately, borrowers’ attorneys tried to
manipulate this wording to suggest that lenders were required to offer
such modification plans. The amendments to Civil Code § 2923.6 clarify
that the duties specified in that section are to investors in mortgage pools
or to investors under servicing agreements and not to the borrower.
Several recent district court cases have come to this same conclusion
even under the language that existed prior SB 306’s amendments to
Section 2923.6.

•

Civil Code § 2924.8 (Notice of Sale to Resident) was amended so that the
mailing of the Notice of Sale to Resident need not be mailed the same day
it is posted but rather at the same time the notice of sale is mailed.

•

Civil Code § 2924f was amended so that the notice of sale must be
recorded 20 days prior to the date of the sale (instead of 14 days).
(1)

SB 306 Adds New Short Pay Demand Statement.

Civil Code § 2943 relating to beneficiary statement and payoff demands was
amended to add subdivisions (a)(6)-(8) relating to short payment demands. Those
subdivisions provide:
•

“Short-pay agreement” means an agreement in writing in which the
beneficiary agrees to release its lien on a property in return for payment of
an amount less than the secured obligation.

•

“Short-pay demand statement” means a written statement, issued
subsequent to and conditioned on the existence of a short-pay agreement
that is in possession of the entitled person, that is prepared in response to
a written demand made by an entitled person or authorized agent, setting
forth an amount less than the outstanding debt, together with any terms
and conditions, under which the beneficiary will execute and deliver a
reconveyance of the deed of trust securing the note that is the subject of
the short-pay demand statement. The period shall not be greater than 30
days from the date of preparation by the beneficiary.
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•

“Short-pay request” means a written request made by an entitled person
or authorized agent requesting the beneficiary to provide a short-pay
demand statement that includes all of the following:

(A) A copy of an existing contract to purchase the property for an
amount certain.
(B) A copy of the short-pay agreement in the possession of the
entitled person.
(C) Information related to the release of any other liens on the
property, if any.
•
Civil Code § 2943 relating to beneficiary statement and payoff demands
was amended to add subdivision (c)(2) and to amend subdivision (d)(1) relating to
short-pay demands. These subdivisions provide:
“(c)(2) Except as provided in this subdivision, a beneficiary, or his or
her authorized agent, shall, upon receipt of a short-pay request, prepare
and deliver a short-pay demand statement to the person requesting it
within 21 days of the receipt of the short-pay request. A beneficiary, or his
or her authorized agent that elects not to proceed with the transaction that
is the subject of the short-pay request may refuse to provide a short-pay
demand statement for that transaction, but shall provide a written
statement to the person requesting it, indicating that the beneficiary elects
not to proceed with the proposed transaction, within 21 days of the receipt
of the short-pay request. If the terms and conditions of the short-pay
agreement require approval by the beneficiary of a closing statement or
similar document prepared by an escrowholder, approval or disapproval
shall be provided not more than four days after receipt by the beneficiary
of the closing statement, or the closing statement shall be deemed
approved, provided that the statement is not clearly contrary to the terms
of the short-pay agreement or the short-pay demand statement provided
to the escrowholder.
“(d) (1) A beneficiary statement, payoff demand statement, or shortpay demand statement may be relied upon by the entitled person or his or
her authorized agent in accordance with its terms, including with respect
to the payoff demand statement or short-pay demand statement reliance
for the purpose of establishing the amount necessary to pay the obligation
in full. If the beneficiary notifies the entitled person or his or her authorized
agent of any amendment to the statement, then the amended statement
may be relied upon by the entitled person or his or her authorized agent
as provided in this subdivision.”
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•
Other changes to Civil Code § 2943 to accommodate the new short-pay
demand statement are minor. They include:
o
If the request does not specify a payoff demand, beneficiary statement or
short -pay demand statement, then the beneficiary may send a payoff demand. (Section
2943(e).
o
The delivery of a payoff demand, beneficiary statement or short –pay
demand statement shall not change the date of the trustee’s sale. (Section 2943(f).)
o

The short pay provisions sunset on January 1, 2014.

Comment: It is hard to conceive of these short-pay demand statements being
very relevant as so few lenders enter written short-pay agreements. However, servicers
and beneficiaries should be familiar with these new provisions in the event that an
entitled person can present a written short pay agreement along with their demand.
SB 306 also adds provisions to Financial Code § 17312 relating to escrow and
membership in the Fidelity Corporation. These changes are not likely to be relevant to
most servicers, trustees and lenders.
D. Case Law Summary on SB 1137
(1)

SB 1137 (Civil Code §§ 2923.5; 2923.6 and 2924.8)

Summary: A Borrower Plaintiff must allege sufficient facts against each named
defendant to state causes of action against any such defendant. Court confirms that
where the NOD was filed prior to the effective date of Civil Code § 2923.5, it was
sufficient that the NOS included the statements (declaration) required under Civil Code
§ 2923.5(c).
•

Fortaleza v. PNC Financial Services Group, Inc. (9th Cir. N. Dist. of Cal
July 27, 2009) 2009 U.S. Dist. LEXIS 64624

Summary: In 2005, plaintiff (“Borrower”) purchased property in South San
Francisco, California (“the Property”). The lender, National City, made two purchase
money loans secured by first and second deeds of trust respectively. Defendant PNC’s
role is less than clear (i.e., as to whether it was an originator of the loans or a successor
to National City).
The borrower defaulted and a NOD was recorded on June 27, 2008 and it did not
include a declaration required by Civil Code § 2923.5(a). A NOS was recorded on
November 5, 2008, and it did include the transitional declaration required by Civil Code
§ 2923.5(c). A trustee’s sale was conducted in January, 2009.
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On March 18, 2009, plaintiff, in pro per, filed a 17-cause of action complaint in
state superior court against PNC, National City and various other defendants. The case
was removed to federal court. Plaintiff’s complaint alleged causes of action for: (1)
violations of California Business & Professions Code § 17200; (2) violation of Financial
Code § 4973 et seq.; (3) violation of Civil Code § 2923.5; (4) fraud; (5) breach of implied
covenant of good faith and fair dealing; (6) conversion; (7) quiet title; (8) fraud in the
inducement; (9) unfair business practices; (10) breach of fiduciary duty; (11)
defamation; (12) wrongful foreclosure; (13) civil conspiracy; (14) aiding and abetting;
(15) unlawful joint venture; (16) injunctive relief; and (17) rescission of loan contracts.
While not mentioned in the court’s decision, the complaint appears to be typical of those
acquired by pro per plaintiffs from the internet or from lawyers or scriveners allegedly
helping borrowers in default. That is, it contains a multitude of general, conclusory
claims without specific facts against any particular defendant in addition to failing to
state the necessary factual elements to state a legal action against defendants.
Recently, many courts have been more than generous in allowing defendants,
particularly those acting in propria persona (i.e., as their own attorney) to avoid
specifically pleading what, if anything, the defendants did wrong that caused damages.
Generally, in federal courts, pleading requirements are very lax, only requiring enough
facts to put a defendant on notice of the general nature of the claim against the
defendant.
PNC and National City brought a noticed motion to dismiss plaintiff’s complaint.
The borrower filed no opposition. The court, in a detailed opinion, analyzed each cause
of action and ultimately dismissed the entire action with leave to amend most of the
causes of action.
The court observed that for the plaintiff to prevail, all she had to do was include a
"short and plain statement of the claim showing that the pleader is entitled to relief." . . .
Specific facts are unnecessary - the statement need only give the defendant "fair notice
of the claim and the grounds upon which it rests." (Cts. Om.) However, the court went
on to hold that:
“While the complaint ‘does not need detailed factual allegations,’ it is nonetheless
‘a plaintiff's obligation to provide the 'grounds' of his 'entitlement to relief' [which]
requires more than labels and conclusions, and a formulaic recitation of the elements of
a cause of action will not do.’ In short, a plaintiff must allege ‘enough facts to state a
claim to relief that is plausible on its face,’ not just conceivable.” [Cts. Om.]
This is critical in many cases brought by pro per plaintiffs or by attorneys recently
rushing to get into the business of helping borrowers with respect to mortgages in
foreclosure. Complaints filed by these plaintiffs typically are boiler plate; often do not
contain the necessary elements of the causes of action they attempt to plead; and,
rarely distinguish between the multiple defendants the borrower has sued.
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We will not review each cause of action analyzed by the court. Lenders and
brokers, however, may want to point out the Fortaleza decision to their counsel.
Plaintiffs attempted to allege a cause of action for unfair business practice (Bus.
& Prof. Code § 17200). The complaint alleged that the untrue and misleading
statements included: statements that defendants were mortgage loan experts that could
be trusted to help Plaintiff close [her] short sale and avoid foreclosure; statements
regarding the terms and payment obligations of plaintiff's loans; statements regarding
the prepayment penalty of the loans; statements that the home value would continue to
rise and that Plaintiff could refinance quickly; and statements that defendants did not
make any payments of kickbacks, fees or other ”things of value”.
The court held that even under an unfair business practice action the plaintiff
must “state with reasonable particularity the facts supporting the statutory elements of
the violation.” That is, there must be alleged facts showing that each defendant acted
“unfairly”; unlawfully (i.e., violated a statute) or fraudulently.
Similarly, plaintiff failed to allege which provisions of California’s predatory
lending law were violated.
The main problem in plaintiff’s complaint was that she made conclusory
allegations and did not allege conduct of any specific defendant so that it could be
determined which defendant committed any particularly allegedly wrongful act.
The court made four important holdings in analyzing the 17 causes of action in
the plaintiff’s complaint.
First, even in federal court, fraud allegations must be pleaded with particularity
against each defendant.
Second, causes of action must allege sufficient facts for each defendant to
understand the claims being made against him/her, not just that all of the defendants,
jointly, may have engaged in some wrongful conduct.
Third, that only after the date Civil Code § 2923.5 became effective (SB 1137),
must a lender’s NOD include a declaration required by Civil Code § 2923.5(b). If the
NOD was recorded before the effective date of SB 1137, but the NOS was not, it merely
needs to include the transitional declaration set forth in Civil Code § 2923.5(c) which
requires that the NOS include a declaration that either:
•

States that the borrower was contacted to assess the borrower's financial
situation and to explore options for the borrower to avoid foreclosure; or,
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•

Lists the efforts made, if any, to contact the borrower in the event no
contact was made.

Merely claiming that all defendants failed to comply with Civil Code § 2923.5 is
not sufficient.
Fourth, to allege wrongful foreclosure the plaintiff must allege against each
defendant a statutory or common law rule or authority upon which the claim of wrongful
foreclosure is based.
Comment: This case may be very useful as authority where plaintiffs use very
general, boilerplate complaints that fail to allege which defendants engaged in the
allegedly wrongful conduct.
(2)

Under Civil Code § 2923.5(h) (3) (SB 1137), lenders are
exempt if the borrower is in a bankruptcy that has not
been finalized. Obtaining relief from stay does not finalize
the bankruptcy requiring that the lender (previously
exempt) to comply with the provisions of Civil Code
§2923.5.

Austin v. Patelco Credit Union (Bankruptcy Court N.D. Cal. 2009) 2009
Bankr. LEXIS 638
Summary: Borrowers filed an adversary proceeding in their Chapter 13
bankruptcy to restrain the foreclosure of their residence upon which Patelco Credit
Union (“Patelco”) had a first deed of trust. The court granted a TRO and a preliminary
injunction on condition that the Borrowers made future payments. Borrowers filed their
chapter 13 bankruptcy on July 11, 2007 and Patelco obtained relief from stay in
November 2007. The Borrowers breached an agreed order entered into with the debtor
in the bankruptcy and the Borrowers moved to dismiss the bankruptcy. The court
entered an order of dismissal. On January 8, 2008, the Borrowers filed another
adversary proceeding and another chapter 13. The plan proposed making post-petition
payments to Patelco on its $733,000 loan. Because this was the Borrowers’ second
chapter 13, the automatic stay would only apply for 30 days unless extended by the
court. Borrowers filed a motion to extend and Patelco objected to the extension. The
court conditioned extending the stay upon the Borrowers providing proof of new
employment. The court further conditioned the extended stay upon the Borrowers
making post-petition payments and an additional $10,000 by a given date.
After initially making payments pursuant to an adequate protection order, Patelco
claimed that Borrowers were in default and, after giving the required notice under the
adequate protection order, recorded its notice of sale. The Borrowers filed another
adversary proceeding to stop the foreclosure set for February 11, 2009.
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In the context of the Borrowers’ adversary proceeding the bankruptcy court
discussed the provisions of SB 1137 (Civil Code §§ 2923.5, 2923.6, 2924.8 and
2929.3.) The bankruptcy court noted in discussing SB 1137, that:
“The legislation did not require lenders such as Patelco, who had
already recorded notices of default, to re-record those notices after
attempting to negotiate. However, it did require such lenders, who had not
yet recorded notices of sale, to attempt to negotiate before recording a
notice of sale. There is no dispute that Patelco made no attempt to
negotiate with the Debtors before recording Notice of Sale on January 14,
2009.”
Civ. Code § 2923.5(h) (3) exempts lenders from complying with a number of
provisions of Civil Code § 2923.5 where “[t]he borrower has filed for bankruptcy, and the
proceedings have not been finalized.” (Civ. Code § 2923.5(h) (3).)
The Borrowers argued that Patelco had to negotiate with borrower before it
recorded its notice of sale because the bankruptcy became “finalized” as to Patelco
once it obtained relief from stay. Patelco claimed that since the bankruptcy case was
still pending when it filed its notice of sale that the bankruptcy had not been “finalized”.
The bankruptcy court found Patelco’s explanation of Civil Code § 2923.5(h) (3) to
be more persuasive and adopted it.
Ultimately, the bankruptcy court found that Patelco had incorrectly stated its
default to the adequate protection order and held that relief from stay was not
adequately obtained. As such, the foreclosure was not permitted to proceed.
Comment: See, SB 306 (2009) has now modified the bankruptcy exemption to
Civil Code § 2923.5(h) to provide that the servicer or beneficiary is exempt from the
provisions of Civil Code § 2923.5(a), (c) and (g), if “[a] case has been filed by the
borrower under Chapter 7, 11, 12, or 13 of Title 11 of the United States Code and the
bankruptcy court has not entered an order closing or dismissing the bankruptcy
case, or granting relief from a stay of foreclosure.” SB 306 becomes effective on 11-10. Therefore, under these new provisions, if SB 1137 compliance was not done prior
to the bankruptcy, it will have to be done after relief from stay is obtained. Generally,
however, SB 1137 compliance must be completed on covered loans before recording
an NOD and most bankruptcies are filed after the NOD as been recorded. Under this
typical situation, no new SB 1137 compliance would be required. However, in the
unusual case, where SB 1137 compliance was not completed before the bankruptcy
was filed, after 1-1-10, it will have to be completed before an NOD may be filed after
relief from stay is obtained.
(3)

Civil Code § 2923.6 does not create a duty upon the lender
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or servicer to offer a modification to a borrower. TILA
statute of limitations for damages and rescission.
Nool v. Homeeq Servicing (Sept. 2009) 2009 U.S. Dist. LEXIS 80640.
Summary: The basic facts and allegations as described by the court are as
follows:
On or about May 11, 2006, Plaintiff refinanced the purchase of a residential
property located at 5799 West Cromwell Avenue, Fresno, California ("Subject Property")
in the amount of $397,500.00, at an initial interest rate of 8.180 percent, adjusting after
two years, never to exceed 15.180 percent ("Subject Loan"). Mr. Nool was involved in
an automobile accident, rendering Plaintiffs unable to pay their mortgage. . . .
Plaintiffs allege that Defendants "work[ed] in concert [and] conspired to place
borrowers, such as Plaintiffs ..., in the worst possible home loans for the borrowers, but
the most profitable loans for them." . . .. Plaintiffs further allege that Defendants
engaged in wrongful conduct related to its loan practices, including failing to provide
mandated disclosures in a clear and conspicuous way; materially misstating other
disclosures, such as the actual interest rate on the note; failing to adequately provide
adequate notice of the right to rescind; and failing to determine and disclose that
Plaintiffs did not qualify to obtain the loan. . . .. Plaintiffs request rescission of the
Subject Loan, damages, and injunctive and declaratory relief.
The defendants brought a motion to dismiss. The relevant issues in the courts
opinion are as follows:
First, borrowers’ loan was made on May 11, 2006 and the property was sold prior
to the lawsuit being brought on May 4, 2009. The court held that under these facts the
1 year statute to bring an action for damages under TILA had expired well before the
lawsuit was filed. As to rescission under TILA the court noted that the right to rescind
expires 3 days after consummation assuming all material disclosures were given to the
borrower (otherwise the statute of limitations for rescission is 3 years). The court
dismissed the TILA rescission claim because the borrowers failed to allege that material
disclosures were not made, therefore the statute of limitations for rescission was 3 days
after consummation which had passed long before the lawsuit was filed. In addition, the
court held that under TILA, the right to rescind expires when the property is sold. Since
the property was sold before the lawsuit was brought, this too served as a ground to
dismiss the TILA rescission claim.
Second, the court addressed the issue of whether Civil Code § 2923.6 (SB 1137)
imposes a duty on the lender or servicer to negotiate a modification with the borrower.
After analyzing the statute, the court concluded that Civil Code § 2923.6 creates a duty
between the servicer or pool manager and their investors or pool members. The court
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held that: “[t]he statute in no way confers standing on a borrower to contest a breach of
that duty.")
Third, borrower alleged that defendants violated the FDCPA and the RFDCPA.
As in other cases in this update, the court held that there were no allegations showing
that defendants were not exempt from the FDCPA. That is, there were no allegations
that defendants were not either originators of the loan, successors or servicers who
acquired the loan or servicing rights prior to default. As such defendants were not debt
collectors under the FDCPA. The court also found that there was no violation of the
RFDCPA because it mirrors the FDCPA and because that statute expressly exempts
foreclosures.
Fourth, plaintiffs alleged that defendants violated California’s predatory loan law
(Fin. Code §§ 4970 et seq.). The court dismissed the claim even though the amount of
the loan was within the amounts covered by the statute since they failed to plead the
threshold facts for coverage. That is, that either that the annual percentage rate at
consummation of the transaction exceeded the Treasury securities rate by more than
eight percentage points or that the total points and fees paid by the consumer at or
before closing exceeded six percent of the total loan amount.
Fifth, the court dismissed the borrower’s breach of fiduciary duty action because
direct lenders generally are not fiduciaries to the borrowers. There was no allegation
that a licensed broker was involved who would have a fiduciary duty to the borrowers.
(4)

Does SB 1137 create a private right of action (i.e., to sue
for damages)? Attaching a statement (or declaration) of
compliance to an NOD may be sufficient compliance with
Civil Code § 2923.5. Civil Code § 2923.6 creates a duty
between pool managers or servicers and their investors,
not with the Borrower and it does not mandate that the
lender enter a modification agreement with the borrower.

Yulaeva v. Greenpoint Mortgage Funding, Inc. (U.S. Dist. Ct E.D Cal. 2009)
2009 U.S. Dist. LEXIS 79094.
Summary: Factually, this was a complicated case but as the court noted:
“This case shares features common to the many other home loan
cases currently working their way through the federal district courts. In
October 2005, plaintiff acquired an adjustable rate mortgage from
defendant Greenpoint. Plaintiff borrowed $420,000 from defendant
Greenpoint to purchase a home, the loan being secured by plaintiff's
property through a deed of trust. ... The loan provided for an initial period
of low fixed payments, after which payments would increase. The fixed
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rate period ended at some unspecified point, and plaintiff has been unable
to make the higher subsequent payments. Since then, one or more
defendants have initiated foreclosure proceedings on her home.”
The facts were confused as the loan was assigned through a transfer through
MERS and there was confusion as to which defendants were the beneficiary, servicer
and trustee. Out of 12 causes of action the court dismissed about half without prejudice
allowing the remaining causes of action to stand. The following are among the
important issues discussed in the court’s opinion.
First, rescission of a loan under state law (Civil Code § 1689(b) (2)), as opposed
to under TILA, does not permit a delayed tender. Therefore, it is a prerequisite of
rescission under state law that the borrower tender sums due to the lender.
Second, plaintiff claimed that the loan defendants failed to comply with Civil Code
§ 2923.5 (SB 1137). The court observed that defendants attached to the NOD a
statement alleging compliance with the contact provisions of Civil Code § 2923.5. The
court did not address whether the attached statement was, or was not, a declaration
under penalty of perjury. However, nowhere in the court’s opinion did it find a problem
with this approach.
Third, plaintiff claims that the defendants violated Civil Code § 2923.6 (SB 1137)
by failing to reach a modification agreement with plaintiff. However, the court held that
Civil Code § 2923.6 only imposes a duty on members of the loan pool to each other
citing Fuentes v. Duetsche Bank, No. 09 CV 502 JM (PCL), 2009 U.S. Dist. LEXIS
57931, 2009 WL 1971610, (S.D. Cal. July 8, 2009). This is an important issue, in that
consumer boot camp lawyers have constantly raised the issue that Civil Code §2923.6
imposes a duty on the beneficiary to enter a modification agreement with the borrower.
While the court did not address the issue, such a provision would likely violate the
contract provision of the federal constitution.
Fourth, the defendants asserted the Civil Code §§ 2923.5 and 2923.6 does not
provide plaintiff with a private right of action (i.e., a right to sue for damages for a
violation of these code sections). Plaintiff did not argue that the legislature intended to
provide a private right of action but rather attempted to bootstrap this violation through
an unfair business practice action (Bus. & Profs. Code §17200.) As such, the court did
not resolve the issue of whether SB 1137 provides a private right of action. The court
did not dismiss the unfair business practice action, but it did not appear to base its
action on Civil Code §§ 2923.5 or 2923.6.
(5)

Does SB 1137 create a private right of action (i.e., to sue
for damages)? Civil Code § 2923.5 requires contact but
does not mandate that the lender offer a modification;
Where a licensed broker arranged a loan with a lender, the
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lender will only be liable for violating Civil Code § 1632
(Foreign Language Contract Act) where the plaintiff
alleges that the lender was a licensed broker or that the
lender had an agency relationship with the broker.
Ortiz v. Accredited Home Lenders, Inc. (U.S. Dist. Ct. S.D. Cal. 2009) 2009
U.S. Dist. LEXIS 62496.
Summary: In January 2006, plaintiff (Borrower) obtained a loan secured by a
deed of trust to purchase a home in Oceanside, California. The loan was allegedly
arranged through a licensed real estate broker. The Borrower defaulted and a NOD
was recorded in June of 2008 and an NOS was recorded in October 2008. Plaintiff
borrower filed an action asserting numerous causes of action including violations of
TILA, Civil Code § 2923.5; the Foreign Language Contract Act (Civ. Code § 1632) and
for unfair business practices. Defendant U.S. Bank brought a motion to dismiss.
After analyzing plaintiff’s TILA claim, the court turned its attention to interpreting
an alleged violation of Civil Code § 2923.5. The court came to two conclusions:
First, the court held that Civil Code § 2923.5 only requires that the lender attempt
to contact the Borrower to assess the borrower’s financial situation and to explore
options for the borrower to avoid foreclosure, it does not require that a lender actually
offer the borrower a modification. The court dismissed this claim simply because it
appeared implicitly that the lender had contacted the Borrower; had included the
required statement in the NOS (transitional period NOS) and that borrowers based their
cause of action on the lender’s refusal to offer a modification. The borrower was given
leave to amend to clarify the facts.
Second, the court, while admitting there was no real authority at this time,
concluded that there is a private right of action (right to sue for damages) implicit in Civil
Code § 2923.5.
Third, plaintiffs argued that under Civil Code § 1632, since the loan was primarily
negotiated in Spanish, the loan documents or disclosures should have been translated
into Spanish. The court observed that generally loans secured by real property are
exempt from Civil Code § 1632 (Civ. Code § 1532(b) (2).) However, an Article 7 loan,
which is a loan made or arranged by a licensed real estate broker and secured by real
property, is covered by Civil Code § 1632. Plaintiff’s loan was obtained through a
mortgage broker. Therefore, the question became: where the loan was negotiated
through a licensed real estate broker, could the plaintiff sue the lender (as opposed to
just the broker) for a violation of Civil Code § 1632? The court held that: to take
advantage of this exception with respect to U.S. Bank, Plaintiffs must allege that U.S.
Bank either acted as the real estate broker or that it had a principal-agent relationship
with the broker who negotiated their loan. The court cited Alvara v. Aurora Loan Serv.,
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Inc., 2009 U.S. Dist. LEXIS 50365, 2009 WL 1689640, (N.D. Cal. Jun. 16, 2009), and
references cited therein, noting that "several courts have rejected the proposition that
defendants are immune from this statute simply because they are not themselves
brokers, so long as the defendant has an agency relationship with a broker or was
acting as a broker."
The court also found that Civil Code § 1632 does not provide a separate right of
rescission. Therefore, any rescission of the loan would have to be under California’s
general rescission statutes which would require a notice of rescission and a tender.
Plaintiffs’ claims under Civil Code § 1632 were dismissed without prejudice so that
plaintiff had an opportunity to allege an agency relationship with the broker.
(6)

Does the declaration required by Civil Code §2923.5 that
must be included in the NOD (or in the transitional NOS)
have to be signed under penalty of perjury and must is
state the specific reason for compliance or exemption
under SB 1137?

Amicus Brief Fundraising in case of Mabry, Ocampo and Esobedo v.
Carrington (Pending in the California Court of Appeal, Dist. IV)
Trustees, lenders and loan servicers are under attack based on the legislative
changes to the foreclosure process (i.e. SB 1137). Unfortunately, the legislature
refused to correct certain problems with SB 1137 when its enacted SB 306 (clean-up
bill) which took effect on 1-1-10.
The Mabry litigation challenges how most trustees word the Notice of Default or
Notice of Sale to comply with the new provisions. If the Plaintiffs (borrowers) prevail in
their challenge, the validity of thousands of completed foreclosures could be affected.
The critical issue is whether the Civil Code § 2923.5 Declaration that must be “included
in” the NOD, must be signed under penalty of perjury and whether the declaration must
set forth the specific details of compliance as opposed to a general statement of
compliance. If the § 2923.5 Declaration must be signed under penalty of perjury, it is
practically impossible to “include it” within the NOD, necessitating a separate
declaration signed by the client and attached to the NOD.
Given the legislative climate in Sacramento, the Mabry case may be the best
chance of getting a favorable decision in the immediate future and ending the wave of
litigation on these issues. CMA is filing an amicus briefs brief in support of the
lender/loan servicers in the Mabry case.
Members should consider making a contribution to CMA’s amicus curie fund to
support this important effort. Contributions can be sent to:
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5.

Balloon Payments Notices.

Like other pre-notices, generally the trustee is not responsible for giving balloon
payment notices. However, where failure to pay a balloon payment is part of the
lender’s statement of breach, the best practice is for the trustee to have the
lender/servicer confirm that all pre-notices were given.
One of the most common areas for dispute in foreclosures arises from whether a
proper balloon payment notice has been given. The requirement to give balloon
payment notices generally arises from contract and/or from several statutes.
A. Seller Take-Back Loans (1-4 Residential).
Civil Code §§ 2956, et seq., apply to seller take-back notes secured by deeds of
trust on real property containing 1-4 residential units where there is an "arranger of
credit". These sections do not require that the property be "owner occupied". 231
(1)

Arranger of Credit.

Generally, "arranger of credit" means "a person, other than a party to the credit
transaction . . . who is involved in developing or negotiating credit terms, participates in
the completion of the credit documents, and directly or indirectly receives compensation
for arrangement of the credit or from an transaction or transfer of the real property which
is facilitated by that extension of credit." (Civ. Code § 2957(a)(1).) This definition
covers almost any real estate licensee involved in a sales transaction where the seller
extends credit (i.e., seller take-back note secured by the property being sold). Neither
an attorney representing one of the parties to the credit transaction nor an escrow
holder is considered an "arranger of credit".232
When a real estate licensee or an attorney acts as a principal in a transaction,
they will be viewed as an "arranger of credit" if neither party to the transaction is
represented by an agent who is a real estate licensee. 233
(2)

Consequences of Being Covered By Civil Code §§ 2956 et
seq.

The consequence of falling within the provisions of Civil Code §§ 2956, et seq., is
threefold:
•

A written Seller Financing Disclosure Statement must be given to the

231

Civ. Code § 2956.
Civ. Code § 2957(a)(1)&(3).
233
Civ. Code § 2957(a)(2).
232
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buyer and seller by the arranger of credit;
•

The holder of the note must deliver or mail "Notice of Balloon
Payment" to the trustor or his/her successor-in-interest to his/her last
known address not less than 90 days nor more than 150 days before
the balloon payment becomes due. These sections only apply to notes
executed on or after July 1, 1983; 234 and,

•

Where the note contains a balloon payment or "call" provision, it must
also contain a designated, balloon payment legend. 235
(3)

To Legend or Not to Legend.

Civil Code § 2966(d) requires the following legend to be included in seller takeback notes (whether owner occupied or not) containing a balloon payment and secured
by a deed of trust on a 1-4 residential dwelling:
"This note is subject to Section 2966 of the Civil Code, which provides
that the holder of this note shall give written notice to the trustor, or his
successor in interest, of prescribed information at least 90 and not more
than 150 days before any balloon payment is due."
Under Civil Code § 2966, the property does not have to be owner-occupied. (Civ.
Code § 2956). In addition, a promissory note is not invalidated simply because the
legend is omitted. (Id). However, compliance with the balloon payment notice provisions
will still be required even if the legend was omitted. 236
No legend is required for loans containing a balloon payment and secured by
deed of trust on 1-4 residential units at least one of which is owner-occupied. (Civil
Code § 2924i). Often, escrow agents and/or other persons preparing notes mistakenly
include the balloon payment legend set forth in Civil Code § 2966(d) in transactions
where Civil Code §§ 2956, et seq., do not apply. This practice should be avoided as the
legend becomes part of the contract and the lender may have to comply with the
balloon payment notice provisions of Civil Code §§ 2956, et seq., even though the loan
was not one subject to the balloon payment notice requirements of Civil Code §§ 2924i
and 2966.

234

Civ. Code § 2966(d).
Civ. Code § 2966(d).
236
Civil Code § 2966(d).
235
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B. Balloon Payment Notices in Non-Seller Take-Back Loans (1-4
Residential Owner-Occupied).
For loans made on or after January 1, 1984, with a term in excess of one year,
which are secured by 1-4 residential unit real property, one unit of which at the
time the loan is made is owner occupied, and which contain a balloon payment (or
"call provision" which is exercised), the holder of the loan must deliver or mail by first
class mail, with a certificate of mailing from the United States Postal Service, a written
notice of balloon payment to the trustor or his/her successor-in-interest at least 90 days
and not more than 150 days before the balloon payment is due. 237
Where balloon payment notices are required under Civil Code § 2924i, no
balloon payment legend is required to be placed on the note. (See, discussion above).
(1)

Contents of Notices: (Civ. Code §§ 2924i & 2966).

The notice requirements under both Civil Code §§ 2924i and 2966 are the
same:
•

Name and address of person to whom the final payment must be paid;

•

Date on or before which the final payment is required to be paid;

•

The amount of the final payment, or if the exact amount is unknown, a
"good faith estimate of the amount" including any principal, unpaid
interest or other charges, such amount to be determined assuming
timely payment in full of all scheduled installments coming due
between the date the notice is prepared and the date when the final
payment is due; and,

•

If the borrower has a contractual right to refinance the final payment, a
statement to that effect.
(2)

Failure to Give Notice Delays Balloon Payment Due Date.

Failure to give notice does not extinguish the obligation to make payments but it
merely delays the date that the any balloon payment shall becomes due for 90 days
from the date of delivery or mailing of the balloon payment notice. 238 The extension
does not prevent the holder of the note from immediately starting a foreclosure due to
any other actual default of the borrower (e.g., failure to pay monthly payments, taxes,
insurance premiums or obligations secured by a senior lien).
237
238

Civ. Code § 2924i(c).
Civ. Code §§ 2924i(e) and 2966(b).
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(3)

Borrower Must Continue to Make Installment Payments
During Extension.

During the time the balloon payment is extended pursuant to Civil Code §§
2924i(e) or 2966(b), interest continues to accrue during the extended term and
payments must be made on the same periodic basis as provided in the note and at the
contract rate. Payments shall be credited to principal and interest under the terms of
the note. Failure of the borrower to make these extended payments is considered a
default. 239
(4)

Potential Liability for Failure to Give Notice.

Any person who willfully violates the provisions of Civil Code §§ 2924i and 2966
shall be liable in the amount of actual damages suffered by the debtor as the proximate
result of the violation, and, if the debtor prevails in any suit to recover that amount, for
reasonable attorney's fees. 240 It is possible that if a lender concludes a foreclosure
without first giving the appropriate balloon payment notice, the lender may be liable to
the trustor for wrongful foreclosure (e.g., an amount of the trustor’s lost equity in
addition to other damages.)
(5)

Bona Fide Error Exception.

No person may be held liable in any action under Civil Code §§ 2924i or 2966 if it
is shown by a preponderance of the evidence that the violation was not intentional and
resulted from a bona fide error notwithstanding the maintenance of procedures
reasonably adopted to avoid any such error. (Civ. Code §§ 2924i(f)(2) and 2965.)
Therefore, it is critical that lenders and servicers have a system that meets these
requirements. At a minimum, a calendaring system should be used to review files for
balloon payment compliance approximately 150-days before the balloon payment due
date in the note. From a trustee’s standpoint, the best practice may merely to obtain a
representation from the beneficiary or servicer that all pre-notices, including notice of
balloon payment, have been given.
(6)

Failure to Comply with Civil Code § 2966 (Seller TakeBack Loans).

Failure to comply with the provisions of Civil Code § 2966 (applying to sellertake-back loans secured by a 1-4 family dwelling) shall not affect the validity of a sale in
favor of a bona fide purchaser or the rights of an encumbrancer for value without notice.
(Civ. Code § 2966(c).) Section 2924i(f)(1) (apply to non-seller take-back loans)
provides that no credit document or security document subject to the Civil Code § 2924i
239
240

Civ. Code § 2924i(e) and 2966(b).
Civ. Code §§ 2924i(f)(1) and 2965.
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shall be invalidated solely because of the failure of any person to comply with that
section. In effect, there may be little difference between the different provisions in Civil
Code §§ 2924i and 2966.
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8

NONJUDICIAL FORECLOSURE

Deeds of trust, mortgages or any other security device which contains a "power
of sale" clause, may be foreclosed by a nonjudicial foreclosure (Trustee's) sale.
Lenders prefer the trustee's sale as a method of foreclosure as it is faster and less
expensive than judicial foreclosure and the purchaser at a trustee's sale is entitled to
immediate possession without having to wait for post-sale redemption periods which
often apply after a judicial foreclosure sale. However, no deficiency can be obtained
after a non-judicial foreclosure. 241
1.

Violations of Civil Code §§ 2920 et seq. can result in Real Estate
Licensee discipline -- Civil Code 2923.1 (added by AB 260).

AB 260 (Lieu) Ch 629 added Business & Professions Code 10177(q) making the
violation of Civil Code §§ 2920-2944.5 relating to mortgages a ground for discipline. It
is unclear whether every code section referred to in the preceding sentence is covered
or only those “relating to mortgages”. In any case, Civil Code §§ 2920-2944.5 primarily
deal with mortgages and foreclosures. However, these code sections also deal with
reconveyances and payoff demands.
2.

Authority for Nonjudicial Foreclosure -- Trustee's Sale.

The Civil Code and the contract (deed of trust, mortgage, lease, land sale
contract, etc.) with power of sale provisions provide the basic authority. No deed of
trust may be foreclosed nonjudicially unless it contains a valid and existing power of
sale clause. 242
A lender can nonjudicially foreclose on multiple parcels of real property without
crediting the debtor the fair market value of each parcel. 243 On the other hand, in a
judicial foreclosure, fair value must be given to each parcel sold before a deficiency
judgment can be obtained.
3.

Agreements to Forfeit Secured Property are Void.

Contracts to forfeit (without a proper foreclosure) property subject to a lien or to
restrain redemption rights are void. 244 An example of this is where a lender states in its
note or deed of trust that if the borrower does not pay, the lender may immediately take

241

Code Civ. Proc. § 580d.
Civ. Code §§ 2924, et seq.; Huene v. Cribb (1908) 9 Cal.App. 141, 143-144.
243
Dreyfuss v. Union Bank of California (2000) 24 Cal.4th 400.
244
Civ. Code § 2889.
242
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(cause a forfeiture of) the collateral without going through one of the legal foreclosure
processes. 245
4.

Homeowner's Association Liens.

Homeowner association liens on common interest developments are unique.
While they may be nonjudicially foreclosed upon, in addition to the rules governing
nonjudicial foreclosure, they are subject to specific laws and procedures the DavisStirling Common Interest Development Act. 246
5.

The Parties

The parties to a nonjudicial foreclosure are generally a trustor (who gave the
deed of trust and generally the borrower); the beneficiary (holder of deed of trust and
generally the lender) and the trustee (who holds title as security).
A. The Beneficiary.
The term “beneficiary” is the lender (or person to whom the obligation is owed)
and for whose benefit the trust deed is created. Beneficiary is often used synonymously
with mortgagee although technically there is no mortgagee under a deed of trust. (See,
Civ. Code § 2920 and subsequent usage of “mortgagee” in Civ. Code § 2924 et seq.)
Many portions of the Civil Code relating to foreclosures still distinguish between,
mortgage and deed of trust, trustor and mortgagor, and mortgagee and beneficiary. (Id.)
(1)

Beneficiary May Act as Trustee and May Purchase at Its
Own Trustee’s Sale.

Although the term trustee may elicit the feeling that the trustee is “neutral” and is
a fiduciary, as noted above, as a matter of law, this is not the case with a trustee under
a deed of trust. Because the deed of trust does not create a true trust relationship, but
merely imposes upon the trustee the limited duties of conducting a sale and
Where a nonjudicial
reconveying title, the beneficiary may act as Trustee. 247
foreclosure is being conducted, the best practice is to have an experienced trustee
process the nonjudicial foreclosure regardless of whether that trustee is an affiliated
entity or independent trustee. As stated by the Court of Appeal in Stephens, Partain &
Cunningham v. Hollis (1987) 196 Cal.App.3d 948, 955):
"It has long been recognized that a trustee under a deed of trust is not
absolutely prohibited from purchasing the trust property at the trustee's
own sale. 'The fact that the trustee designated in a deed of trust may
245

Id. and Civ. Code § 2953.
Civil Code §§ 1350 et seq.
247
Moore v. Calkins (1892) 95 Cal. 435.
246
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have an interest in the sale of the property secured thereby does not
incapacitate such trustee from acting; nor, in the absence of a showing of
fraud, irregularity, or misconduct on the part of such trustee, invalidate a
sale made under the terms of the deed of trust. In fact the creditor himself
may rightfully act as such trustee, and may properly purchase at his own
sale.'"
So long as the sale is conducted fairly and openly so that the highest possible
price may be obtained, and so long as there is no fraud or irregularity in the sale, the
trustee can purchase at its own sale.
B. The Trustee.
The trustee holds title for the purpose of security for performance of the
obligation. Generally, the trustee under the trust does only two things: (1) reconvey
upon instructions of the beneficiary that the obligation has been satisfied; and, (2) upon
instructions from the beneficiary stating a breach (default) by the borrower, foreclose on
the security. 248 The trustee generally does not hold the note or deed of trust does not
sign these documents and, initially, may not even know it has been named as trustee.
(1)

Trustee Not a True Trustee and not a Fiduciary.

The trustee under a deed of trust has neither the powers nor the obligation of a
true trustee. The trustee is more like a special common agent of the trustor and
beneficiary and does not stand in a fiduciary relationship with either. 249 The
trustee under a deed of trust is not a trustee of an express trust and he does not have
the duties of a trustee under an express trust. 250
(2)

Trustee’s Duties.

The California Legislature has enacted a statewide comprehensive statutory
scheme regulating nonjudicial foreclosures which totally occupies the field. 251 Civil Code
§§ 2920 through 2944.5 cover every aspect nonjudicial foreclosures pursuant to a
power of sale contained in a deed of trust or mortgage, particularly with respect to

248

See Vrounas v. Fidelity National Title Ins. Co. (1999) 73 Cal. App. 4th 668, 677.
Pro Value Properties, Inc. v. Quality Loan Service (2009) 170 Cal.App.4th 579 at p.
583;Vournas[ v. Fidelity Nat. Tit. Ins. Co. (1999)] 73 Cal.App.4th 668, at p. 677.Hatch v. Collins (1990) 25
Cal.App.3d 1104, 1111; Stephens, Partain & Cunningham v. Hollis (1987) 196 Cal.App.3d 948, 955).
250
Code of Civ. Proc. § 369(a); 4 Miller & Starr, California Real Estate (2d Ed.), Deeds of Trust &
Mortgages, § 9:3, pp.14-18; Monterey S.P. Partnership v. W.L. Bangham, Inc. (1989) 49 Cal.3d 454.
251
I.E. Associates v. Safeco Title Ins. Co., (1985) 39 Cal.3d 281, at 285-286.
249
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notices that are to be given; the persons to whom notices must be given; the timing,
content, and manner of giving such notices, including notices of default. 252
As stated by the California Supreme Court in I.E. Associates v. Safeco Title Ins.
Co., (1985) 39 Cal.3d 281:
“The rights and powers of trustees in nonjudicial foreclosure
proceedings have long been regarded as strictly limited and defined by the
contract of the parties and the statutes.” , , ,
“In short, there is no authority for the proposition that a trustee under a
deed of trust owes any duties with respect to exercise of the power of sale
beyond those specified in the deed and the statutes. There are, moreover,
persuasive policy reasons which militate against a judicial expansion of
those duties. The nonjudicial foreclosure statutes -- an alternative to
judicial foreclosure -- reflect a carefully crafted balancing of the interests of
beneficiaries, trustors, and trustees. Beneficiaries, of course, want quick
and inexpensive recovery of amounts due under promissory notes in
default. Trustors, on the other hand, need protection against the forfeiture
of valuable property rights. Trustees, the middlemen, need to have clearly
defined responsibilities to enable them to discharge their duties efficiently
and to avoid embroiling the parties in time consuming and costly litigation.
. . . [Ct. Om.]” 253
In the I.E. Associates case, the California Supreme Court held that the courts
could not impose a duty on the trustee to search for a new address for a trustor who
had moved and who had failed to record a request for notice of default showing the
change of address. (Id. at 288-289.) In holding that the comprehensive statutory
scheme regulating nonjudicial foreclosures preempts the common law, The Supreme
Court stated:
“The general rule is that statutes do not supplant the common law
unless it appears that the Legislature intended to cover the entire subject
or, in other words, to "occupy the field. [Cts. Om.] "[G]eneral and
comprehensive legislation, where course of conduct, parties, things
affected, limitations and exceptions are minutely described, indicates a
legislative intent that the statute should totally supersede and replace the
common law dealing with the subject matter." [Ct. Om.]
The statutory provisions regulating the nonjudicial foreclosure of deeds of trust
are contained in Civil Code §§ 2920-2924i. These provisions cover every aspect of
252

(Id.
Id. at 287-288; also see, Heritage Oaks Partners v. First American Title Ins. Co. (2007) 155
Cal. App. 4th 339, 345-346.
253
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exercise of the power of sale contained in a deed of trust." 254 Since the I.E. Associates
decision in 1985, courts have elaborated on these principals limiting the trustee’s duties
relating to the distribution of surplus funds (discussed later) 255 and whether the trustee
has a duty to subsequent purchasers at a trustee’s sale. 256
(3)

City of Richmond (CMA Amicus Action).

On June 16, 2009, the City Council for City of Richmond, California, passed
Ordinance No. 16-09 N.S. that, among other things, required trustees to “serve” a notice
of default on “all tenants occupying the rental unit”. 257 It is easy to see the
difficulties that could arise if each City and County in California added on additional
notices or requirements to the statewide comprehensive legislative scheme regulating
nonjudicial foreclosures. Trustees would have to have a different foreclosure process
for each City and County.
Foreclosures affected by the Richmond Ordinance could have started going to
sale in late October or early November, 2009. Therefore, prompt legal action had to be
taken so that foreclosures (and evictions after foreclosures) in the City of Richmond
would not be challenged for failing to comply with the Richmond notice of default
provisions.
On August 20, 2009, the California Mortgage Association (“CMA”) filed a lawsuit
against the City of Richmond, in Contra Costa Superior Court seeking declaratory relief
and to restrain enforcement of the notice of default section of the Richmond Ordinance.
While the court denied a temporary restraining order, it immediately set a hearing for a
preliminary injunction to be heard on September 15, 2009.
After filing its opposition, the attorneys for the City of Richmond, requested that
the hearing on the preliminary injunction be postponed for one week (i.e., to September
22, 2009) to give the City time to consider repealing or amending the notice of default
section of the Richmond Ordinance. After both a confidential and then public meeting,
to avoid the issues raised in UTA/CMA’s lawsuit, the Richmond City Council decided
that it would repeal the notice of default section of the Richmond Ordinance. Because
passing an ordinance would take some time, the City’s attorneys requested several

254
255

Id., at 285; See also, Perez v. 222 Sutter Street Partners (1990) 222 Cal.App.3d 938, 944.
Banc of America Leasing & Capital, LLC, v. 3 Arch Trustee Services, Inc. (2009 W.L.

4727904.)
256

Heritage Oaks Partners v. First American Title Ins. Co. (2007) 155 Cal. App. 4th 339, 345-346
and Diediker v. Peelle Financial Corp. (1997) 60 Cal. App. 4th 288, 295-296.
257
City of Richmond Ordinance No. 16-09 N.S. creating Chapter 7.105 of the City of Richmond
Municipal Code Relating to Residential Eviction Control for Properties in Foreclosure (“Richmond
Ordinance”).
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further continuances of the preliminary injunction hearing, which UTA/CMA agreed to
since a repeal of the ordinance would make their lawsuit moot.
The ordinance repealing the notice of default section of the Richmond Ordinance
was finally enacted on October 20, 2009. It will become effective, 30 days later, on
November 19, 2009. CMA’s lawsuit was dismissed.
For foreclosures commenced prior to the repeal of the offending provisions of the
Richmond Ordinance the best practice for trustees Borrowers, residential tenants and
their attorneys may attempt to use violations of the Richmond Ordinance, during the
time it was effective, to restrain foreclosures or as a defense to unlawful detainer
actions. However, the arguments used by CMA in challenging the ordinance (e.g., state
preemption) remain valid and should provide defenses to any such challenges, even for
foreclosures that may occur prior to the effective date of the repeal.
By throwing in the towel early on the notice of default portion of the Richmond
Ordinance, the City of Richmond avoided large attorney’s fees and costs; a potential
published appellant decision that was likely to have resulted from the case; and was
able to keep in place the remainder of the ordinance dealing with tenants’ rights after a
foreclosure. CMA, on the other hand, successfully eliminated the “notice of default”
provision in the Richmond Ordinance which, if allowed to stand, would have set
extremely bad precedent for other City and County Governments, and would have
encouraged them to pass similar ordinances.
(4)

Agent for the Trustee.

By statute an attorney may act in conducting the trustee’s sale and act as
auctioneer at the sale for his trustee client. 258
Numerous other provisions in Civil Code §§ 2920 et seq. dealing with nonjudicial
foreclosures permit the beneficiary or the trustee to act through agents. 259 Further, it
has long been settled that the trustee may employ an agent to do the ministerial act of
auctioning the property. 260
6.

Nonjudicial Foreclosure Procedure:
As stated in Moeller v. Lien (1994) 25 Cal.App. 4th 822, 830-831:

258

Civ. Code § 2924a.
Over the years, Civil Code §§ 2920 et seq. have been modified to make it clear that functions
of the beneficiary or trustee may be performed by an agent or other authorized person. See, e.g., Civ.
Code §§ 2924b(b)&(c).
260
Orloff v. Pece (1933) 134 Cal.App. 434, 436..
259
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“The statutory scheme can be briefly summarized as follows. Upon
default by the trustor, the beneficiary may declare a default and proceed
with a non-judicial foreclosure sale. (Civ. Code, § 2924; 4 Miller & Starr,
supra, at § 9:131, p. 415.) The foreclosure process is commenced by the
recording of a Notice of Default and Election to Sell (“NOD”) by the
trustee. (Civ. Code, § 2924; 4 Miller & Starr, supra, at § 9:131, p. 416.)
After the NOD is recorded, the trustee must wait three calendar months
before proceeding with the sale. (Civ. Code, § 2924, subd. (b); 4 Miller &
Starr, supra, at § 9:145, p. 471.) After the three-month period has
elapsed, a Notice of Sale (“NOS”) must be published, posted and mailed
at least 20 days before the sale and recorded at least 14 days before the
sale. (Civ. Code, § 2924f; 4 Miller & Starr, supra, at § 9:146, p. 472.) The
trustee may postpone the sale at any time before the sale is completed.
(Civ. Code, § 2924g, subd. (c)(1); 4 Miller & Starr, supra, at § 9:148, p.
481.) If the sale is postponed, the requisite notices must be given. (Civ.
Code, § 2924g, subd. (d).) The conduct of the sale, including any
postponements, is governed by Civil Code section 2924g. (Whitman v.
Transtate Title Co. (1985) 165 Cal.App.3d 312, 317.) The property must
be sold at public auction to the highest bidder. (Civ. Code, § 2924g, subd.
(a); Homestead Savings v. Darmiento (1991) 230 Cal.App.3d 424, 433.)”
There is no duty of care which would require a foreclosing trustee to provide
detailed explanations to potential bidders regarding recorded encumbrances. 261
A. Is the Original Note Required to Start a Nonjudicial Foreclosure?
While the original note is required for a judicial foreclosure, as stated in many
recent trial court cases recently, no law requires the original note to be in the trustee’s
possession to commence a nonjudicial foreclosure. 262 Claiming that the beneficiary or
trustee must possess the original note is a frequently litigated issue raised by almost
every borrowers attorney in litigation in the past few years.
However, some bankruptcy court’s require that the beneficiary possess the
original note and bring it to court to obtain relief from stay.
(1)

Spencer v. DHI Mortgage Company, Ltd. (Dist. Court. N.D.
Cal. 2009) 2009 U.S. Dist. LEXIS 92480.

261

•

Ostayan v. Serrano Reconveyance, et al. (2000) 77 Cal.App.4th 1411, 1419-1420.
See, cases below and Benham v. Aurora Loan Services, No. C-09-2059, 2009 U.S. Dist. LEXIS
78384, 14, 2009 WL 2880232 (N.D.Cal. Sept. 1, 2009); Spencer v. DHI Mortgage Company, Ltd.
(Dist. Court. N.D. Cal. 2009) 2009 U.S. Dist. LEXIS 92480; Kuoha v. Equifirst Corp, (2009 S.D. Cal.)
2009 LEXIS 94699; Gallegos v. Recon Trust Company 2009 W.L. 215406 (S.D. Cal. 2009 Hayes)
262
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Summary: As noted in the court’s opinion:
On March 24, 2009, plaintiffs filed their complaint ("complaint") to allege that
defendants "engaged in unethical business practices" and "induced plaintiffs into
purchasing residential loan products that defendants knew or should have known may
result in foreclosure, absent serial refinancing into even higher cost loans." The
complaint further alleges: "These loans were neither proper nor suitable for [plaintiffs']
condition and station in life. These loans exceeded the reasonable expected value of
the property at that time and in the foreseeable future, based upon expected market
changes."
Similar to the court’s ruling Sicairos v. Ndex West, LLC et al. (discussed above)
the court, in a somewhat more extensive opinion, held that to commence a nonjudicial
foreclosure in California the lender does not have to possess the original note. As in
Sicairos, the court held that Civil Code §§ 2924 et seq. creates a comprehensive
legislative scheme that is exhaustive as to the requirement to nonjudicially foreclose.
The court dismissed the plaintiff’s complaint without leave to amend.
(2)

Kuoha v. Equifirst Corp, (2009 S.D. Cal.) 2009 LEXIS
94699.

Summary: Federal court decisions in a number of cases brought by parties
alleging that that foreclosure is unavailable in absence of possession of the original
promissory note make it abundantly clear that under California law, the trustee need not
possess the original promissory note in order to commence foreclosure proceedings.
As was stated in Kuoha v. Equifirst Corp, (2009 U.S. S.D. Cal.) 2009 LEXIS 94699,
citing to Nguyen v. Calhoun, (2003) 105 Cal.App.4th 428, 440:
“Non-judicial foreclosure is governed by California Civil Code §§ 2924-2924l. See
Nguyen v. Calhoun, 105 Cal. App. 4th 428, 440, 129 Cal. Rptr. 2d 436 (2003). "Under
Civil Code section 2924, no party needs to physically possess the promissory note."
Sicairos v. NDEX West, LLC, No. 08cv2014, 2009 U.S. Dist. LEXIS 11223, 2009 WL
385855, *3 (S.D. Cal., Feb. 13, 2009) (citing Cal. Civ. Code, § 2924(a)(1)); see also
Bouyer v. Countrywide Bank, FSB, No. C 08-5583, 2009 U.S. Dist. LEXIS 53940, at *24
(N.D. Cal., June 25, 2009) ("[P]ossession of the original note is not a prerequisite to
foreclosure."); Gentsch, 2009 U.S. Dist. LEXIS 45163, 2009 WL 1390843, at *6 (same);
Gamboa v. Trustee Corps., 2009 U.S. Dist. LEXIS 19613, 2009 WL 656285 at *4 (N.D.
Cal., Mar. 12, 2009) (same). Based upon the allegations in the Complaint, this "proof of
ownership" claim "fails as meritless." Gentsch, 2009 U.S. Dist. LEXIS 45163, 2009 WL
1390843, at 6.”
For other cases following this holding almost verbatim, see: Nguyen v. LaSalle
Bank Nat’l Ass’n, (2009 C.D. Cal.) 2009 LEXIS 99412 ; Phillips v. “MERS” Mort. Elec.
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Registration Syst., (2009 E.D. Cal.) 2009 U.S. Dist. LEXIS 93277; Pagtalunan v.
Reunion Mortg., Inc. (2009 N.D. Cal.) 2009 U.S. Dist. LEXIS 89994; Topete v. ETS
Servs., LLC (2009 E.D. Cal.) 2009 U.S. Dist. LEXIS 77761; Garcia v. HomEq Servicing
Corp (2009 S.D. Cal.) 2009 U.S. Dist. LEXIS 77697; Olivier v NDEX West, LLC (2009
E.D. Cal.) 2009 U.S. Dist. LEXIS 74051; Aguero v. MortgageIT, Inc. (2009 E.D. Cal.)
2009 U.S. Dist. LEXIS 75515; Alicea v. GE Money Bank (2009 N.D. Cal.) 2009 U.S.
Dist. LEXIS 60818; Calderon v. Endres (2009 SD Cal.) 2009 U.S. Dist. LEXIS 57936.
(3)

Production of the original note is not required to proceed
with a non-judicial foreclosure and foreclosure under a
deed of trust does not make a trustee a debt collector.
(a) Gallegos v. Recon Trust Company 2009 W.L. 215406 (S.D.
Cal. 2009)

Summary: This is a Mitchell Roth case brought claiming that the failure to
produce the original note to the trustee prevented the trustee from foreclosing on the
Property. Defendant Recon Trust argued that “Recon Trust has the statutory right, as
trustee under Plaintiffs' Deed of Trust, to initiate the foreclosure process on behalf of
their lender and the owners of the note.” The trustee argued that California law does
not require production of the original note to proceed with a non-judicial foreclosure and
contended that “Plaintiffs' allegation that Defendants have no right to foreclose on their
property is incorrect.” Id.
Pursuant to section 2924(a) (1) of the California Civil Code, the trustee of a Deed
of Trust has the right to initiate the foreclosure process. (Cal. Civ. Code § 2924(a).)
Production of the original note is not required to proceed with a non-judicial foreclosure.
(Id.) Viewing the allegations in the light most favorable to Plaintiffs, the court ruled that
the complaint did not establish Defendants lacked the right to initiate the foreclosure
process.
More critically, the court also ruled that foreclosure under a deed of trust does not
make a trustee a debt collector. (Cal. Civ. Code § 1788.2(c).) The “activity of
foreclosing on [a] property pursuant to a deed of trust is not the collection of a debt
within the meaning of the” FDCPA. (Hulse v. Ocwen Fed. Bank, FSB, 195 F.Supp.2d
1188, 1204 (D.Or.2002) (holding that the plaintiff improperly brought a claim challenging
the lawfulness of foreclosure proceedings pursuant to a deed of trust under the
FDCPA.) 263
(4)

263

Trustee does not have the duty to identify the party in
possession of the original promissory note before
commencing foreclosure proceedings.

And see, Gallegos v. Recon Trust Company 2009 W.L. 215406 (S.D. Cal. 2009) unpublished.
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(a) Ritchie v. Cmty. Lending Corp. (2009 C.D. Cal.) 2009 U.S.
Dist. Ct. LEXIS 73216.
Summary: Community Lending (“Community”) was the holder of the Promissory
Note and beneficiary of the Deed of Trust, and Quality Loan Service Corp. (“Quality”)
was the trustee. On a motion to dismiss plaintiff’s complaint for failing to state a claim,
(Fed. R. Civ. P. 12(b)(6).), plaintiff argued that that Quality, as the trustee, was required
to identify the beneficiary of the Deed of Trust to Plaintiff and was required to be in
actual possession of the original Promissory Note prior to advancing a nonjudicial
foreclosure.
The court disagreed. After recognizing that 2924 is a comprehensive statutory
scheme that governs all aspects of nonjudicial foreclosures, (citing to Moeller v. Lien, 25
Cal. App. 4th 822, 830, 30 Cal. Rptr. 2d 777 (1994), and I.E. Assocs. v. Safeco Title Ins.
Co., 39 Cal. 3d 281, 288, 216 Cal. Rptr. 438, 702 P.2d 596 (1985)), and stating that:
“Under California statute, "no party needs to physically possess the promissory
note." Sicairos v. NDEX West, LLC, 2009 U.S. Dist. LEXIS 11223, 2009 WL 385855, 3
(S.D. Cal. 2009)”
The court went on to say that:
“There is no statutory duty within California Civil Code Section 2924
for a trustee to identify the party in physical possession of the original
promissory note prior to commencing a nonjudicial foreclosure. The
California Supreme Court has warned courts against burdening trustees
with requirements beyond the Legislative requirements. See Residential
Capital, 108 Cal. App. 4th at 826. This Court therefore rejects Plaintiff's
suggestion to require Quality to identify the holder of the original
Promissory Note. Thus, Plaintiff has not pled a viable claim regarding the
possession of the Promissory Note.”
While this is merely one district court’s opinion, it may be the best practice to
make sure that assignments are done prior to initiating a nonjudicial foreclosure when
possible. This is particularly true since, in the past few years, borrowers’ attorneys
regularly assert that lenders do not own the deed of trust being foreclosed upon.
B. Is an Assignment of Deed of Trust necessary to commence of
conclude a Nonjudicial Foreclosure?
In the past few years, borrowers’ attorneys regularly assert various arguments
based upon the theme that the foreclosing party does not own the deed of trust being
foreclosed and, therefore, they cannot commence or conclude a foreclosure. Many of
these arguments have been based upon Civil Code § 2932.5 which states:
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“Where a power to sell real property is given to a mortgagee, or
other encumbrancer, in an instrument intended to secure the payment of
money, the power is part of the security and vests in any person who by
assignment becomes entitled to payment of the money secured by the
instrument. The power of sale may be exercised by the assignee if the
assignment is duly acknowledged and recorded.”
In Stockwell v. Barnum (1908) 7 Cal. App. 413, the only published case
interpreting this section, the court held that Civil Code § 858 [now § 2932.5] does not
apply to deeds of trust.
While there may be a difference of opinion between counsel and between courts
in their decisions, it misinterprets Civil Code § 2332.5 and fails to understand that the
power of sale in a deed of trust vests in the “trustee” not in the encumbrancer.
Some attorney’s make the argument that Civil Code § 2932.5 requires that to
commence, and to conclude, a nonjudicial foreclosure, the beneficiaries must have a
valid, recorded assignment of deed of trust. This argument is frequently asserted
(which mixed results) in cases where the ownership of the deed of trust is in the name
of MERS. However, this argument misinterprets Civil Code § 2332.5 and fails to
recognize a major distinction that remains between mortgages and deeds of trust
although most distinctions have been eliminated. 264 That is, under a mortgage there
are only two parties: the mortgagor (generally the borrower) and the mortgagee (the
lender). In a mortgage transaction, if a power of sale is given in the mortgage, it is
given to the original mortgagee. If that original mortgagee transfers his/her interest in
the mortgage, the power of sale necessarily goes with it to the original mortgagee’s
successor. The only way for anyone to know that the success has the right to exercise
the power of sale is through a recorded “assignment of mortgage”. Deeds of trust are
three parties transactions: trustor (generally the borrower); the beneficiary (the lender)
and a trustee to whom the power of sale is transferred in the original recorded deed of
trust. Since the power of sale vests in the trustee (not in the beneficiary), if the trustee
has not changed, the trustee of record retains the power of sale regardless of whether
or not the beneficiary has transferred his/her beneficiary interest to a successor through
a recorded assignment of deed of trust. To transfer the right to exercise the power of
sale, a substitution of trustee must be recorded. 265
As such, beneficiaries should be able to transfer or assign their interest right up
to the time of the trustee’s sale without impairing the power of sale held by the trustee.
However, there may be other reasons; however, beneficiaries would not wait until the
last minute to assign their beneficial interest under the deed of trust. First, where the
servicer does not remain the same, borrowers may be able to argue that they could not
264
265

Bank of Italy v. Bentley (1933) 217 Cal. 644.
Civil Code § 2934a.
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contact the beneficiary to reinstate or redeem. Second, there may be issues with other
foreclosure related statutes (e.g., Civil Code §2923.5 et seq. [SB 1137] and Civil Code §
2923.52 et seq. [SBx2_7]). Third, trustees may well be concerned where there is no
assignment of record as they must take their instructions from the “beneficiary” under
the deed of trust.
With litigation over this issue increasing, the best practice, when possible, is to
record assignments before commencing the foreclosure. If borrower’s attorney’s were
succeeding with their interpretation, there undoubtedly would be a California published
opinion since 1908. So far, no such opinion exists.
C. Substitution of Trustee.
The trustee of a deed of trust may be substituted prior to recording the Notice of
Default (“NOD”) or after the NOD and prior to the Notice of Sale (“NOS”; Civ. Code §
2934a(a)& (b).) However, once a beneficiary records a substitution of trustee, recording
a new substitution is the only means to avoid the effect of the original substitution. 266
However, where a trustee substituted out and later foreclosed on the secured property,
courts have reformed substitutions where the intent of the parties was to allow the
lender to foreclose. 267
(1)

Acceptance by Substitute Trustee.

Trustees are frequently named in printed deeds of trust and the trustee may not
know it has been named in a specific deed of trust until instructed to act by the
beneficiary. A trustee cannot be compelled to serve. 268 Even if a trustee accepts its
position, it may resign as trustee at any time.
Comment: The best practice is to have the trustee that the lender wishes to use
named in the original deed of trust where possible so that substitutions of trustee are
not necessary before commencing a foreclosure.
(2)

Substitution before Notice of Default.

If the substitution is filed (i.e., recorded) before the notice of default is recorded, it
only need contain the date the deed of trust was recorded, the name of the trustor, the
book and page number or instrument number where the trust deed is recorded and the
name of the new trustee. 269 Since the substitution, at that point, does not require service
upon the old trustee, it is arguable that a substitution of trustee may be used where the
266

Dimock v. Emerald Properties, LLC (2000) 81 Cal.App.4th 868.
See, Heritage Oaks Partners v. First American Title Ins. Co. (2007) 155 Cal. App. 4th 339
268
See, Huntoon v. Southern Trust & Commerce Bank (1930) 107 Cal.App. 121.
269
Civ. Code § 2934a(a)(1).
267
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deed of trust provides for substitutions. This does not address the issue of whether the
trust ever existed in the absence of acceptance by the trustee.
(3)

Substitutions after Notice of Default is Recorded but
Before the Notice of Sale (sometimes called "Sub-byCode" or “Substitution by Code” -- Civil Code § 2934a(c).)

Where the substitution of trustee is recorded after the NOD is recorded and
before the Notice of Sale (“NOS”) is recorded, the beneficiary, beneficiaries or their
authorized agents shall cause a copy of the substitution to be mailed, prior to, or
concurrently with, the recording thereof in the manner provided in Section 2924b, to the
trustee then of record and to all persons to whom a copy of the notice of default would
be required to be mailed by the provisions of Section 2924b. 270 This is referred to as a
“Substitution by Code” or “Sub-by-Code”. An affidavit must be attached to the
substitution that notice has been given to those named above. 271
If the trustee is substituted after the NOS was recorded, a new NOS must be
published and processed by the trustee.
Comment: It does not appear, therefore, that the beneficiaries necessarily have
to mail the substitution to all persons who were actually sent notices of default by the
original trustee (e.g., including courtesy notices) as long as all of those persons required
to be noticed under Civil Code § 2924b are mailed copies of the substitution of trustee.
Out of an abundance of caution, it may be preferable, but not required, to mail
substitutions of trustee to everyone who was previously sent a notice of default even if
they are not entitled to notice pursuant to Civil Code § 2924b. Some trustees, as a
matter of policy, do not send courtesy notices as they feel it may expand their duties
beyond those in the statutes and create unnecessary liability.
(4)

No Substitution after Notice of Sales has been given
Without Giving a New Notice of Sale.

Regardless of any other provision of Civil Code § 2934a or any provision in any
deed of trust, unless a new notice of sale containing the name, street address, and
telephone number of the substituted trustee is given pursuant to Section 2924f after
execution of the substitution, any sale conducted by the substituted trustee shall be
void. 272
(5)

Substitution by all Beneficiaries.

270

Civ. Code § 2934a(c).
Civ. Code § 2934a(c).
272
Civ. Code § 2934a(e).
271
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Substitutions of trustee are governed by the deed of trust provisions and by Civil
Code § 2934a. A trustee may be substituted by one of two ways:
(6)

Unanimous Consent of Beneficiaries.

All of the beneficiaries (or their successors in interest of record) under a deed of
trust may substitute a trustee by executing, acknowledging and recording a substitution
of trustee in the county in which the property is located. 273
(7)

Multi-Lender Substitution of Trustee.

For many years, problems arose when multi-lender deeds of trust were used
because, even though less than all of the beneficiaries were not required to file a notice
of default or to take other actions relating to the note and deed of trust, all beneficiaries
were required by statute to substitute in a new trustee. 274 In addition, prior to
amendment of Civil Code § 2934a to allow for substitution by a majority in interest of
multiple beneficiaries, the code did not provide for how multiple lenders who disagreed
would handle substitutions of trustee’s or foreclosures short of the costly litigation or
appointment of a receiver.
In 1996, § 2934a was modified to allow for substitution of trustees in situations
where there are a series of notes or undivided interests in the same note (i.e., multilender situations). 275 Under this rule, a substitution of trustee may be executed by the
holders of more than 50 percent of the record beneficial interest in the note(s),
excluding the interest of a licensed real estate broker that is the issuer or servicer of the
note.
This multi-lender substitution is ineffective until “all parties signing the
substitution, sign, under penalty of perjury, a separate written document stating the
following:
“(A) The substitution has been signed pursuant to subparagraph (B)
of paragraph (1).
(B) None of the undersigned is a licensed real estate broker or an
affiliate of the broker that is the issuer or servicer of the obligation secured
by the deed of trust.
(C) The undersigned together hold more than 50 percent of the
record beneficial interest of a series of notes secured by the same real
property or of undivided interests in a note secured by real property
equivalent to a series transaction.
273

Civ. Code § 2934a(a)(1).
See, Civ. Code § 2934a(a)(1) and, Perkins v. Chad Dev. Corp. (1979) 95 Cal.App.3d 645.
275
Civil Code § 2934a(a)(1)(B)&(2).
274
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(D) Notice of the substitution was sent by certified mail, postage
prepaid, with return receipt requested to each holder of an interest in the
obligation secured by the deed of trust who has not joined in the execution
of the substitution or the separate document.
The separate document shall be attached to the substitution and be
recorded in the office of the county recorder of each county in which the
real property described in the deed of trust is located. Once the document
required by this paragraph is recorded, it shall constitute conclusive
evidence of compliance with the requirements of this paragraph in favor of
substituted trustees acting pursuant to this section, subsequent assignees
of the obligation secured by the deed of trust, and subsequent bona fide
purchasers or encumbrancers for value of the real property described
therein.
For purposes of this section, "affiliate of the licensed real estate
broker" includes any person as defined in Section 25013 of the
Corporations Code that is controlled by, or is under common control with,
or who controls, a licensed real estate broker. "Control" means the
possession, direct or indirect, of the power to direct or cause the direction
of management and policies.”
(8)

Contents of Substitution.

The substitution shall contain the date of recordation of the trust deed, the name
of the trustor, the book and page or instrument number where the trust deed is
recorded, and the name of the new trustee. From the time the substitution is filed for
recording, the new trustee shall succeed to all the powers, duties, authority, and title
granted and delegated to the trustee named in the deed of trust. 276
(9)

Substitutions of Multiple Deeds of Trust at One Time.

A substitution may be accomplished, with respect to multiple deeds of trust
which are recorded in the same county in which the substitution is being recorded and
which all have the same trustee and beneficiary or beneficiaries, by recording a single
document, complying with the requirements of this section, substituting trustees for all
those deeds of trust. 277
(a) Affidavit of Mailing attached to Recorded Substitution
The sub-by-code procedure after a notice of default has been recorded requires
that an "affidavit shall be attached to the substitution that notice has been given to those
276
277

Civ. Code § 2943a(a)(4).
Civ. Code § 2943a(a)(4).
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persons and in the manner required by this subdivision [i.e., § 2934a(b)]." Neither the
code nor any secondary source clearly states whether or not the affidavit of mailing
must be attached to the mailed copies or merely to the subsequently recorded copies.
It would seem simplistic that an affidavit of proof of mailing could not be attached to the
mailed copies as the affidavit, technically, would not be true until the mailing had
occurred (i.e., the substitutions put in envelopes and mailed.) Since the sub-by-code
substitution is to be recorded only after the required mailings have been made, it makes
sense that the affidavit, at a minimum, should be attached to the recorded copy of the
substitution of trustee.
However, by analogy to the way proofs of service by mail (affidavits) are handled
in litigation under Code of Civil Procedure §§ 1013 and 1013a, it may be best to attach
an unsigned copy of the affidavit to the mailed substitution of trustee. (See, Code of Civ.
Proc. § 1013(b).) Some attorneys or their secretaries indicate that the original was
signed by placing "/s/" in the proof of services signature line or by applying an "original
signed by" stamp with the intended signator's signature typed in the blank. This
procedure, while not mandated by the express language of Civil Code § 2934a(b), is
probably the best approach. This approach, like enclosing a copy of the original
affidavit, will expose to the recipients of copies of the substitution of trustee potential
mailing errors. Until a case interprets the "affidavit" requirement under the sub-by-code
provisions, it is probably safest to attach a signed or unsigned copy of the mailing
affidavit to the mailed substitutions of trustee and make sure that the substitutions are
indeed mailed the day referenced in the affidavit.
(10)

When is the Substitution Effective?

A trustee named in a recorded substitution of trustee is deemed to be authorized
to act as the trustee under the mortgage or deed of trust “for all purposes from the date
the substitution is executed by the mortgagee, beneficiaries, or by their authorized
agents (not from when it was recorded). 278 Nothing herein requires that a trustee under
a recorded substitution accept the substitution. Once recorded, the substitution shall
constitute conclusive evidence of the authority of the substituted trustee or his or her
agents to act pursuant to this section.
(11)

Multi-lender Substitution

In 1996, § 2934a was modified to allow for substitution of trustees in situations
where there are a series of notes or undivided interest in the same note (i.e., multilender situations). 279 Under this new rule, a substitution of trustee may be executed by
278

Because of amendments to the code made at different times, there is a conflict between
various provisions as to when the substitute trustee is authorized to act. Civil Code §§ 2934a(a)(4)
[effective from recording] and 2934a(d) (effective from execution as opposed to recording).
279
Civil Code § 2934a(a)(1)(B) and 2(B).
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the holders of more than 50 percent of the record beneficial interest in the note(s),
excluding the interest of a licensed real estate broker that is the issuer or servicer of the
note.
This multi-lender substitution is ineffective until “all parties signing the
substitution, sign, under penalty of perjury, a separate written as set forth above in
2934a(2) . Also, see the discussion of the multi-lender rule 280 and of majority control
provisions 281 for multiple lenders discussed under broker regulation.
(12)

The Mussey-Grade Problem and Solution

Generally, where there are multiple lenders owning the beneficial interest in a
deed of trust, the loan is subject to the Multi-Lender Rule 282 The Multi-Lender Rule
general requires that their be a broker providing loan servicing pursuant to a multilender servicing agreement. 283 What if there are multiple lenders and no multi-lender
servicing agreement as required by the multi-lender rule 284 and no written agreement
between the investors and the agreement is not referenced or included in a recorded
document such as the deed of trust or the assignment of interests as required by Civil
Code § 2941.9? Although unpublished (and uncitable) a court of appeal decision
concluded that the language in a standard for deed of trust relating to substitutions
created an alternative, nonstatutory method allowing a single, minority beneficiary to
substitute a trustee and to commence a foreclosure notwithstanding the objections of
the servicing broker and the majority beneficiaries. The court of appeal based its
rational upon the language in a standard deed of trust that allows the “a beneficiary” to
substitute a trustee. The court of appeal ignored the fact that many standard forms of
deeds of trust define all of the beneficiaries under a deed of trust as “beneficiary”
[singular instead of plural]. 285
The logic of this case could allow one maverick beneficiary to act as a spoiler or
hold the other beneficiaries hostage (i.e., demanding concessions from the other
beneficiaries). The best way short of legislation to solve this problem is to make sure to
have a written servicing agreement as required by the multi-lender rule (Bus. & Prof.
Code § 10238(k)) and to follow the multi-lender provisions of Civil Code §§ 2934a and
2941.9.)
Comment: The best practice is to have a good multi-lender servicing agreement
that covers both pre-foreclosure and post-foreclosure servicing and to make sure that a
280

Bus. & Prof. Code §§ 10237 et seq. This assume that the loan was not made pursuant to
another securities permit or exemption. See, discussion of the Multi-Lender Rule in the Chapter on
Broker Regulation.
281
Civ. Code § 2941.9
282
Bus. & Prof. Code §§ 10237 et seq.
283
Bus. & Prof. Code § 10238(k)
284
Bus. & Prof. Code § 10238(k)
285
Mussey-Grade Park, LLC. v. Pine (4th Dist., 11-8-04) Unpublished Decision.
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description of the majority control agreement is included in the recorded document such
as a deed of trust or assignment. 286
D. Appointment of Trustee Where No Trustee is Named in the Original
Security Agreement.
In some cases, a specific trustee is not named in the security instrument when
the loan was made. Where the trustee has not been named in the security instrument it
may be better to apply to the court for the appointment of the initial trustee and,
thereafter, the substitution of trustee method can be used to change trustee, if
necessary. Failure to have the court appoint a trustee runs the risk that a court will later
find that there was not a trustee lawfully appointed at the time the trust was created and,
thus, either the trust was not properly created or the trustee not validly appointed. This
could result in the trustee's sale being set aside or enjoined. This result is less likely if
the trustee's sale is processed by a trustee appointed by the court.
Case law and former statutes codified the rule that whenever there is no
appointed trustee, or if the trustee dies, renounces the trust or is discharged, the court
may appoint a new one. 287 While the courts have sometimes drawn distinctions
between trustees under deeds of trust and trustees under other types of express trusts,
it is likely a court would apply rules applying to express trusts to deeds of trust
particularly since Civil Code § 2934b, which became effective in 1987, expressly
incorporates Probate Code §§ 15643 and 18102 describing a vacancy. Presumptively
because of this reference in the Civil Code, the court can appoint a new trustee to fill
such vacancy pursuant to Probate Code § 15660.
Comment: While this is a simple procedure, it does require that an attorney be
hired. As such, this approach is rarely be used because it will cost substantially more
than using the procedures set forth in Civil Code § 2934a.
E. Substitution by Pledgee of Collateral Assignment.
A pledgee under a collateral assignment may appoint a new trustee under the
pledged deed of trust which is acquired under a pledge instrument authorizing him to
give notice of default and to pursue all rights and remedies for collection held by the
assignor 288

286

See, Civil Code § 2941.9.
11 Witkin, Summary of Cal. Law, Trusts §49 pp. 620-621 and cases cited therein.
288
Smith v. Sheffey (1952) 113 Cal. App. 2d 741.
287
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F. Trustee’s Sale Guarantees.
The Trustee’s Sale Guarantee (“TSG”) is a title company product that provides
certain guaranties or assurances regarding the nonjudicial foreclosure. A TSG is not
really “insurance” but “assurance” as to the state of the title to the particular property
and it gives information for the trustee as of the date the NOD records. The best
information is contained in a full TSG as opposed to a limited product, as the trustee
can get a better idea of what is going on with the property. A Limited TSG is a limited
version of a TSG which does not include information of various liens on the property (as
does the regular TSG). A limited TSG only gives the information required by the
statutes for the foreclosure and does not show any other items affecting the property
(for example, senior liens).
(1)

What is Covered?

The TSG contains five “assurances” which are:
•

The vested owner (is it no longer the trustor/borrower)? They will need to
be noticed.

•

Names and addresses disclosed of record of persons entitled to NOD or
NOS under Civil Code § 2924b(a)& (d).

•

Names and addresses disclosed of record of persons entitled to NOD or
NOS under Civil Code § 2924b(c)(1)&(2).

•

Names and addresses of the state taxing agencies that are entitled to
NOD or NOS under Civil Code § 2924b(c)(2)(F); and,

•

The city or judicial district where the land is located in order to find a
newspaper qualified to publish notice of sale under Civil Code § 2924f.
The TSG usually names at least one qualified newspaper.
(2)

How much is Covered?

Generally, assuming there is a covered claim, a TSG will cover the following
amounts:
•

The unpaid principal balance of the loan

•

PLUS interest to the date of recording of the NOD (watch usury)

•

PLUS 4 months’ additional interest (to date of sale)
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•

PLUS advances, if any

•

PLUS late charges, if any

•

PLUS the trustee’s fee figured for a completed sale

•

PLUS expenses (excluding the TSG premium)

•

All rounded up to the next even thousand dollars.

G. Notice of default.
(1)

Contents—Statement of Breach

Upon a default (e.g., failure to pay any portion due) under a deed of trust, a
"notice of default" must be recorded setting "forth the nature of each breach actually
known to the beneficiary and of his or her election to sell, or cause to be sold, the
property to satisfy that obligation and any other obligation secured by the deed of trust
or mortgage which is in default." 289
The title and several other designated items of the NOD must be in 14-point
boldface type and the body of the NOD must be in 12-point type if printed, or capital
letters, if not printed. 290
For loans covered by Civil Code § 2923.5 a NOD must “include” the appropriate
declaration. 291
(2)

Rebuttable Presumption Beneficiary Knows of Defaults.

There is a rebuttable presumption that the beneficiary actually knew of all unpaid
loan payments on the obligation owed to the beneficiary and secured by the deed of
trust or mortgage subject to the notice of default.
(3)

Failure to Include All Known Defaults.

Failure to include each actually known default may not invalidate the notice of
sale, but it may preclude the beneficiary from demanding, as a condition of cure, that
the borrower cure the defaults that were not included in the NOD. 292 Where existing
breaches are omitted from an NOD, generally the beneficiary should accept a tender of
289

Civ. Code § 2924, et. seq.
Civ. Code § 2924c(b)(1).
291
Civ. Cod § 2923.5(b).
292
See, Anderson v. Heart Federal Savings (1989) 208 Cal.App.3d 202 and 1991 revisions to
Civ. Code § 2924
290
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reinstatement without included cure of the omitted default. However, best practice
would be to advise the reinstating party of the existing unnoticed default and that, if it is
not paid, a new NOD will be filed. This gives the reinstating party the opportunity to
cure the unnoticed default and save the foreclosure fees and costs that would be
incurred in a second foreclosure.
(4)

Actual vs. Conditional Breaches.

An actual, exiting breach would be one that exists when the NOD is recorded.
For example, “failure to pay the installment of principal and interest due on April 1,
2008”. Conditional breaches are one such as “failure to pay attorney’s fees and costs,
if any.”
While conditional breaches may not be totally prohibited under any
circumstance, they should be avoided whenever possible. 293 The NOD need not,
however, state the amounts which are in default; it need only describe the nature of the
breach. 294
For monetary defaults, prior to maturity date, mandated statutory language
requires that the NOD contain the amount necessary to cure the default. 295
(5)

Who Can Declare a Default?

Generally, the beneficiary may declare a default and does so by sending the
trustee some form of “declaration of default and election to exercise power of sale.” The
form of this instruction or declaration is not fixed by statute and varies depending on the
trustee or lenders own practices. Today, may such instructions are done purely
electronically.
Where there are multiple beneficiaries under a deed of trust which is in default,
any one of them may sign and record a notice of default even if the others refuse to
cooperate. 296 However, most multi-lender loans are subject to a majority control
agreement pursuant to Civil Code § 2941.9 and pursuant to Business & Professions
Code § 10238(i)&(k).
(6)

Who Prepares and Signs the Notice of Default.

Civil Code § 2924 specifically provides the trustee, mortgagee or beneficiary, or
any of their authorized agents, “shall file for record” (i.e., record). While the NOD is
293

See, Anderson v. Heart Federal Savings (1989) 208 Cal.App.3d 202.

294

Middlebrook Anderson Co. v. Southwest Sav. & Loan Assn. (1971) 18 Cal.App.3d 1023, 1038,
citing Civ. Code, § 2924; Engelbertson v. Loan & Bldg. Assn., 6 Cal.2d 477, 478 479.
295
Civ. Code § 2924c(a).
296
Perkins v. Chad Dev. Corp. (1979) 95 Cal.App.3d 645
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generally prepared by the trustee based upon the instructions or declaration of default
of the beneficiary, the trustee, mortgagee or beneficiary, or any of their authorized
agents may prepare and sign the NOD even though the agents authority is not in writing
(i.e., oral authorization). 297 The NOD does NOT need to be notarized!
H. Who’s Entitled to Notice?
Generally, only persons otherwise designated in Civil Code § 2924b(c)(2) with a
recorded interest at the time the notice of default is recorded are entitled to notices of
default and notices of sale. 298
Persons who would otherwise be entitled to notices of default and sale will not
receive these notices if their interest is recorded after the notice of default.
(1)

Required Mailings of the Notice of Default.
(a) Ten Business Day Mailings

The mortgagee, trustee, or other person authorized to record the NOD or notice
of sale (e.g., foreclosure agent) shall within 10 (business) days following recordation of
the notice of default, deposit or cause to be deposited in the U.S. mail an envelope, sent
registered or certified mail with postage prepaid containing a copy of the NOD with the
recording date shown thereon and addressed to the following (Civil Code §2924b(b)):

297
298

•

To those with recorded requests for notice (judgment creditors, borrower’s
change of address, junior lienholders, etc.) (Civil Code §2924b(b)(1))

•

To the trustor or mortgagor at the last known address (business or
residence) if different than the address specified in the deed of trust. (Civil
Code §2924b(b)(1)&(3).) What is the trustor’s “last known address”? The
“last known address” of the trustor “means the last business or residence
address actually known by the mortgagee, beneficiary, trustee, or other
person authorized to record the notice of default. The beneficiary shall
inform the trustee of the trustor's last address actually known by the
beneficiary. However, the trustee shall incur no liability for failing to
send any notice to the last address unless the trustee has actual
knowledge of it.” (Civ. Code § 2924b(b)(3).) Comment: Unless the
beneficiary or the servicing agent provides the trustor’s last known
address to the trustee, the trustee will not have this necessarily
information. The last known address of the trustor is not shown on, nor
guaranteed by, a TSG. Trial court cases have found the beneficiary (not

See, Bliss v. Security First Nat. Bank (1947) 81 Cal.App.2d 50.
Civ. Code § 2924(b)(c)(1).
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the trustee) liable where the trustee failed to mail the NOD or NOS to the
trustor’s last known address due to the beneficiary’s failure to supply that
information to the trustee. The beneficiary should keep a log of all contact
addresses for the trustor and the date the address became known.
•

Any person required to mail a copy of a notice of default or notice of sale
to each trustor or mortgagor under the Code by registered or certified mail
shall simultaneously cause to be deposited in the United States mail, with
postage prepaid and mailed by first-class mail, an envelope containing an
additional copy of the required notice addressed to each trustor or
mortgagor at the same address to which the notice is sent by registered or
certified mail under the Code. (Civil Code §2924b(e).)
(b) Publication, Personal Delivery or Posting of the NOD
(Civil Code § 2924b(d).)

If the Deed of Trust does not contain a mailing address for the trustor or
mortgage (prior to 2005 this said “request” for notice), the NOD must be published,
personally delivered to the trustor, or posted on the property. (Civil Code § 2924b(d).)
•

Publication of the NOD must be once a week for at least four weeks
in a newspaper of general circulation in the county in which the
property is located; and publication must begin within 10 business days
after the NOD is recorded; or

•

Personal delivery of the NOD to the trustor must be made within 10
business days after the NOD is recorded (or at any time before
publication is completed if publication is also made); or

•

Posting of the NOD in a conspicuous place on the subject property
must be made and a copy of the NOD must be mailed to the last
known address of the trustor (presumably within the 10 business
days).
(c) One-month Mailings (Civil Code §2924b(c).)

The trustee, beneficiary or other authorized person prepares the one-month
mailings of the NOD and sends them by certified or registered mail. First, the trustee
verifies the mailings against the TSG. The mailing must be made to the following
persons with a record interest as of the date of recording the NOD:
•

To successors-in-interest to the trustor (i.e., record owners who acquired
their interest after the deed of trust was recorded; Civil Code
§2924b(c)(2)(A));
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•

To beneficiaries of subordinate deeds of trust or their assignees. (Civil
Code §2924b(c)(2)(B)&(C));

•

To vendees under land sales contracts, lessees, their successors and
others (Civil Code §2924b(c)(2)(D)&(E));

•

To the Office of the Controller, Sacramento, CA if it has recorded a “Notice
of Lien for Postponed Property Taxes” (Civil Code §2924b(c)(2)(F)).
(d) Courtesy Notices Not Required.

Many persons with recorded liens (e.g., judgment lien, attachment lien and/or
mechanic's lien, senior lienholders, subordinate deed of trust recorded after the NOD
was recorded and guarantors) 299 will not be entitled to notices of default and/or sale
unless they have recorded a request for notice of default. 300 A notice mailed to a
person not entitled to notice is called a “courtesy notice”.
Occasionally, trustees will send courtesy notices to persons not entitled to notice
by statute. Persons not entitled to notice (except if they have recorded a request for
notice of default) are junior judgment lienholders, persons who have recorded a lis
pendens (notices of action), holders of mechanics liens, easement holders, senior
lienholders, and holders of any Deed of Trust or lien recorded after the NOD was
recorded. As courtesy notices have caused trustees to incur unnecessary liability,
many do not give courtesy notices. Check your company’s policy to determine whether
they permit courtesy notices to be mailed.
(2)

No Duty to Search for Names or Addresses of Persons
Entitled To Notice of Default or Notice of Sale.

There are no common law duties to give additional notices or to search for
persons entitled to notice under the Civil Code. 301
While the California Supreme Court has ruled that statutory law preempts
common law with respect to the required notices which must be given by the trustee,

299

Except where a guarantor is a trustor under a deed of trust given as security, guarantors may
not be entitled to NOD or NOS under Civil Code §§ 2924 et seq. dealing with nonjudicial foreclosures;
however, they may be entitled to various notices under surety law, unless properly waived. See, Civil
Code §§ 2787 et seq and particularly § 2856.
300
Civ. Code § 2924b and, see, Perez v. 222 Sutter Street Partners (1990) 222 Cal.App.3d 938.
301
I.E. Associates v. Safeco Title Ins. Co. (1985) 39 Cal.3d 281.
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the trustee has common law duties to the trustor, beneficiary and third party bidders
relating to other areas of the trustee's conduct and the foreclosure process. 302
I.

Spanish Translation.

Civil Code § 2924c(b)(1) provides that if the obligation secured by the deed of
trust is one which is covered by Civil Code §1632(a)(1)-(4), the notice of default shall
be in Spanish if the trustor requested a Spanish language translation of the contract of
agreement pursuant to Civil Code § 1632.
Comment: Civil Code § 2924c(b)(1) has not been amended to conform to Civil
Code §§ 1632 (which has been amended many times since 2923c(b)(1) was added) or
to reference Civil Code § 1632.5 which became effective on 1-1-10. Civil Code § 1632
references Civil Code §1632(a)(1)-(4) but those provisions are now found Civil Code
§1632(b)(1)-(4) and the amended statute provides an alternative to covered lenders of
providing a Spanish MLDS or TILA disclosure. (Civ. Code § 1632(c)&(e).) In addition,
the amendments to § 1632 have added 5 additional languages but nothing in Civil Code
§ 2924c(b)(1) mentions any language other than Spanish.
Similarly, where the obligation is a home improvement contract as defined in
Business and Professions Code §§ 7151.2 and 7159, the seller must specify on the
home improvement contract whether or not the contract was "principally negotiated in
Spanish", and when so indicated a Spanish language notice of default must be sent.
Comment: While Business and Professions Code § 7159 has been amended to
reference the language in which the home improvement contract was principally
negotiated”, Civil Code § 2924c(b)(1) still refers only to Spanish.
Civil Code §2924c(b)(1) specifically provides that "[u]nless specified in writing to
the contrary, a copy of the notice required by subdivision (c) of Section 2924b shall be
in English." Civil Code §2924b(c) specifically deals with: (1) the 1 month notice of
default sent to various persons entitled to notice by statute even if a request for notice of
default has not been filed; and (2) the notice of trustee's sale. Thus, except where
specified in the obligation (note or contract) or the deed of trust, only the notice of
default is sent to the trustor and to a person with a recorded request for notice of default
303

302

Karoutas v. Home Fed Bank (1991) 232 Cal.App.3d 767; see, 1992 changes to Civ. Code §

2924h(g).
303

See Civ. Code § 2924b(b)(1) and compare it to Civ. Code § 2924b(c).
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No failure to comply with the Spanish language translation of the notice of default
affects the validity of a trustee's sale in favor of a bona fide purchaser or encumbrancer
for value, without notice, 304
J.

Affidavit of Military status (Servicemembers Civil Relief Act as
amended Dec. 2003).

The Servicemembers’ Civil Relief Act 305 generally precludes the foreclosure of a
lien on a service person's property for nonpayment of any sums due while that person
is in military service, or within 3 months after he leaves the service, except if a
court order is first received. 306 This provision applies only to obligations incurred
before the debtor entered the military and does not prevent foreclosure of
security for an obligation executed during the period of military service of the
obligor. 307 If the trustor is in the military and the obligation was secured by a mortgage
or deed of trust prior to the trustor’s commencement of the period of military service, the
creditor must apply to the Federal court for an order allowing the foreclosure. The time
period during which a foreclosure cannot be conducted without a federal court order is
the time from the commencement of the period of military service through three months
following termination of military service. 308
If a person in the military obtains a mortgage while he/she is in the military,
the provisions of the Act do not apply. Therefore, it may be necessary to have the
beneficiary check the loan application in its file and verify whether the applicant was in
the military at the time the mortgage or deed of trust was given. This can be done at:
https://www.dmdc.osd.mil/scra/owa/home.
Most trustees, as a custom, obtain an affidavit or declaration of non-military
service from the beneficiary. However, if the beneficiary has no personal knowledge,
the beneficiary or trustee may have to obtain certificates from the personnel branch of
each of the military services to establish the Act does not apply.
As stated in 50 USC Appx § 502, the purposes of the Act are-“(1) to provide for, strengthen, and expedite the national defense
through protection extended by this Act [50 USCS Appx §§ 501 et seq.] to
servicemembers of the United States to enable such persons to devote
their entire energy to the defense needs of the Nation; and
304

Civ. Code § 2924c(b)(2).)Notice of Sale (NOS) (Civil Code §2924f.).
50 U.S.C. App §§ 501-596.
306
50 U.S.C. App. § 532(a)(1).
307
50 U.S.C. App. § 532(a)(2); Whitaker v. Hearnsberger (Colo. 1951) 233 P.2d 389, 123 Colo.
305

545.
308

50 App. U.S.C. § 532(3).
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(2) to provide for the temporary suspension of judicial and
administrative proceedings and transactions that may adversely
affect the civil rights of servicemembers during their military
service.”
As stated in 50 USCS Appx § 511, provides, in pertinent part:
“(2) Military service. The term "military service" means-(A) in the case of a servicemember who is a member of the Army,
Navy, Air Force, Marine Corps, or Coast Guard-(i) active duty, as defined in section 101(d)(1) of title 10, United States
Code, and
(ii) in the case of a member of the National Guard, includes service
under a call to active service authorized by the President or the Secretary
of Defense for a period of more than 30 consecutive days under section
502(f) of title 32, United States Code, for purposes of responding to a
national emergency declared by the President and supported by Federal
funds;
(B) in the case of a servicemember who is a commissioned officer of
the Public Health Service or the National Oceanic and Atmospheric
Administration, active service; and
(C) any period during which a servicemember is absent from duty on
account of sickness, wounds, leave, or other lawful cause.
(3) Period of military service. The term "period of military service"
means the period beginning on the date on which a servicemember enters
military service and ending on the date on which the servicemember is
released from military service or dies while in military service.”
50 USCS Appx. § 533 of the Servicemembers Civil Relief Act
provides:
(a) Mortgage as security. This section applies only to an obligation on
real or personal property owned by a servicemember that-(1) originated before the period of the servicemember's military
service and for which the servicemember is still obligated; and
(2) is secured by a mortgage, trust deed, or other security in the
nature of a mortgage.
(b) Stay of proceedings and adjustment of obligation. In an action
filed during, or within 9 months after, a servicemember's period of military
service to enforce an obligation described in subsection (a), the court may
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after a hearing and on its own motion and shall upon application by a
servicemember when the servicemember's ability to comply with the
obligation is materially affected by military service-(1) stay the proceedings for a period of time as justice and equity
require, or
(2) adjust the obligation to preserve the interests of all parties.
(c) Sale or foreclosure. A sale, foreclosure, or seizure of property
for a breach of an obligation described in subsection (a) shall not be
valid if made during, or within 9 months after, the period of the
servicemember's military service except-(1) upon a court order granted before such sale, foreclosure, or
seizure with a return made and approved by the court; or
(2) if made pursuant to an agreement as provided in section 107 [50
USCS Appx. § 517]. [Waiver Provision]
(d) Penalties.
(1) Misdemeanor. A person who knowingly makes or causes to be
made a sale, foreclosure, or seizure of property that is prohibited by
subsection (c), or who knowingly attempts to do so, shall be fined as
provided in title 18, United States Code, or imprisoned for not more than
one year, or both.
(2) Preservation of other remedies. The remedies and rights provided
under this section are in addition to and do not preclude any remedy for
wrongful conversion otherwise available under law to the person claiming
relief under this section, including consequential and punitive damages.
50 USC App. § 517 deals with waiver of rights pursuant to written
agreement.
(a) In general. A servicemember may waive any of the rights and
protections provided by this Act [50 USCS Appx §§ 501 et seq.] Any such
waiver that applies to an action listed in subsection (b) of this section is
effective only if it is in writing and is executed as an instrument separate
from the obligation or liability to which it applies. In the case of a waiver
that permits an action described in subsection (b), the waiver is effective
only if made pursuant to a written agreement of the parties that is
executed during or after the servicemember's period of military service.
The written agreement shall specify the legal instrument to which the
waiver applies and, if the servicemember is not a party to that instrument,
the servicemember concerned.
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(b) Actions requiring waivers in writing. The requirement in subsection
(a) for a written waiver applies to the following:
(1) The modification, termination, or cancellation of-(A) a contract, lease, or bailment; or
(B) an obligation secured by a mortgage, trust, deed, lien, or
other security in the nature of a mortgage.
(2) The repossession, retention, foreclosure, sale, forfeiture, or
taking possession of property that-(A) is security for any obligation; or
(B) was purchased or received under a contract, lease, or bailment.
(c) Prominent display of certain contract rights waivers. Any waiver in
writing of a right or protection provided by this Act [50 USC Appx §§ 501 et
seq.] that applies to a contract, lease, or similar legal instrument must be
in at least 12 point type.
309

K. Rights under the Servicemembers Civil Relief Act
Borrowers who have entered into military service occasionally ask lenders to
honor their rights under the Servicemembers Civil Relief Act, formerly known as the
Soldiers and Sailors Civil Relief Act of 1940. This federal statute was enacted to provide
relief to persons in military service “to enable such persons to devote their entire energy
to the defense needs of the Nation.” In 2003, Congress amended and updated this Act,
renaming it the Servicemembers Civil Relief Act.
(1)

Limitations on Interest

Unless otherwise determined by a court, the act limits the amount of interest that
may be collected on debts incurred by persons in military service to 6 percent per
annum during the period of service (i.e., from the date of receipt of induction papers to
the date of release from service), if the debts were incurred before active duty
commenced. Any interest at a rate in excess of 6 percent per year must be forgiven. 310 .
The term “interest” includes service and renewal charges and any other fees or charges
(except insurance) related to the obligation. The amount of any periodic payment due
must be reduced by the amount of the interest forgiven. The OCC has advised national
banks that monthly payments should be reduced to the amount needed to fully amortize
the loan at 6 percent on its scheduled maturity date. A reduction in the interest rate
309
310

See, Mark E. Sullivan “A Judge’s Guide To The Servicemembers Civil Relief Act.”
50 U.S.C. sec. 527
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without a corresponding reduction in the payment amount would have the effect of
shortening the maturity of the loan but would provide no short-term relief to the person
called to active military service.
The provision imposing the 6 percent interest rate limit indicates how the interest
rate is to be determined:
As used in this section, the term “interest” includes service charges, renewal
charges, fees, or any other charges (except bona fide insurance) with respect to an
obligation or liability.
Except for bona fide insurance premiums, the statute prohibits lenders from
collecting more than 6 percent interest inclusive of any type of charges. If a lender is
accruing interest at the 6 percent limit, it may not impose any additional charges other
than insurance, whether or not the additional charges are characterized as finance
charges under Regulation Z or interest under any other law. Note, also, that under the
statute any amount above the 6 percent limitation is forgiven, not simply deferred.
Section 207 of the Servicemembers Civil Relief Act specifies that a court may
grant a creditor relief from the 6 percent interest rate if, in the opinion of the court, the
ability of the service member to pay interest above 6 percent per year is not materially
affected by reason of the military service. Note, however, that the creditor would have to
go to court to request relief, an alternative that could prove prohibitively expensive.
The bottom line appears to be that: (1) There is no residential property limitation
so this 6 % interest applies to mortgages on vets property (of any type) entered into
prior to entering active duty; (2) you will want to get a copy of the borrowers military
orders; and (3) if you believe that the borrower’s income is not materially affected by
reason of the military service, we may want to ask some questions or consider
petitioning the court to allow a higher interest rate.
Generally, the interest reduction is implemented by the servicemember providing
to the creditor a written notice and a copy of the military orders calling the
servicemember to military service and any orders further extending military service, not
later than 180 days after the date of the servicemember's termination or release from
military service. Upon receipt of written notice and a copy of orders calling a
servicemember to military service, the creditor shall reduce the interest rate to 6%,
effective as of the date on which the servicemember is called to military service.
L. Notice of Sale
(1)

Timing.
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The NOS cannot be published until three months (not 90 days) after the NOD
records. 311 . At that point the beneficiary will authorize the trustee to proceed with the
notice of sale and the trustee’s sale."Dating down" the Trustee's Sale Guarantee.
If a federal tax lien or a lien for postponed property taxes is recorded more than
30 days before the sale, it will not be foreclosed by a senior deed of trust etc., unless
the IRS is given notice of sale at least 25 days before the sale.
WATCH
POSTPONEMENTS. 312
(2)

Contents of Notice (Civ. Code § 2924f).

In addition to other contents, for a loan covered by Civil Code § 2923.5, where a
notice of default was filed (and not rescinded) prior to 9-6-08, the notice of sale must
contain declarations required under Civil Code §2923.5(c).
(3)

Property description.

Civil Code § 2924f(c) provides, in pertinent part, that:
“In addition to any other description of the property, the notice shall describe the
property by giving its street address, if any, or other common designation, if any,
and a county assessor's parcel number; but if the property has no street address or
other common designation, the notice shall contain a legal description of the property,
the name and address of the beneficiary at whose request the sale is to be conducted,
and a statement that directions may be obtained pursuant to a written request submitted
to the beneficiary within 10 days from the first publication of the notice. Directions shall
be deemed reasonably sufficient to locate the property if information as to the location
of the property is given by reference to the direction and approximate distance from the
nearest crossroads, frontage road, or access road. If a legal description or a county
assessor's parcel number and either a street address or designation of the property is
given, the validity of the notice and the validity of the sale shall not be affected by the
fact that the street address, other common designation, name and address of the
beneficiary, or the directions obtained therefrom are erroneous or that the street
address, other common designation, name and address of the beneficiary, or directions
obtained therefrom are omitted.”
(4)

Unified Sale (i.e., Real and Personal Property Combined.)

Civil Code § 2924f(c)(2) provides that:

311
312

Civil Code §2924.
I.R.C. § 7425 and Govt. Code § 16187(b).
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“If the sale of the property is to be a unified sale as provided in
subparagraph (ii) of paragraph (a) of subdivision (4) of Section 9501 of
the Commercial Code, the notice of sale shall also contain a
description of the personal property or fixtures to be sold. In the
case where it is contemplated that all of the personal property or fixtures
are to be sold, the description in the notice of the personal property or
fixtures shall be sufficient if it is the same as the description of the
personal property or fixtures contained in the agreement creating the
security interest in or encumbrance on the personal property or fixtures or
the filed financing statement relating to the personal property or fixtures.
In all other cases, the description in the notice shall be sufficient if it would
be a sufficient description of the personal property or fixtures under
Section 9110 of the Commercial Code. Inclusion of a reference to or a
description of personal property or fixtures in a notice of sale hereunder
shall not constitute an election by the secured party to conduct a unified
sale pursuant to subparagraph (ii) of paragraph (a) of subdivision (4) of
Section 9501 of the Commercial Code, shall not obligate the secured party
to conduct a unified sale pursuant to subparagraph (ii) of paragraph (a) of
subdivision (4) of Section 9501 of the Commercial Code, and in no way
shall render defective or noncomplying either that notice or a sale
pursuant to that notice by reason of the fact that the sale includes none or
less than all of the personal property or fixtures referred to or described in
the notice. This paragraph shall not otherwise affect the obligations or
duties of a secured party under the Commercial Code.”
(5)

Statement of amount due.

By statute the amount that should be filled in is the amount of the unpaid
obligation secured by the property to be sold plus reasonably estimated costs and
expenses and advances as of the time of the initial publication of the Notice of Sale. 313
THIS IS NOT THE OPENING BID. DO NOT STATE THAT THIS IS THE OPENING
BID OR ADJUST THE AMOUNT TO REFLECT A LOWER AMOUNT THE
BENEFICIARY WISHES TO MAKE AS THE OPENING BID. If the beneficiary wishes
to state its intent to make an opening bid of less than the full amount described above,
he/she can add an additional statement to that effect on the NOS, although that is not
required by statute. 314
(6)

Mailing NOS.

The NOS must be mailed at least 20 days before the sale date by registered or
certified mail (Civil Code §2924b(b)(2)) as follows:
313
314

Civil Code § 2924f(b)(1).
Civ. Code § 2924f.
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•

To the same parties the NOD was mailed to.

•

To the IRS, if required (i.e., the IRS junior lien is of record 30 days or more
prior to the sale date, but the NOS should be sent no later than 25 days
before the sale date; also, watch postponements) (26 USC 7425(b)(1) and
(c)(1)).

•

To a state taxing agency, if their lien is of record at the NOD recording
(mail no later than 20 days prior to the sale date) (Civil Code
§2924b(c)(3)).

•

First Class Mailings: Any person required to mail a copy of a notice of
default or notice of sale to each trustor or mortgagor under the Code by
registered or certified mail shall simultaneously cause to be deposited in
the United States mail, with postage prepaid and mailed by first-class mail,
an envelope containing an additional copy of the required notice
addressed to each trustor or mortgagor at the same address to which the
notice is sent by registered or certified mail under the Code. (Civil Code
§2924b(e).)
(7)

Posting the NOS on the property

The NOS must be posted in a conspicuous place on the property and in a public
place where the property is sold, ordered by the trustee and completed by the poster at
least 20 days prior to the sale date, with an Affidavit of Posting. 315 Posting is
frequently subcontracted out to a posting and publishing company who executes an
affidavit of posting.
(8)

Publication

The NOS must be published once a week for 3 consecutive weeks prior to sale.
The publication does not have to appear in the paper on the same day each week.
The NOS must be published in a “newspaper of general circulation” published in the city
where the property is located, and if no such newspaper is published in the city, then in
a newspaper published in the judicial district or if no such newspaper is published in the
judicial district, then in the county where the property is located The first publication
must be at least 20 days before the sale date.
316

Generally, the trustee will obtain an affidavit of publication completed by the
publisher of the newspaper.

315
316

Civ. Code §2924f(b)(1).
Civil Code §2924f(b)(1).

© 2009 Adleson, Hess & Kelly P.C.

Page 159

(9)

Recording of the NOS by the Trustee (Civil Code
§2924f(b).)

Effective 1-1-10, the NOS must be recorded at least 20days prior to the sale
date.

317

(10)

Affidavits of Mailing of NOD or NOS. (Civil Code §
2924b(e).)

When the person mailing the NOD or NOS properly executes and maintains
a properly prepared affidavit or mailing, in the absence of fraud, the affidavit
creates a conclusive presumption of mailing. 318
M. Reinstatement in Nonjudicial Foreclosure.
(1)

When.

Unless the deed of trust provides more liberal reinstatement rights, at any time
prior to five business days before the date of the trustee's sale or postponed
trustee's sale. 319 The reinstatement period in nonjudicial foreclosures is sometimes
called “revivable reinstatement” because it is revived if the sale is postponed for more
than five business days. Thus, a creditor wishing not to revive the reinstatement period
must be conscious not to postpone for more than five business days. Neither the
beneficiary nor the trustee has a duty to postpone for longer than 5 business days to
allow reinstatement to revive. Therefore, a beneficiary may use serial operation of law
postponements (for less than 5 business days preventing revivable reinstatement) and
these postponements do not violate the implied covenant of good faith and fair dealing
or the intent of the Legislature. 320
Some FNMA and other forms provide for more generous reinstatement rights
and/or require other notices to be sent to the debtor before commencement of
foreclosure. "Business day" is defined in Civil Code § 9 and appears to include
Saturdays.
(2)

Who may Reinstate?

The following persons are entitled to reinstate: trustor, mortgagor, their
successors in interest (i.e., assuming or non-assuming grantees), and beneficiaries of
any subordinate deed of trust, lien or encumbrance of record.
317

SB 306 2009.
Civil Code § 2924b(e).
319
Civ. Code § 2924c(e).
320
Hicks v. E. T. Legg & Associates (2001) 89 Cal.App.4th 496.
318
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(3)

How?

By tendering (or paying), at the time payment is tendered, with respect to all
amounts of principal, interest, taxes, assessments, insurance premiums or advances
actually known by the beneficiary to be, and that are, in default and shown on the
notice of default; all amounts in default on recurring obligations not shown on the
notice of default, and all reasonable costs and expenses subject to Civil Code §
2924c(c) which are actually incurred in enforcing the terms of the obligation, deed
of trust or mortgage and trustee's or attorney's fees as limited by statute. (Civ.
Code § 2924c(a); See, Anderson v. Heart Fed. Sav. & Loan (1989) 208 Cal.App.3d 202,
which by Stats. 1990, Chapter 657 has been partially superseded to the extent that the
decision restricted the ability of mortgagees and beneficiaries under deeds of trust to
demand payments of all amounts in default under the terms of the obligation secured by
a mortgage or deed of trust as a condition of reinstatement of the obligation and
avoidance of the sale of the secured property to satisfy the obligation.)
Recurring obligation means "all amounts of principal and interest on the loan, or
rents, subject to the deed of trust or mortgage in default due after the notice of default is
recorded; all amounts of principal and interest or rents advanced on senior liens or
leaseholds which are advanced after the recordation of the notice of default; and
payments of taxes, assessments, and hazard insurance advanced after recordation of
the notice of default." 321 By tendering (or paying), at the time payment is tendered, with
respect to all amounts of principal, interest, taxes, assessments, insurance premiums or
advances actually known by the beneficiary to be, and that are, in default and shown on
the notice of default; all amounts in default on recurring obligations not shown on the
notice of default, and all reasonable costs and expenses subject to Civil Code §
2924c(c) which are actually incurred in enforcing the terms of the obligation, deed of
trust or mortgage and trustee's or attorney's fees as limited by statute. (Civ. Code §
2924c(a); See, Anderson v. Heart Fed. Sav. & Loan (1989) 208 Cal.App.3d 202; 256
Cal.Rptr. 180, which by Stats. 1990, Chapter 657 has been partially superseded to the
extent that the decision restricted the ability of mortgagees and beneficiaries under
deeds of trust to demand payments of all amounts in default under the terms of the
obligation secured by a mortgage or deed of trust as a condition of reinstatement of the
obligation and avoidance of the sale of the secured property to satisfy the obligation.)
Recurring obligation means "all amounts of principal and interest on the loan, or
rents, subject to the deed of trust or mortgage in default due after the notice of default is
recorded; all amounts of principal and interest or rents advanced on senior liens or
leaseholds which are advanced after the recordation of the notice of default; and

321

Civ. Code § 2924c(a)(1).
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payments of taxes, assessments, and hazard insurance advanced after recordation of
the notice of default." 322
N. Right of Redemption.
The redemption period for nonjudicial foreclosures (i.e., private sales) begins
after the reinstatement period has ended and absolutely terminates when the trustee
sells the property.
(4)

Who may Redeem?

Every person having an interest in property subject to a lien, has the right to
redeem it from the lien. 323 Redemptioners include the trustor, trustor’s successors-ininterest or any junior lienholder. Junior lienholders redeem to protect their interest;
otherwise the junior lien is foreclosed. 324
(5)

When?

An entitled person may redeem at any time “after the claim is due, and before the
right of redemption is foreclosed (Civ. Code § 2903). The right to redeem in nonjudicial
foreclosures terminates when the trustee’s sale is concluded.
(6)

How?

An entitled person may redeem the foreclosing loan by tendering (or by paying)
the accelerated loan balance, trustee's fees and foreclosure costs, as limited by statute;
and other charges to which the lender is entitled under its note and/or deed of trust
(e.g., late charges, prepayment penalties, attorney's fees, etc.; Code Civ. Proc. §§
726(e), 729.010(a); Civ. Code §§ 2903 – 2905, 2924c, 2924d).
O. Trustee's Fees & Costs.
Trustee's fees and costs are strictly regulated by statute. (Civ. Code §§2924c,
2924d.) If an attorney incurs fees simply to perform the work of the trustee (e.g.,
preparing and mailing the NOD and the NOS), the attorney's fees and costs are subject
to the same statutory limitations.
(1)

Maximum Trustee's Fees & Costs Schedules.

Subject to more restrictive terms in the deed of trust, the maximum permissible
trustee's fee or attorneys and cost (for processing the foreclosure) are limited by statute.
322

Civ. Code § 2924c(a)(1).
Civ. Code § 2903
324
Carpenter v. Smallpage (1934) 220 Cal. 129; Dugand v. Magnus (1930) 107 Cal.App. 243
323
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(a) LEVEL I
From Notice of Default until Notice of Sale is deposited in mail (not the same time
period as the reinstatement period), or if the sale is by judicial foreclosure, at any time
prior to the decree of foreclosure. Trustee's fees will be based upon the entire unpaid
principal sum shall be an “amount that does not exceed three hundred dollars ($300) if
the unpaid principal sum secured is one hundred fifty thousand dollars ($150,000) or
less, or two hundred fifty dollars ($250) if the unpaid principal sum secured exceeds one
hundred fifty thousand dollars ($150,000), plus one-half of 1 percent of the unpaid
principal sum secured exceeding fifty thousand dollars ($50,000) up to and including
one hundred fifty thousand dollars ($150,000), plus one-quarter of 1 percent of any
portion of the unpaid principal sum secured exceeding one hundred fifty thousand
dollars ($150,000) up to and including five hundred thousand dollars ($500,000), plus
one-eighth of 1 percent of any portion of the unpaid principal sum secured exceeding
five hundred thousand dollars ($500,000).” (Civ. Code § 2924c(d))
(b) LEVEL II
From date the Notice of Sale is deposited in the mail until the trustee’s sale is
concluded, the beneficiary, or trustee may demand and receive from a person entitled
to reinstate reasonable costs and expenses, to the extent allowed by Section 2924c(c),
which are actually incurred in enforcing the terms of the obligation and trustee's
or attorney's fees does not exceed four hundred twenty-five dollars ($425) if the
unpaid principal sum secured is one hundred fifty thousand dollars ($150,000) or less,
or three hundred sixty dollars ($360) if the unpaid principal sum secured exceeds one
hundred fifty thousand dollars ($150,000), plus 1 percent of any portion of the unpaid
principal sum secured exceeding fifty thousand dollars ($ 50,000) up to and including
one hundred fifty thousand dollars ($ 150,000), plus one-half of 1 percent of any portion
of the unpaid principal sum secured exceeding one hundred fifty thousand dollars ($
150,000) up to and including five hundred thousand dollars ($ 500,000), plus onequarter of 1 percent of any portion of the unpaid principal sum secured exceeding five
hundred thousand dollars ($500,000). Fees at Level II "are in lieu of" not in addition to
those charged under Level I. (Civ. Code § 2924d(a).)
(c) LEVEL III
Upon sale of the property the maximum fees that may be charged anyone
(outside bidder or beneficiary) are $425.00 or 1% of the unpaid principal sum,
whichever is greater. Level III fees are in lieu of any fees charged at prior levels.
(d) “Unpaid Principal sum”.
The “unpaid principal sum” used to calculate the fee caps is the unpaid principal
sum at the date the NOD is recorded. (Civ. Code § 2924c(d).)
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(2)

Fees of a Agent Performing Nonjudicial Foreclosure
Servicing for a Trustee or Beneficiary.

The fees charged by the agent if the work performed was an obligation of the
trustee under the terms of the deed of trust. Civil Code § 2924d(d) provides:
“It shall not be unlawful for a trustee to pay or offer to pay a fee to an
agent or subagent of the trustee for work performed by the agent or
subagent in discharging the trustee's obligations under the terms of the
deed of trust. Any payment of a fee by a trustee to an agent or subagent
of the trustee for work performed by the agent or subagent in
discharging the trustee's obligations under the terms of the deed of
trust shall be conclusively presumed to be lawful and valid if the fee,
when combined with other fees of the trustee, does not exceed in the
aggregate the trustee's fee authorized by subdivision (d) of Section
2924c or subdivision (a) or (b) of this section.” [Emphasis added].
(3)

Foreclosure Costs

The beneficiary may recover “all reasonable costs and expenses, subject to
subdivision (c), which are actually incurred in enforcing the terms of the obligation . .
..” Subdivision (c) of 2924c provides: “[c]osts and expenses which may be charged
pursuant to Sections 2924 to 2924i, inclusive, shall be limited to the costs incurred for
recording, mailing, publishing, and posting notices required by Sections 2924 to 2924i,
inclusive, postponement upon the written request of the trustor pursuant to Section
2924g made to either the beneficiary or trustee not to exceed fifty dollars ($50) per
postponement and a fee for a trustee's sale guarantee or, in the event of judicial
foreclosure, a litigation guarantee.” (Civil Code § 2924c(c).)
(4)

Conclusive Presumption as to Fees and Costs.

Where the beneficiary charges foreclosure fees and costs that do not exceed the
fees and costs permitted in §§ 2924c and 2924d, they are conclusively presumed to be
lawful and valid. (Civ. Code §§ 2924c(d) and 2924d(a)&(b).)
P. Postponements.
Once the trustee’s sale date, time and place has been set in the notice of
trustee's, notice of postponement is governed by Civil Code § 2924g(d) which provides,
in pertinent part:
The notice of each postponement and the reason therefor shall be
given by public declaration by the trustee at the time and place last
appointed for sale. A public declaration of postponement shall also set
© 2009 Adleson, Hess & Kelly P.C.

Page 164

forth the new date, time, and place of sale and the place of sale shall be
the same place as originally fixed by the trustee for the sale. No other
notice of postponement need be given.
(U.S. Cold Storage v. Great Western Sav. & Loan (1985) 165 Cal.App.3d 1214; Cal.
Livestock Prod. Credit v. Sutfin (1985) 165 Cal. App. 3d 136.) As noted in 4 Miller &
Starr, Cal. Real Estate (3rd Ed.) Deeds of Trust, § 10:201, p. 637, “[i]f the trustee follows
this procedure for postponement, the sale conducted at the new time and place is valid,
and no further notice of sale by publication, posting, or mailing is otherwise required.”
The California court of appeal has held that no notice other than the oral declaration of
postponement is required after relief from the bankruptcy stay has been obtained by the
secured creditor. (Tully v. World Savings & Loan Ass’n (1997) 56 Cal.App.4th 654, 664.)
Debtor's counsel often argue that new notices of default and/or sale must be
given because notice is stale and/or because a person who would have been entitled to
notices obtained his/her interest after the notices were given. (See, In Re Tome 113
B.R. 626 (Bkrtcy. C.D. Cal. 1990.) Tome has been almost universally rejected by other
courts that have considered the matter. (See, Nghiem v. Ghazvini (2001) 264 B.R. 557,
560-564.) Tthe 9th Circuit Bankruptcy Appellate Panel in Nghiem in repudiating In re
Tome, held that when a creditor gives notice a trustee’s sale before the debtor files
bankruptcy and the sale is continued by oral proclamation during the pendency of the
bankruptcy case, as a matter of state or federal law a creditor need not give additional
notice of the sale once the bankruptcy case is dismissed or relief from stay is obtained.
(Id.)
As of January 1, 2006, Civil Code § 2924g was amended, substantially changing
the beneficiary postponements and doing away with the 3 postponement limitation on
beneficiary and trustee postponements before the sale must be renoticed and replaces
it with a 365 day limitation from the date set forth on the notice of sale, before
republication is necessary. Civil Code § 2924g provides, in pertinent part:
“(c) (1) There may be a postponement or postponements of the sale
proceedings, including a postponement upon instruction by the beneficiary
to the trustee that the sale proceedings be postponed, at any time prior to
the completion of the sale for any period of time not to exceed a total of
365 days from the date set forth in the notice of sale. The trustee shall
postpone the sale in accordance with any of the following:
(A) Upon the order of any court of competent jurisdiction.
(B) If stayed by operation of law.
(C) By mutual agreement, whether oral or in writing, of any trustor and
any beneficiary or any mortgagor and any mortgagee.
(D) At the discretion of the trustee.
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(2) In the event that the sale proceedings are postponed for a
period or periods totaling more than 365 days, the scheduling of any
further sale proceedings shall be preceded by giving a new notice of
sale in the manner prescribed in Section 2924f. New fees incurred for
the new notice of sale shall not exceed the amounts specified in Sections
2924c and 2924d, and shall not exceed reasonable costs that are
necessary to comply with this paragraph.”
While this amendment may allow beneficiaries an unlimited number of
beneficiary postponements, it will impact workout agreements where the trustee’s
sale is looming and has been postponed periodically for more than 365 days from the
date of the original sale. Some forms of workout agreements will have to be modified
so that the beneficiary and trustee are aware that they will have to republish (regardless
of what the workout agreement says) before going to trustee’s sale if the postponed
sale is more than 365 days from the original noticed sale date.
By court order (i.e., restraining or other order) (Civil Code § 2924g(c)(1)(A)) –
subject to 365-day limitation before requiring a new notice of sale.
By operation of law (stay) (Civil Code §2924g(c)(1)(B)) - Any number of such
postponements are allowed, bankruptcy being the typical stay which affects
foreclosures. Subject to 365-day limitation before requiring a new notice of sale.
By mutual agreement, oral or in writing, between the lender and the trustor
(owner). (Civil Code § 2924g(c)(1)(C)). There is no limit on the number of permitted
mutual agreement postponements but they are now subject to 365-day limitation before
requiring a new notice of sale. Even though trustee’s no longer have to be concerned
with the 3-postponement limit for beneficiary or trustee discretion postponements, the
best practice is for the lender (or for the trustee) to document the mutual consent
request or authorization in writing. Lenders should be reminded it is their responsibility
to communicate postponements to the trustee so that the trustee does not continue with
the sale.
Postponements at the discretion of the trustee’s (Civil Code § 2924g(c)(D)) – are
now unlimited subject to 365-day limitation before requiring a new notice of sale.
Eliminated Provisions. Prior to 1-1-06, a maximum of 3-beneficiary or trustee
postponements were allowed before republication of the NOS was required. In addition,
the trustee could postpone once upon the reasonable belief that a petition for
bankruptcy has been filed affecting the sale. (Repealed Civil Code § 2924g(c)(2).
No trustee’s sale may be conducted sooner than the 7th day after the earlier of
(1) dismissal of the action or (2) expiration or termination of the injunction, restraining
order, or stay (which required postponement of the sale), unless a court order
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“expressly directs the conduct of the sale within that seven-day period.” (Civil Code §
2924g(d).) Exception: A sale can be held no sooner than on expiration of the
bankruptcy automatic stay, which is usually in 14 days [10 days prior to 2009 changes
to the Federal Rules of Civil Procedure)] under Federal law, instead of the 7 days per
the California Code. (Civil Code § 2924g(e).)
The trustee must make a public declaration of all postponements and the reason
therefor. (Civil Code § 2924g(d).) A written declaration should be maintained for the
file.
With respect to multiple sales scheduled at the same time and place, all
postponements are “cried” before sales may begin. (Civil Code §2924g(a).)
Q. Pre-Sale Karoutas Disclosures.
(1)

Duty to disclose condition of property.

Most duties of the trustee and beneficiary relating to nonjudicial foreclosures are
set forth in Civil Code §§ 2924 et seq. Duties relating to notice are part of a
comprehensive legislative scheme. There are no other common law duties relating to
notices. (I. E. Associates v. Safeco Title Ins. Co. (1985) 39 Cal.3d 281, 287-288.) The
courts have imposed common law duties in non-notice areas such as those involving
disclosure of the condition of the property. (Karoutas v. Home Federal Bank (1991) 232
Cal.App.3d 767).
In Karoutas v. Home Federal Bank (1991) 232 Cal.App.3d 767, the court of
appeal held that the common law duty to disclose material facts that are known only to
the seller where the seller knows that the buyer does not know or cannot reasonably
discover the undisclosed facts applies to trustees of lenders conducting nonjudicial
trustees sales. (Id., at 771; and see Buist v. C. Dudley DeVelbiss Corp. (1960) 182
Cal.App.2d 325, 331, 332.) Undisclosed facts are material if they have a significant and
measurable effect on market value. (Karoutas v. Home Federal Bank, supra at 771;
Reed v. King (1983) 145 Cal.App.3d 261, 267.)
(2)

What must be disclosed?

Facts must be material (i.e., have a significant effect on the value or desirability
of the property). While what is material will vary from case to case, it is relatively clear
that minor hidden defects will not be sufficient.
(3)

Facts must be known to the seller.
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The seller, that is, the beneficiary (either directly or through a servicing broker) or
the trustee, must have known about the defect at the time of the trustee’s sale which
defect is later discovered by the buyer.
Trustees, servicing agents and lenders will often know different things. Trustees
will rarely know what is in the lender’s or servicer’s file except for what is given to the
trustee as part of the foreclosure instructions. Therefore, it is imperative for the lender
or servicer to audit the loan file to determine whether there is information known to the
lender or servicer that will not be known or discoverable by the foreclosure purchaser.
(4)

Physical Defects with the Property.

Physical defects often must be disclosed before the foreclosure sale where the
lender or servicer has become aware of the defect which is not evident by observation
from the street by prospective purchasers.
Physical defects that are easily observable from the street (e.g., structure has
burned down versus unobservable smoke damage from a small kitchen fire) need not
be disclosed in a Karoutas disclosure.
(5)

Title defects.

Title defects that can be observed from the record need not be disclosed. Thus,
whether the deed of trust is in first or second priority position is determinable from the
record. The trustee or beneficiary may, in fact, increase exposure to liability by
expressing an opinion on such a matter.
Title defects that cannot be observed from the record may need to be disclosed.
For example, in Royal Thrift and Loan v. County Escrow, Inc. (2004) 123 Cal.App.4th
24, there was a claim that the deed of trust was forged. This defect is not something
that can be determined from inspection of the record. As such, it may have to be
disclosed. This case must be read carefully, however, before any such disclosure is
made as the court has an interesting view on this point.
(6)

Defects asserted by third parties.

Great care has to be taken with claim defects brought to the beneficiary’s or
trustee’s attention by third parties such as the borrower or prospective purchasers at the
sale. The motivation of these individuals may not be pure. Rather, it may be to disrupt
or invalidate the trustee’s sale. While such claimed defects should not be ignored, the
wording of a Karoutas disclosure based upon such unverified claims should be carefully
drafted by counsel.
(7)

Seller knows that the buyer does not know or cannot
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reasonably discover the undisclosed facts.
Where the seller knows of a material fact affecting the value and desirability of
the property of which is unknown to the buyer or which the buyer cannot reasonably
discover, disclosure of the material fact must be made by the seller.
(8)

“As is” Statements do not Relieve Duty to Disclose.

As of January 1, 1993, Civil Code § 2924h(e)(g) allows trustee's sales to be cried
as being on an "as is" basis. Just as with “as is” clauses in purchase agreements, an
“as is” clause or notice of sale does not eliminate the common law duty to disclose
required by Karoutas. (Lingsch v. Savage (1963) 213 Cal.App.2d 729, 735-736;
Shapero v. Sutherland (1998) 64 Cal.App.4th 1534, 1544; Assilzadeh v. California
Federal Bank (2000) 82 Cal.App.4th 399, 410; and see, San Diego Hospice v. County
of San Diego (1995) 31 Cal.App.4th 1048, 1055-1056.)
(9)

Conflict with Prohibition against Bid Chilling.

In the Royal Thrift case, the lender and trustee originally thought that the deed of
trust may be void because the borrower claimed that the deed of trust was “forged.”
The lender gave a Karoutas disclosure prior to a postponement noting that the sale was
subject to a claim challenging the validity of the deed of trust. As it turned out, the deed
of trust was found by the court to be valid due to ratification by the borrower. The Royal
Thrift court, in dicta, observed that the lender’s disclosure may well “chill” the bidding
and that such disclosures are best if not given prior to a postponement and before the
issue has been resolved in court. The court did not prohibit early disclosures. It merely
suggested, under the facts of that case, that it may have been better to wait until the
issue of the validity of the deed of trust was known. Failure to do so may have deterred
potential bidders permanently.
Comment: It may be the better practice where postponements are given not to
give any further information to potential bidders other than the statutory ground for
postponement under Civil Code § 2924g(c)(1) (e.g., mutual consent, operation of law).
In addition, where the sale is going to be postponed in any case, it may be the better
practice to just cry the postponement rather than to announce the sale with a Karoutas
disclosure only to follow it by a postponement. While often it is useful for the lender to
know if anyone would bid had the sale been conducted, it may subject the lender to
suspicion (as in the Royal Thrift case) that the lender is trying to chill the bidding.
Alternatively, if the lender has previously cried a Karoutas disclosure that no longer
applies (e.g., the existence of litigation over the validity of the note or deed of trust that
has subsequently been resolved), it may be a better practice to republish the notice of
trustee’s sale and conduct the sale free of the Karoutas disclosure that no longer
applies.
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R. Sales Procedures
(1)

When can a trustee’s sale be conducted?

Section 2924g provides:
"All sales of property under the power of sale contained in the deed of
trust . . . shall be held in the county where the property or some part of
thereof is situated, and shall be made at auction, to the highest bidder,
between the hours of 9 a.m. and 5 p.m. on any business day, Monday
through Friday." [Emphasis added].
(2)

Who Can Bid At a Trustee’s Sale?

Generally, anyone may bid at a foreclosure sale. (4 Miller & Starr, Cal. Real
Estate (3d Ed. 2000) § 10.204, p. 621; Civ. Code § 2924h). This may include a partner.
Part of the rationale for allowing such purchases by partners is the public nature of
foreclosure and execution sales.
While there is no case that suggests the trustee must determine whether the
bidder is breaching some fiduciary duty when bidding at a trustee’s sale, there are
clearly fiduciary duties between partners and between some cotenants. (See, Corp.
Code § 16404; see, BT-I v. Equitable Life Assurance Society of the United States
(1999) 75 Cal.App.4th 1406.) Many portions of the partnership relationship are left to
the agreement of the partners. The fiduciary duty not to acquire and foreclose on a
partnership obligation cannot be modified or waived in the partnership agreement.
Obligations fundamental to the partnership relationship cannot be modified or waived.
(Id.) This prohibition does not preclude the inclusion of a provision in the partnership
agreement that provides that a general partner need not contribute further sums to the
partnership to pay a mortgage secured by partnership property or to take any affirmative
action to stop the foreclosure of that mortgage.
Where the partnership agreement provides that one of the partners must pay the
mortgage as his/her capital contribution, the other partner has no legal or fiduciary duty
to use partnership funds or his/her own money to pay an individual obligation of the
other partner obligated to pay the mortgage. (Jones v. Wagner (2001) 90 Cal.App.4th
466.) The non-defaulting partner (i.e., one not obligated under the partnership
agreement to pay the mortgage secured by the partnership property) may have a
fiduciary obligation to make the mortgage payment where the partnership requires
further partner contributions or where the partnership agreement permits the nondefaulting partner to make the contributions or payments for the defaulting partner (i.e.,
the partner who agreed to pay the mortgage under the partnership agreement).
(3)

Who May Conduct the Sale?
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While the code is not clear on who may conduct the trustee's sale, generally the sale is
conducted by the trustee or a crier (agent) hired by the trustee. (See, Civ. Code §§
2929a, 2924d(d), 2924f(b)(1) & 2924g.) The trustee or agent conducting the auction
need not be a licensed auctioneer. (AB 1219 Boland, 1993, Bus. & Prof. Code §5730(c)
effective 1/1/94.)
(4)

Order of Sale where there are Multiple Parcels of Security.

Where there are multiple parcels secured by the Deed of Trust, they shall be sold
separately unless the Deed of Trust or mortgage provides otherwise. (Civ. Code §
2924g(b).) The trustor, if present at the sale, may direct the order in which the parcels
will be sold, unless prohibited by the Deed of Trust. Most Deeds of Trust do provide
“otherwise”. That is, they provide that the beneficiary or trustee may determine the
order of sale. A third party claiming an interest in the property may also direct their
claimed portion of the property to be sold separately. This is referred to as “marshalling
of assets”. These rules raise the following questions:
(a) What if trustor attempts to direct the order of sale?
If the deed of trust does not give the trustee or beneficiary the right to determine
the order of sale, then the trustor may attend the sale and direct which parcel gets sold
first. (Civ. Code § 2924g(b).) If the deed of trust does give the beneficiary or trustee
the right to designated the order of sale, the best practice, in the absence of conflicts, is
to honor the trustor’s request even though not required by law. This avoids disputes
over the order of sale caused by unknowledgeable trustors and their counsel and
beneficiaries can usually protect themselves by underbidding, leaving ample funds to
bid at the sale of other parcels of security sold later.
(b) What if junior lienholder attempts to direct the order of
sale?
What if a junior lienholder insists that a parcel of security upon which he/she
holds a junior lien be sold last? Immediately refer to rules of marshalling (below) and
consult counsel.
(c) Where there are conflicting demands between the trust
and junior lienholders or between junior lienholders as to
the order of sale?
Where there is a conflict between the trustor and junior lienholders, follow
the rules set forth above as to the trustor (generally the trustor has waived
the right to direct the order of sale under the terms of most deeds of trust).
As to conflicting demands between junior lienholders with respect to the
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order of sale of multiple parcels of property, refer to rules of marshalling
(below) and consult counsel.
(d) Marshalling.
A third party claiming an interest in the property (i.e., a junior lienholder) may also
direct their claimed portion of the property to be sold separately. This is referred to as
“marshalling of assets”. (Civ. Code § 2899; also see, Civil Code § 3433 ). Civil Code §
2899 provides:
“Where one has a lien upon several things, and other persons have
subordinate liens upon, or interests in, some but not all of the same things,
the person having the prior lien, if he can do so without risk of loss to
himself, or of injustice to other persons, must resort to the property in the
following order, on the demand of any party interested:
1. To the things upon which he has an exclusive lien;
2. To the things which are subject to the fewest subordinate liens;
3. In like manner inversely to the number of subordinate liens upon
the same thing; and,
4. When several things are within one of the foregoing classes, and
subject to the same number of liens, resort must be had-(1) To the things which have not been transferred since the prior lien
was created;
(2) To the things which have been so transferred without a valuable
consideration; and,
(3) To the things which have been so transferred for a valuable
consideration in the inverse order of the transfer.”
S. Bidding Process, Qualification & Funds.
Bidders present their bids orally. The trustee may “require every bidder to show
evidence of the bidder's ability to deposit with the trustee the full amount of his or her
final bid”. (Civ. Code § 2924h(b).) Costs and expenses of sale may be included in the
bid amount. When qualifying bidders, it is a good idea to have them show their Driver’s
License for identification and, if bidding for an entity, their authorization to do so (a
business card may be sufficient). All bids are irrevocable once made. (Civ. Code §
2924h(a).)
(1)

Depositing the Bid.
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The trustee has the right to require the last and highest bidder to deposit, if not
deposited previously, the full amount of the bidder's final bid in the proper form (e.g.,
cash, a cashier's or a cash equivalent which has been designated in the notice of sale
as acceptable to the trustee), immediately prior to the completion of the sale, the
completion of the sale being so announced by the fall of the hammer or in another
customary manner. (Civ. Code § 2924h(b).)
While the code allows the trustee to qualify the bidder’s funds and require that
the bidder deposit the funds with the trustee before the trustee’s sale prior to completion
of the sale, nothing in the code states whether the trustee can require the bidder to
endorse a check requiring endorsement as part of this “deposit” process.
(2)

What Type of Funds/Credits Can Be Bid at a Trustee’s
Sale?

“Each and every bid made by a bidder at a trustee' s sale under a power of sale
contained in a deed of trust or mortgage shall be deemed to be an irrevocable offer by
that bidder to purchase the property being sold by the trustee under the power of sale
for the amount of the bid. Any second or subsequent bid by the same bidder or any
other bidder for a higher amount shall be a cancellation of the prior bid.” (Civil Code §
2924h(a).)
There is no required minimum bid required of a foreclosing beneficiary.
However, many beneficiaries will bid foreclosure fees and costs and some amount of
principal, interest, other loans fees and costs and/or attorney's fees based upon a
bidding strategy which is often reviewed and approved by counsel.
(3)

What the Foreclosing Beneficiary May Bid.

The foreclosing beneficiary in a nonjudicial foreclosure of a deed of trust has the
right to bid more or less than the amount he is owed including foreclosure fees and
costs. (Civil Code § 2924g(b); and United Sav. & Loan Assn. V. Hoffman (1973) 30
Cal.App.3d 306, 312 fn. 6). However, only the beneficiary of the foreclosing deed of
trust may credit bid his obligation (including fees and expenses of foreclosure. To the
extent the foreclosing beneficiary wishes to bid more than his obligation he must bid in
the same form and manner as any third party bidder. Junior lienholder cannot credit bid
their obligation and they must bid the same form and type of consideration as any other
third party bidder.
(4)

What All Those Other Than the Foreclosing Beneficiary
May Bid.

Except for the beneficiary under the foreclosing deed of trust (who may “credit
bid his paper"), all other bidders, including persons holding junior or senior deeds of
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trust, must bid as follows: cash; cashier's checks drawn on a state or national bank; a
check drawn by a state or federal savings and loan association, savings bank or credit
union authorized to do business in this state; or cash equivalents which have been
designated in the notice of trustee's sale as acceptable to the trustee (Civ. Code §
2924h(b).)
Generally, junior lienholders must bid cash or the equivalent (in the forms
discussed above) at the trustee's sale of a senior deed of trust. (Nomellini Constr. Co. v.
Modesto S. & L. Assn. (1969) 275 Cal.App.2d, 115.) The junior lienholder cannot credit
bid his obligation secured by his junior lien at the trustee's sale under the senior deed of
trust. (Id.)
To the extent the beneficiary has actually advanced taxes, insurance, etc., prior
to the trustee's sale, he/she may include these advances in the credit bid. (Johnson v.
Flanery (1938) 27 Cal.App.2d 74; and see, Manning v. Queen (1968) 263 Cal.App.2d
672.) While failure to pay taxes alone is sufficient to justify filing a NOD, the beneficiary
should not include these amounts in their credit bid unless they have actually advanced
them as this would create a "paper overbid" which they would owe to the person legally
entitled to the excess proceeds. (Civ. Code § 2924.7; T.L. Reed Co. v. Kruse (1934)
220 Cal. 181.) If the foreclosing beneficiary pays the taxes after the foreclosure sale,
he/she cannot charge the excess proceeds (surplus) for such payments. (Penziner v.
West American Finance Co. (1937) 10 Cal.2d 160.)
(5)

Underbidding vs. Full Credit Bidding.

A “full credit bid” is where the foreclosing beneficiary bids the full amount of all
sums owed to the beneficiary at the time of the trustee’s sale. An “underbid” is where
the beneficiary of the foreclosing deed of trust bids less than the full amount owed on
the obligation being foreclosed.
Sometimes underbidding is recommended or necessary so that the creditor still
is owed part of their loan (i.e., the obligation) entitling him/her to recover from other or
additional security (e.g., further secured parcels, rents, or personal property security) or
from other avenues of recovery (e.g., insurance proceeds, actions for fraud against the
borrower and/or third parties.) Typical situations where underbids are made at the
trustee's sale include: (a) where rents, insurance proceeds and other cash collateral has
been collected directly or by receivers and/or bankruptcy trustees; (b) where there is a
potential casualty, title or other insurance loss involving the property (e.g., fire or title
claim); and (c) where there are other claims for damages (e.g., claims for fraud, waste
and other actions) which are excepted from the various provisions of the antideficiency
statutes.
A secured creditor is entitled to underbid his secured obligation. (Dreyfuss v.
Union Bank (2000) 24 Cal.4th 400, citing Cornelison v. Kornbluth 15 Cal. 3d 590, 607).
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Underbidding does not constitute a breach of the covenant of good faith and fair dealing
which is implied in every contract. (Dreyfuss v. Union Bank, supra).
Where the beneficiary has properly underbid, he/she may recover rents held by
the receiver to satisfy the portion of the obligation which was not satisfied by his/her bid
at the sale (i.e., the difference between the underbid and the full amount of the
obligation); United Sav. & Loan Assn. v. Hoffman (1973) 30 Cal.App.3d 306, 106 Cal.
Rptr. 275; compare, Eastland S. & L. Assn. v. Thornhill & Bruce, Inc., 260 Cal.App.2d
259, 261 262 (where there was a full credit bid and the beneficiary was not entitled to
any of the rents).
In Western Federal Savings & Loan v. Sawyer (1995) 10 Cal.App.4th 1615,
where the creditor full credit bid and then sued a third party for fraud, the court of appeal
held that, while the antideficiency statutes do not apply, the rules applying to full credit
bidding applied to all types of transactions whether or not fraud is involved. Thus,
where a lender full credit bids, as Western Federal did, it is an admission that there are
no damages or impairment of security.
However, Western Federal has been abrogated by the California Supreme
Court’s decision in Alliance Mortgage Company v. Rothwell (1995) 10 Cal.4th 1226.
There, a full credit bid by a lender was held not to bar a fraud claim, as a matter of law,
by the lender against a third party non-borrower who fraudulently induced the lender to
make the loans in question and to make the full credit bid. To the extent a full credit bid
is not proximately caused by the defendant’s fraudulent misrepresentations, the full
credit bid rule applies. In this case, because of the fraud, the antideficiency statutes did
not preclude an action against the borrower for fraud. The court found that nothing in
the full credit bid rule negated the well-established fraud exception to the finality of a
foreclosure in California, or indeed to any property sale. (But see, GN Mortgage
Corporation v. Fidelity National Title Insurance Co. of Cal. (1994) 21 Cal.App.4th 1802,
where a full credit bid at a nonjudicial foreclosure sale extinguished the lender’s claims
against participants in a conspiracy to defraud the lender. Where the lender took back
the secured property making a full credit bid at a foreclosure sale and later sold the
property for $200,000 less, the court found that the full credit bid had extinguished the
lender’s claim against defendants for tortious conduct and that the lender did have any
damages. Any losses resulting after the foreclosure sale were “either from a severe
market downturn or from the defendant’s exercise of business judgment”.)
(6)

Failure of Bidder to Deposit Good Funds.

If the last and highest bidder willfully fails to deliver to the trustee the amount of
his final bid in cash (or other permitted form e.g., cashier’s check), or if the bidder
cancels the instrument submitted to the trustee as a cash equivalent, the bidder is guilty
of a misdemeanor punishable by a fine of not more than $2,500.00. (Civ. Code §
2924h(d).) The final bidder is liable to the trustee for all damages which the trustee may
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sustain by the refusal to deliver the amount of the final bid, including any court costs
and reasonable attorney’s fees. In addition, if the last bidder cancels his check, the
trustee may publish a new notice of sale as provided in Civil Code § 2924f and shall be
entitled to recover the costs of the new notice of sale. (Id.)
(7)

Where Check Fails to Clear.

If a cash equivalent or check drawn by a financial institution fails to clear, a new
notice of sale shall be published, recorded and mailed and a new sale shall be
conducted as required by Civil Code § 2924h.
In the event the trustee accepts a check drawn by a credit union or a savings and
loan association pursuant to this subdivision or a cash equivalent designated in the
notice of sale, the trustee may withhold the issuance of the trustee's deed to the
successful bidder submitting the check drawn by a state or federal credit union or
savings and loan association or the cash equivalent until funds become available to the
payee or endorsee as a matter of right.
However, the sale is subject to an automatic rescission for a failure of
consideration in the event the funds are not "available for withdrawal" as defined in
Insurance Code § 12413.1. The trustee shall send a notice of rescission for a failure of
consideration to the last and highest bidder submitting the check or alternative
instrument, if the address of the last and highest bidder is known to the trustee.
If a sale results in an automatic right of rescission for failure of consideration
pursuant to this subdivision, the interest of any lienholder shall be reinstated in the
same priority as if the previous sale had not occurred.
(a) When the Successful Bidder at a Nonjudicial Foreclosure
Sale Fraudulently Instructs the Issuing Bank to Cancel
Cashier’s Checks as Being Lost or Stolen, the Beneficiary
is not Limited to Republishing and Recovering the Costs
of Renoticing the Trustee’s Sale and May Sue the
Successful Bidder for Other Damages not Provide for in
Civil Code § 2924h?
In California Golf, L.L.C. v. Cooper (2008) 163 Cal. App. 4th 1053, the court of
appeal held that when a bidder fraudulently cancels his/her cashier’s check used to
become the successful bidder at a trustee’s sale, the beneficiary may sue the bidder for
damages and is not limited to the remedies provided in Civil Code § 2924h.
The court of appeal pointed out that: California Commercial Code § 3312, sets
forth the method by which the original purchaser of a cashier's check can file a
declaration of loss, stating that the loss of possession was not the result of a transfer by
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the person filing the declaration. “That section further provides that "[d]elivery of a
declaration of loss is a warranty of the truth of the statements made in the
declaration. The warranty is made to the obligated bank and any person entitled
to enforce the check." (Cal. U. Com. Code, § 3312, subd. (b).)” (Emphasis added).
The bidder took the position that notwithstanding Commercial Code § 3312, the
beneficiary was limited to republishing and recovering the costs or renoticing pursuant
to Civil Code § 2924h(d). Civil Code § 2924h(d) provides, "In the event the last and
highest bidder cancels an instrument submitted to the trustee as a cash
equivalent, the trustee shall provide a new notice of sale ... and shall be entitled
to recover the costs of the new notice of sale ... ." (Emphasis added.)
After a lengthy analysis, the court of appeal came to the three following basic
conclusions:
First, a cashier's check is not a "cash equivalent" within the meaning of § 2924h.
Therefore, the provisions relating to the remedy of obtaining the costs of renoticing the
sale are simply not applicable.
Second, although the statutory scheme governing nonjudicial foreclosures has, in
certain circumstances, been held to constitute the exclusive civil remedy for wrongdoing
in the context of a nonjudicial foreclosure, that exclusivity cannot be applied to
immunize the fraudulent and apparently felonious conduct of bidders (such as in this
case).
Third, while the misdemeanor penalty provided by § 2924h may be applicable,
that criminal remedy is also not exclusive.
The court of appeal, concluding that neither § 2924h nor other nonjudicial
foreclosure sections preclude the application of other remedies such as those under the
California Commercial Code, stated:
“[T]he Commercial Code is concerned with guaranteeing the validity
and collectability of cashier's checks. Purchasers of cashier's checks have
no right to stop payment on them. If a bank wrongfully refuses to pay a
cashier's check, the holder is entitled to compensation which may include
consequential damages. (Cal. U. Com. Code, § 3411.) A purchaser of a
cashier's check can file a declaration of loss, but only under penalty of
perjury. (Cal. U. Com. Code, § 3312, subd. (a)(3).) Even when such a
declaration is made, it has no effect until 90 days after the date of the
check, and the bank may pay on the check in the interim, with no risk of
liability. (Cal. U. Com. Code, § 3312, subd. (b)(1).) If the bank repays the
purchaser who has filed a declaration of loss, the purchaser is then
obliged to pay the amount of the check when a holder in due course
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presents it. (Cal. U. Com. Code, § 3312, subd. (c).) The warranty made by
a declaration of loss expressly flows to any person entitled to enforce the
check. (Cal. U Com. Code, § 3312, subd. (b).)
The Commercial Code provisions governing cashier's checks are
entirely compatible with the Civil Code sections governing nonjudicial
foreclosures. Cashier's checks are a preferred form of payment in
nonjudicial foreclosure sales precisely because they are readily negotiable
and come with a bank's guarantee of payment. For this reason, they
advance the goal of achieving finality of properly conducted foreclosure
sales. Reading the nonjudicial foreclosure statutes' references to cashier's
checks without also considering the Commercial Code sections relating to
cashier's checks empties those references of meaning. There would be no
point in preferring cashier's checks as payment at nonjudicial foreclosure
sales if cashier's checks could be cancelled as freely as could, say,
personal checks. Cashier's checks are preferred because they are as
good as cash; cashier's checks are as good as cash because of
provisions such as Commercial Code section 3312.”
The bidder also claimed that he "stopped payment" on the cashier's checks due
to alleged fraudulent misrepresentations which had induced them to bid too much for
the property. The court of appeal held that if the bidder was the victim of fraud in the
sale, his remedy was to properly pursue his judicial remedies for fraud, not to engage in
"self-help" by intentionally and fraudulently filing affidavits of loss in order to frustrate a
trustee's sale which had already been completed.
The court of appeal reversed the trial court’s decision and remanded the case to
the trial court.
(8)

Chilling bidding and penalties.

Civil Code § 2924h(g) provides, “[i]t shall be unlawful for any person, acting alone
or in concert with others, (1) to offer to accept or accept from another, any consideration
of any type not to bid, or (2) to fix or restrain bidding in any manner, at a [non-judicial
foreclosure sale]. However, it shall not be unlawful for any person, including a trustee, to
state that a property subject to a recorded notice of default or subject to a sale
conducted pursuant to this chapter is being sold in an "as-is" condition.”
Violation of the bid chilling provision is a misdemeanor with a possible penalty of
$10,000.00 or one year in jail or both. (Civ. Code § 2924h(g).) For example, agreeing
with someone (e.g., the trustor) to postpone the trustee’s sale until no third party bidders
attend the sale or inflating the amount of the beneficiary’s obligation upon which the
foreclosure is based, may provide grounds for the tort of bid chilling which is based
upon statute. (South Bay Building Enterprises, Inc., v. Riviera Lend-Lease, Inc. (1999)
72 Cal.App.4th 1111.)
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In Lo v. Jensen (2nd Dist. 2001) 88 Cal.App.4th 1093, the nonjudicial foreclosure
sale was set aside when the court found that two professional regular foreclosure
purchasers combined the day before the trustee’s sale to bid as partners, constituted
unlawful bid chilling under Civil Code § 2924h(g). The court held that this agreement
restricted competition at the sale so that Jenson and Ko could purchase the property for
an “inadequate price” (i.e., compared to its value.) The property sold at the trustee’s
sale for $5,412 in defaulted homeowner’s dues. The property was worth at least
$150,000 and Jensen and Ko were each prepared to bid $100,000. In Lo the court held
that, since the prospective bidders chilled the bidding, this defect in the sale, combined
with an inadequate purchase price justified setting aside the sale. (But see, 6 Angels,
Inc. v. Stuart-Wright Mortgage, Inc. (2001) 85 Cal.App.4th 1279.)
T. Sales May Be Announced as “As Is”.
Anyone, including the trustee, may announce at the sale that it is being made “as
is”. (Civ. Code § 2924h(g).) However, where the lender knows of facts materially
affecting the value or desirability of the property and also knows that such facts are not
known to, or within the reach of the diligent attention and observation of the bidders, the
lender is under a duty to disclose them to the bidders. (Karoutas v. HomeFed Bank,
232 Cal.App.3d 767, 773-774.)
U. Kickbacks & Rebates.
Kickbacks or rebates relating to referral of trustee business is prohibited and
subjects the violator to treble damages. Violation will not affect the validity of a sale to a
bona fide purchaser or encumbrancer. (Civ. Code § 2924d(c).)
V. Using Foreclosure Agents.
A trustee's or beneficiary's use of foreclosure agents is not unlawful nor is it
unlawful for a trustee to pay subagents for performing some of the trustee's work
although such payments cannot increase the amount of the trustee's fees assessed.
(Cannot increase charges.) (Civ. Code § 2924d(d).)
W. Effect of the Trustee's Sale
Once a nonjudicial foreclosure has been properly conducted, all junior
lienholders are foreclosed and their security interest lost.(Civ. Code, § 2910; Cale v.
Transamerica Title Insurance (1990) 225 Cal.App.3d 422; Ralph C. Sutro Co. v.
Paramount Plastering, Inc. (1963) 216 Cal.App.2d 433, 437-438.) The obligations
secured by foreclosed junior liens may still be enforceable depending on the notes
terms and whether or not the obligations was subject to the purchase money restrictions
in Code of Civil Procedure §580b. The title received by the bidder at the trustee's sale
is whatever title the trustee received when the deed of trust was executed and
© 2009 Adleson, Hess & Kelly P.C.

Page 179

delivered. (Bernhardt, Mortgage & Deed of Trust Practice (3rd Ed.) Trustee's Sale, §
2.76, pp. 101-102.) The trustee's sale passes to the purchaser the title of the trustor
(i.e., borrower) relating back to time the deed of trust was executed plus any after
acquired title held by the trustor on the date of the trustee's sale. (Id. and see,
Homestead Savings v. Darmiento (1991) 230 Cal.App.3d 424, 437; Dover Mobile
Estates v. Fiber Form Products, Inc. (1990) 220 Cal.App.3d 1494, 1498; Sain v.
Silvestre (1978) 78 Cal.App.3d 461, 471; Hohn v. Riverside County Flood Control etc.
Dist. (1964) 228 Cal.App.2d 605, 612-613.) Liens and interests which attached to the
secured property after the deed of trust being foreclosed are eliminated (i.e., foreclosed)
by the senior foreclosure sale and the purchaser at the trustee's sale takes free of any
such interest. (Carpenter v. Smallpage (1934) 220 Cal. 129.)
“Because the foreclosure sale had no effect on prior liens (Streiff v. Darlington
(1937) 9 Cal.2d 42, 45 [68 P.2d 728]; Bernhardt, Cal. Mortgage and Deed of Trust
Practice (Cont.Ed.Bar 1990) § 2.27, p. 90) any purchaser of the property would take title
subject to the prior liens . . . decreasing the price a purchaser was willing to pay.” (Cale
v. Transamerica Title Insurance (1990) 225 Cal.App.3d 422, 429.)
(1)

When is the Trustee’s Sale Final?

Generally, a trustee’s sale is final when the hammer falls, i.e., when the crier
calls the property “sold” to the highest bidder. (Civil Code § 2924h(b) and Balengee v.
Sadlier (1986) 179 Cal.App.3d 1.)
(2)

Trustee's sales are without warranty.

Most trustee's deeds and notices of sale contain a clause which is read verbatim
by the auctioneer just prior to the trustee's sale, expressly stated that: "Said sale will
be made, but without covenant or warranty, express or implied, regarding title,
possession or encumbrances." If the trustee had no title or had defective title, the
purchaser has no recourse against the trustee or beneficiary. (Brown v. Busch (1957)
152 Cal.App.2d 200, 204.) The trustee merely sells whatever title he has and he has no
duty to guarantee title or in any way assure any purchaser that he will receive good and
marketable title. (Id.) If, due to merger or other defect, the trustee had no title
whatsoever to convey and that is what a bidder at the trustee's sale receives. However,
is some cases, the trustee's sale may be void or voidable requiring the trustee and/or
beneficiary under the proper circumstances to restore the bidders' money plus interest
at the legal rate.
(3)

Liens Reattach When Trustor Reacquires Title ("AfterAcquired Title" Doctrine).

When the original trustor reacquires the secured property, junior liens also
executed by the trustor, but junior to the foreclosed senior lien, reattached. (Barberi v.
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Rothchild (1936) 7 Cal.2d 537, Civil Code § 2930;) The "after-acquired title" doctrine is
mandated by California Civil Code § 2930 which states:
"Title acquired by the mortgagor subsequent to the execution of the
mortgage inures to the mortgagee as security for the debt in like manner
as if acquired before the execution."
(4)

New Request by Homeowner’s Association for Copy of
Trustee’s Deed and Mailing of Trustee’s Deed to HOA.

Effective 1-1-09, a homeowner’s association of a common interest development
(e.g., condominium, stock cooperative, etc) may cause to be filed in the office of the
recorder in the county in which the separate interests are situated a request that a
mortgagee, trustee, or other person authorized to record a notice of default regarding
any of those separate interests mail to the association a copy of any trustee's deed
upon sale concerning a separate interest. (Civ. Code § 2924b(f).) The recorded
request shall include:
•

A legal description or the assessor's parcel number of the separate
interests;

•

The name and address of the association; and,

•

A statement that it is a homeowners' association.

Subsequent requests of an association shall supersede prior requests. A request
shall be recorded before the filing of a notice of default.
If a proper request has been recorded by the HOA, the mortgagee, trustee, or
other authorized person shall mail the requested information to the association within 15
business days following the date the trustee's deed is recorded. Failure to mail the
request, pursuant to this subdivision, shall not affect the title to real property.
X. Handling Surplus Proceeds (Actual and Phantom Surplus).
Generally, surplus proceeds are applied first in payment of the costs, fees and
expenses of sale, to advances make on senior deeds of trust before the trustee's sale,
to the obligation secured by the foreclosing deed of trust, to sold out junior liens in order
of their priority and then to the trustor. (Caito v. United California Bank (1978) 20 Cal.3d
694, 701; Nomellini Constr. Co. v Modesto S. & L. (1969) 275 Cal.App.2d 114, 118;
Brown v. Campbell (1893) 100 Cal. 635, 642-644; and see Civ. Code §2924k(a).)
Where a cotenant has encumbered only his cotenancy interest with a lien which
is junior to a senior lien encumbering the entire fee interest, the junior lien only attaches
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to the cotenancy interest and the junior lienholder is only entitled to the excess
proceeds relating to that cotenancy interest should there be surplus proceeds after the
foreclosure of a senior deed of trust on the entire fee interest. (Caito v. United California
Bank, supra, at 701, and cases cited therein.)
(1)

Nonjudicial Interpleader -- Statutory
Trustee. (Civ. Code §§ 2924j & 2924k).

Procedure

by

A precondition to filing an interpleader action is that there be a “conflicting claims”
over the surplus proceeds. Thus, where the trustee is not aware of a dispute over the
surplus proceeds, he should follow the statutory procedures set forth in Civil Code §§
2924j and 2924k. Often times in following this procedure, conflicts will become
apparent which then may be resolved either by following the statutory procedure or by
filing an interpleader action in court. 325
(a) Notice Procedure under Civ. Code § 2924j.
Civil Code § 2924j provides that where an interpleader action has not been filed
"within 30 days of the execution of the trustee's deed resulting from the sale in which
there are proceeds remaining" after payment of the foreclosing obligation resulting in
the sale and the trustee's costs and expenses in exercising the power of sale, the
trustee must send a written notice to those person who would have been entitled to
notice of default. 326 There is a conflict, however, in the statute, as it appears to require
that this notice be given "to all persons with recorded interests in the real property as of
the date immediately prior to the trustee's sale who would be entitled to notice pursuant
to subdivisions (b) and (c) of Section 2924b." Civil Code § 2924b(b)&(c) however only
require notices of default to be sent to the trustor, state tax authorities and persons
(with few exceptions) with a record interest at the time the notice of default is recorded.
Because of this conflict it is recommended, until the statute is modified or clarified by
case law, the best practice would be to send notices to persons with an interest of
record at the time of the ultimate trustee's sale. TSG date downs can be used to
determine these persons.
The Section 2924j(a) provides, in part:

325

. Prior to enactment of Civil Code §§ 2924j and 2924k, many trustees used a notice procedure
similar to these statutes to determine if there were any conflicting claims to the surplus proceeds.
326
. Generally, the only persons entitled to notices of default and notices of sale are those with
interest of record at the time the notice of default was recorded. (Civ. Code § 2924b(c)(1).) In addition,
the notice should be mailed to the office of any state taxing agency, Sacramento, California, which has
recorded a notice of tax lien prior to the recording date of the notice of default. The IRS should also be
notified, even though its interest was not of record when the notice of default recorded, as the IRS's
entitlement to surplus proceeds exists under Federal law, which could preempt state law in this instance.
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"The notice shall be sent by first-class mail in the manner provided in
paragraph (1) of subdivision (c) of Section 2924b and inform each entitled
person of each of the following:
(1) That there has been a trustee's sale of the described real property.
(2) That the noticed person may have a claim to all or a portion of the
sale proceeds remaining after payment of the amounts required by
paragraphs (1) and (2) of subdivision (a) of Section 2924k.
(3) The noticed person may contact the trustee at the address
provided in the notice to pursue any potential claim.
(4) That before the trustee can act, the noticed person shall submit a
written claim to the trustee, executed under penalty of perjury, stating the
following:
(A) The amount of the claim to the date of trustee's sale.
(B) An itemized statement of the principal, interest, and other charges.
(C) That claims must be received by the trustee at the address stated
in the notice no later than 30 days after the date the trustee sends notice
to the potential claimant."
After the claims have been submitted, "the trustee shall exercise due diligence to
determine the priority of the written claims received by the trustee to the trustee's sale
surplus proceeds from those persons to whom notice was sent . . .." Since this requires
exercise of discretion, the trustee will want to be very careful in the face of truly
conflicting claims.
Civil Code § 2924j(c) provides that:
"If, after due diligence, the trustee is unable to determine the priority
of the written claims received by the trustee to the trustee's sale surplus of
multiple persons or if the trustee determines there is a conflict between
potential claimants, the trustee may file a declaration of the
unresolved claims and deposit with the clerk of the superior or
municipal court, as applicable, of the county in which the sale occurred,
that portion of the sales proceeds that cannot be distributed, less any fees
charged by the clerk pursuant to this subdivision. The declaration shall
specify the date of the trustee's sale, a description of the property, the
names and addresses of all persons sent notice pursuant to subdivision
(a), a statement that the trustee exercised due diligence pursuant to
subdivision (b), that the trustee provided written notice as required by
subdivisions (a) and (d) and the amount of the sales proceeds deposited
by the trustee with the superior or municipal court. Further, the trustee
shall submit a copy of the trustee's sales guarantee and any information
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relevant to the identity, location, and priority of the potential claimants with
the superior or municipal court and shall file proof of service of the notice
required by subdivision (d) on all persons described in subdivision (a)."
Thereafter, the clerk will deposit the funds with the county treasurer, subject to an
order of the court. The clerk is entitled to a reasonable fee, equal to the filing fee for an
interpleader action, to be taken from the surplus.
"Upon deposit of that portion of the sale proceeds that cannot be distributed by
due diligence, the trustee shall be discharged of further responsibility for the
disbursement of sale proceeds." (Civ. Code § 2924j(c).) A deposit with the clerk of the
proper court pursuant to Civil Code § 2924j may be either for the total proceeds of the
trustee's sale (less the clerk's fee), where the conflict exists with respect to the total
proceeds, or that portion that cannot be distributed after due diligence, less any fees
charged by the clerk.
Civil Code § 2924j(d) provides that:
"Before the trustee deposits the funds with the clerk of the court . . . ,
the trustee shall send written notice by first-class mail, postage prepaid, to
all persons [to whom the original written notice was sent] . . . informing
them that the trustee intends to deposit the funds with the clerk of the
superior or municipal court, as applicable, and that a claim for the funds
must be filed with the court within 30 days from the date of the notice,
providing the address of the court in which the funds were deposited, and
a phone number for obtaining further information.
Within 90 days after deposit with the clerk, the court shall consider all
claims filed at least 15 days before the date on which the hearing is
scheduled by the court, the clerk shall serve written notice of the hearing
by first-class mail on all claimants identified in the trustees' declaration at
the addresses specified therein. The court shall distribute the deposited
funds to any and all claimants entitled thereto."
Nothing in Civil Code § 2924j or 2924k limits or restricts the ability of a trustee to
file an interpleader action in order to resolve a dispute about the proceeds of a trustee's
sale. Once an interpleader action has been filed, the provisions of these sections no
longer apply.
Civil Code § 2924j(f) defines "due diligence" as follows:
"'Due diligence,' for the purposes of this section means that the trustee
researched the written claims submitted or other evidence of conflicts and
determined that a conflict of priorities exists between two or more
claimants which the trustee is unable to resolve."
© 2009 Adleson, Hess & Kelly P.C.

Page 184

Where the trustee is not aware of a dispute over the surplus proceeds, he/she
should follow the statutory procedures set forth in Civil Code §§ 2924j and 2924k.
(2)

Distribution under Civ. Code § 2924k.

Civil Code § 2924k provides that:
"(a) The trustee, or the clerk of the court upon order to the clerk
pursuant to subdivision (d) of Section 2924j, shall distribute the proceeds,
or a portion of the proceeds, as the case may be, of the trustee's sale
conducted pursuant to Section in the following order of priority:
(1) To the costs and expenses of exercising the power of sale and of
sale, including the payment of the trustee's fees and attorney's fees
permitted pursuant to subdivision (b) of Section 2924d and subdivision (b)
of this section.
(2) To the payment of the obligations secured by the deed of trust or
mortgage which is the subject of the trustee's sale.
(3) To satisfy the outstanding balance of obligations secured by any
junior liens or encumbrances in the order of their priority.
(4) To the trustor or the trustor's successor in interest. In the event
the property is sold or transferred to another, to the vested owner of
record at the time of the trustee's sale.”
"(b) A trustee may charge costs and expenses incurred for such items
as mailing and a reasonable fee for services rendered in connection with
the distribution of the proceeds from a trustee's sale, including, but not
limited to, the investigation of priority and validity of claims and the
disbursement of funds. If the fee charged for services rendered pursuant
to this subdivision does not exceed one hundred dollars ($100), the fee is
conclusively presumed to be reasonable."
The limitation on fees does not mean that a trustee cannot charge more than the
$100 fee and costs. However, the trustee, when charging more than the $100 fee,
loses his conclusive presumption of reasonableness and may be required to prove the
reasonableness of the charges.
Comment: Some trustees turn over surplus proceeds to their attorneys in every
case where surplus proceeds are generated and the attorneys charge far more than
$100 regardless of whether there is a conflict as to the proceeds and regardless of
whether the entitlement to surplus proceeds could be easily determined. In such cases,
the fees in excess of $100 may be argued to be “unnecessary” or “unreasonable fees”
fees. Where the trustee charges more than $100, all services should be actually
incurred and reasonable for the services involved.
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Where there are no junior lienholders after the foreclosure sale, the surplus
proceeds belongs to the trustor or his/her successor in interest. (Cockerell V. Title Ins. &
Trust Co. (1954) 42 Cal.2d 284, 293; Civ. Code § 2924k(a).)
Even where the surplus proceeds are a result of the junior lienholder bidding at
the trustee’s sale under the senior deed of trust, the junior lienholder, if next in priority,
is entitled to the proceeds to the extent to which the junior lienholder’s formerly secured
obligation is not satisfied. (Pacific Loan Management Corp. v. Hoffman (1973) 196
Cal.App.3d 1485, 1493-1494.)
The statutory authorization limits the trustee to the costs and expenses of
exercising the power of sale and of sale. The language “trustee’s fees and attorney’s
fees permitted . . .” will limit the trustee to recovering trustee’s fees for conducting the
sale (i.e., statutory fees under Civil Code Sections 2924d(b).). It is not clear whether
attorney’s fees incurred in defending the sale or deed of trust after the sale can be
recovered by offset from the surplus proceeds. Trial court results have varied. Except
as permitted above, other attorney’s fees and costs may not taken from the surplus
proceeds without an attachment or lien against the proceeds of some sort.
Also, the erroneous payment from the surplus proceeds may subject the trustee
to liability to the party injured by the error. (Atkinson v. Foote (1919) 44 Cal.App. 149.
Where the beneficiary bids at his/her own trustee’s sale an amount in excess of
that actually owed on the obligation, a phantom surplus is created. The beneficiary is
liable to those entitled to surplus funds (i.e., junior lienholders or the trustor) to the
extent of the phantom surplus. (South Bay Building Enterprises, Inc., v. Riviera LendLease, Inc., supra.)
(3)

Conflicts between Civil Code §§ 2924j and 2924k.

Civil Code § 2924j was written as an economical, nonjudicial method of resolving
disputes over surplus proceeds without the delay and expense of a judicial interpleader
action. The legislature, in drafting Civil Code § 2924j, only required trustee to give
notices of surplus proceeds to persons who would have been entitled to notice of
default. As such, a number of junior lienholders (e.g., including judgment lienholders
and mechanic’s lienholders) under Civil Code § 2924j, are not entitled to receive unless
they recorded a request for notice of default pursuant to Civil Code § 2924b prior to the
notice of default being recorded.
An apparent conflict arises when the trustee properly follows all of the
procedures in Civil Code § 2924j and yet junior lienholders (holders of junior mechanic’s
liens and judgment liens who have not recorded a request for notice of default) do not
receive a notice of surplus proceeds and they have not submitted a claim. This conflict
arises because Civil Code § 2924k, which restates common law that existed prior to the
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enactment to Civil Code § 2924j, provides that after paying the trustee’s fees and costs
and the obligation owed to the foreclosing beneficiary, surplus proceeds are to be
distributed to junior lienholders, in order of their priority (which would include holders of
junior mechanic’s liens and judgment liens even if they have not filed a request for
notice of default).
This apparent conflict was resolved in Banc of America Leasing & Capital, LLC,
v. 3 Arch Trustee Services, Inc. (2009 W.L. 4727904) where the court of appeal held
that trustee’s duties relating to surplus proceeds are limited to those set forth in the
deed of trust and in comprehensive state legislative scheme regulating nonjudicial
foreclosure. While the general legal principal is not new, for the first time the court of
appeal applied it to the distribution of surplus funds, interpreting the alleged ambiguity
between Civil Code § 2924j (nonjudicial interpleader statute) and Civil Code § 2924k
(dealing generally with person who are entitled to surplus proceeds). The court of
appeal held that where a trustee follows the procedures in Civil Code § 2924j (i.e.,
regarding notices and claims), the trustee has no further legal duty to search for other
persons named in 2924k (i.e., judgment lien holders, mechanic’s lienholders etc. who
have not timely filed a request for notice of default pursuant to Civil Code § 2924b.)
Where the trustee judicially interpleads the surplus proceeds they would have to be
distributed to junior lienholders under Civil Code § 2924k in order of their priority
regardless of whether the junior lien is a deed of trust or a judgment lien.
The Banc of America Leasing decision gives guidance to foreclosing
beneficiaries and for those who may hold a judgment lien, mechanic’s lien or other lien
not entitled to a notice of default. The Banc of America Leasing case suggests that the
following may be the best practices:
•

Where you are the foreclosing beneficiary and know of judgment liens,
mechanic’s liens or other liens not entitled to receive notice of default, the
beneficiary and his/her trustee may rely on the procedures set forth in Civil
Code § 2924j. However, the beneficiary should discuss with the trustee
(and counsel) whether to send courtesy notices of surplus funds to junior
lienholders not entitled to notice of surplus funds under Civil Code § 2924j
just to avoid potential conflicts with those beneficiaries even though they
are likely to lose.

•

Where you hold (or anticipating obtaining such a lien before the
foreclosure is concluded) a judgment lien, mechanic’s lien or other lien not
entitled to notice of surplus funds under Civil Code § 2924j:
o Record a request for notice of default pursuant to Civil Code § 2924b
prior to the time the foreclosing beneficiary records his/her notice of
default;
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o If you have not recorded a request for notice of default prior to the time
the foreclosing beneficiary records his/her notice of default, send a
letter to the trustee and to the foreclosing beneficiary (or the servicer)
informing them of your junior lien and requesting that they provide you
with a notice of surplus proceeds if there is any. Follow this up with a
call to the trustee immediately after the trustee’s sale.
(4)

Where a fire occurred before a Sheriff’s sale and the
Mortgage Lender (loss payee) has been paid in full, the
Sheriff’s sale purchaser is not entitled to any surplus
insurance proceeds and they must be returned to the
insurance carrier.

Washington Mutual Bank v. Jacoby (2009) 2009 WL 4047971 (Cal.App.2d
Dist.)
Summary: Rubin Charles Pittman owned a home in Harbor City (“the Property”),
which was encumbered by a first deed of trust in favor of Home Savings of America
F.A., the predecessor in interest of Washington Mutual. Pittman insured the property
against loss by fire with State Farm. The insurance policy included a lender's loss
payable endorsement.
A judgment of $98,784.42 judgment was entered against Pittman in an unrelated
action in October of 2005. In February 2005, the Los Angeles County Sheriff recorded
a writ of execution against the Property in the amount of $207,014.49.
In June 2005, a fire damaged the property and Pittman submitted a claim to
State Farm under his homeowner's insurance policy. State Farm denied the claim
because it suspected Pittman was involved in setting the fire. Pittman later died.
Neither he nor his heirs challenged the denial of the insurance claims. However, the
lender's loss payable endorsement in favor of Washington Mutual remained in effect.
By late June of 2006, Washington Mutual had received proceeds from the Sheriff's sale
and payment under the State Farm insurance policy, which, when combined, exceeded
the amount owing on the note.
In March 2006, Jacoby bought the property at a Sheriff's sale [not at a trustee’s
sale] for $480,100. After paying the executing judgment lien creditor, the trustors
homestead exemption and costs and fees relating to the sheriff’s sale, the sheriff
tendered the balance of $113,854.61 to Washington Mutual which on its secured loan.
On June 13, 2006, State Farm sent Washington Mutual a check for $118,169.98
in accordance with the lender's loss payable endorsement. Washington Mutual applied
$4,942.27 from the insurance proceeds to complete the loan payoff. Washington Mutual
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and sought authorization from the “pertinent parties” to return the balance of the
insurance funds to State Farm.
Since only the Sheriff disclaimed any interest in the remaining insurance
proceeds, in September 2007, Washington Mutual filed a complaint in interpleader to
resolve the dispute over the funds, which totaled $113,227.51. Washington Mutual
named State Farm, Pittman, and Jacoby as defendants. Neither Pittman nor his
successors appeared, and, in December 2007, Washington Mutual took Pittman's
default.
Jacoby and State Farm subsequently filed cross-motions for summary judgment,
each claiming an entitlement to the excess funds. The trial court denied Jacoby’s
motion for summary judgment ruling that he had no interest in the insurance proceeds.
Jacoby appealed, and the appellate court upheld the trial court’s ruling, stating that:
“Although Jacoby may have become Pittman's successor in interest
with respect to the property, he did not automatically become Pittman's
successor in interest on Pittman's insurance policy. [fn. om.] Long v.
Keller (1980) 104 Cal.App.3d 312, 163 Cal.Rptr. 532 (Long ), is
instructive. In Long, the appellate court considered what interest a
purchaser had in insurance proceeds paid to the seller-owners after the
subject property was damaged by a fire before the sale was complete.
The buyer sought specific performance of the sales contract, along with a
credit of the insurance proceeds to cover the unpaid balance of the
purchase price due on the contract of sale. (Id. at p. 318, 163 Cal.Rptr.
532.) The court concluded the buyer had no interest in the insurance
proceeds and was not entitled to have the insurance monies credited to
the balance due for the property. The court explained:
[A]n insurance policy does not ‘run with the land.’ Insurance Code
section 305 states: ‘The mere transfer of subject matter insured does not
transfer the insurance, but suspends it until the same person becomes the
owner of both the insurance and the subject matter insured.’ (See also
Alexander v. Security-First Nat. Bank (1936) 7 Cal.2d 718, 723, 62 P.2d
735 [Alexander ].) [¶] A fire insurance policy does not insure the property
covered thereby, but is a personal contract indemnifying the insured
against the loss resulting from the destruction of or damage to his interest
in that property. In the absence of a special contract, the proceeds of a fire
insurance policy are not a substitute for the property, the loss of which is
the subject of indemnity. The sum paid is in no proper or just sense the
proceeds of the property. [Citation.] [¶] ... [¶] It is basic that an insurance
policy is a personal contract between the insured and the company....
[Citation.] There is no privity of contract between [the] buyer and the
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insurance company in the case at hand. (Long, supra, at pp. 320-321, 163
Cal.Rptr. 532.)”
Even though the case did not involve a foreclosure sale, the court ruled that the
same principles applied. Pittman's original debt was almost completely extinguished by
proceeds from the execution sale, and State Farm's obligation was only to the extent of
Washington Mutual's insured interest. After Washington Mutual applied the Sheriff's
sale proceeds, only $4,942.27 remained. This was the extent of State Farm's liability to
Washington Mutual. (Armsey, supra, 184 Cal.App.3d at p. 837, 229 Cal.Rptr. 509; Altus,
supra, 758 F.Supp. at p. 571.) Any additional amount paid was, in essence, an
overpayment.
(5)

Distribution of Surplus Proceeds Where Subordination
Agreement Changes Lien Priorities and Creates a Circuity
of Liens.

Wells Fargo Bank v. Nielson (2009) 178 Cal.App.4th 602
Summary: The pertinent facts are that as of March, 2007, there were three
deeds of trust on appellant's property. American Express Centurion Bank (“AMEX”)
held a first deed of trust was recorded in January 2002; securing a loan in the original
amount of $100,000, with a balance of $28,726 in March 2007 (“AMEX Deed of Trust”).
Wells Fargo Bank (“WFB”) held a second deed of trust recorded in September 2002,
securing a loan in the original amount of $75,000, with a loan balance of $78,433 as of
March 2007 (“WFB Deed of Trust”). PHH Mortgage Corporation (“PHH”) held a third
deed of trust recorded in November 2003, securing a in the original amount of
$322,700; as of March 2007, with a balance of $322,000 as of March 2007. (“PHH Deed
of Trust”).
In November 2003, AMEX expressly subordinated AMEX Deed of Trust to the
PHH Deed of Trust but it did not subordinate to the WFB Deed of Trust (second deed of
trust). WFB was not a party to the subordination agreement between AMEX and PHH
and, thus, never consented to subordinate its second priority lien to the PHH mortgage
lien (third deed of trust). As a result, a circuity of liens resulted. That is the PHH Deed
of Trust (3rd deed of trust) became senior to the AMEX Deed of Trust (which was the
first deed of trust before subordination) but it remained junior to the WFB Deed of Trust
(second deed of trust). Viewed another way the AMEX Deed of Trust remained senior to
the WFB Deed of Trust (second deed of trust), but was junior to the PHH Deed of Trust
(third deed of trust). Clearly, this could lead to no good!
At the foreclosure sale of the WFB Deed of Trust held on March 19, 2007, WFB
purchased the property for $400,000. The debt then owing to AMEX ($28,726) was
paid from those funds leaving a little over $371,000 left over. After the deduction of
trustee fees and expenses, the surplus amount was $368,000. The homeowner argued
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that after the $78,000 was paid to WFB any remaining surplus should be distributed to
him. PHH disagreed, arguing that its lien should be paid next. The foreclosure trustee
was uncertain as to how to resolve the dispute and deposited the funds with the court
pursuant to a petition filed with the Superior Court under Civil Code § 2924j(c). The trial
court held that the borrower was not entitled to the surplus proceeds as a matter of law,
The homeowner appealed. The issue on appeal was whether the trial court erred in
applying the case of Bratcher v. Buckner (2001) 90 Cal.App.4th 1177 (Bratcher) to
decide the question of circuity of liens instead of Civil Code § 2924j.
Although the court agreed that Civil Code § 2924j was applicable, it disagreed
with the appellant that § 2924j was controlling in this situation because:
“…there is nothing in sections 2924j or 2924k telling either the trustee
or the superior court with which the funds were deposited how to
determine the “order of priority” of real estate liens when some of the
parties executed a subordination agreement which resulted in an
inconsistency in those priorities. Put another way, there is nothing in
those otherwise “comprehensive” statutes at all instructive as to how the
foreclosure trustee or a court should handle a situation where, as here, the
last lien claimant in point of time (here, PHH) obtains a subordination
agreement from one, but not both, of the previously senior lien holders.
Nor, apparently, is there any judicial interpretation of those provisions
which directs a California court how to determine priorities in such a
situation. (See, e.g., 5 Miller & Starr, Cal. Real Estate, supra, § 10.213,
and cases cited therein.)”
Of particular importance was the fact that WFB was not a party to the
subordination agreement and that the agreement itself caused an ambiguity in the
priority of the liens and causes a “circuity of lien” situation. Finding that the Bratcher
case provided instruction on how to handle “circuity of lien” problem while Civil Code §
2924j did not, the court of appeal affirmed the trial court’s decision on the ground that
the lack of specific direction in the statute or case law concerning how to handle the
priority of liens in this situation made the court’s application of the rules from judicial
foreclosures appropriate, and the trustor was not entitled to surplus proceeds as a
matter of law.
(6)

Surplus Proceeds after a Tax Lien Sale.

After a property tax sale, surplus proceeds are distributed pursuant to the
revenue and taxation code and not under civil code §§ 2924j and 2924k. (Marion Drive,
LLC v. Saladino (2006) 136 Cal. App. 4th 1432.) Based upon legislative changes in
1976, taxes and assessments are paid first and the excess, if any is paid into a trust
fund. (Rev. & Tax. Code §§ 4671-4673.1, & 4674.) These Revenue and Tax Code
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sections are substantially different that Civil Code §§ 2924j and 2924k which govern
trustee’s sales.
Revenue and Tax Code § 4675 provides, in pertinent part:
"Any party of interest in the property may file with the county a claim
for the excess proceeds, in proportion to his or her interest held with
others of equal priority in the property at the time of sale, at any time prior
to the expiration of one year following the recordation of the tax collector's
deed to the purchaser." (§ 4675, subd. (a).) At the end of the one year
period, the excess proceeds are distributed first to "lienholders of record
prior to the recordation of the tax deed to the purchaser in the order of
their priority" (§ 4675, subd. (e)(1)), then to "any person with title of record
to all or any portion of the property prior to the recordation of the tax deed
to the purchaser" (§ 4675, subd. (e)(2)). Assignments are permitted. (§
4675, subd. (b).) . . ..”

Y. Victims of Identity Theft.
The victim of identity theft may collect surplus proceeds after a nonjudicial
foreclosure sale even though he/she did not sign the note and deed of trust. (CTC Real
Estate Services v. Lepe (2006) 140 Cal. App. 4th 856
Comment: Trustees should bear in mind that it may be dangerous for them to
simple make the determination that someone is the victim of identity theft and then pay
surplus proceeds to the claimant. The procedure followed by CTC of paying the money
into the court may be the best approach. However, the court of appeal did not address
the requirement in Civil Code § 2924j(b) that the trustee, after the time for receiving
written claims, distribute the surplus proceeds within 30 days if there is no dispute as to
the priority of the written claims.
Z. Effect of Lis Pendens on Trustee Sale.
A Lis Pendens without a valid lien does not constitute a lien for the purpose of
distributing surplus funds after Trustee’s Sale. (Cal-Western Conveyance v. Reed
(2007) 152 Cal. App. 4th 1308.)
7.

Presumption as to Sale.
A. Conclusive and Rebuttable Presumptions (Civ. Code § 2924).

Section 2924 provides, in pertinent part:
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"A recital in the deed executed pursuant to the power of sale of
compliance with all requirements of law regarding the mailing of copies of
notices or the publication of a copy of the notice of default or the personal
delivery of the copy of the notice of default or the posting of copies of the
notice of sale or the publication of a copy thereof shall constitute prima
facie evidence of compliance with these requirements and conclusive
evidence thereof in favor of bona fide purchasers and
encumbrancers for value and without notice."
Therefore, as to third party purchasers where a trustee's deed contains a recital
relating to the regularity of a sale, it creates a conclusive presumption as to the
regularity of the sale and, generally, the trustee's sale cannot be set aside as to a third
party, bona fide purchaser.
As to the foreclosing beneficiary, such recitals merely create a rebuttable
presumption and are subject to challenge after the foreclosure sale. The California
Court of Appeal in Little v. CFS Service Corporation (1987) 188 Cal.App.3d 1354 held
that the conclusive presumption as to third parties only arises when the trustee's deed is
recorded with the County Recorder. It should also be noted that foreclosure sales are
subject to set aside under Bankruptcy law where the trustee's deed is not recorded,
perfecting the interest of the third party purchaser.
However, where a junior lienholder was not sent notice of default and notice of
sale and the property was sold at a trustee's sale to a third party beneficiary, the
conclusive presumption applies and the sale will be valid even though the junior
lienholder was not given proper foreclosure notices. (Homestead Savings V. Darmiento
(1991) 230 Cal.App.3d 424, 424 The court of appeal in the Homestead Savings case
found that there was no state action and therefore the conclusive presumption found in
Civil Code § 2924 was not unconstitutional for failing to afford due process.
The conclusive presumption does not apply if the sale was void regardless of
whether the purchaser was a bona fide purchaser. (Bank of America v. La Jolla Group II
(2005) 129 Cal.App.4th 706.)
Just because the purchaser at the trustee’s sale is an experienced foreclosure
purchaser who acquires the property for far less than the fair market value that, alone,
does not prevent him/her from being a bona fide purchaser. (Melendrez v. D&I
Investment, Inc. (2005) 127 Cal. App.4th 1238.) The court of appeal in Melendrez
observed that while § 2924 does not contain a definition of BFP, the term must have a
meaning consonant with way the term is used in California’s recording statutes. That is,
‘[t]he elements of bona fide purchase are payment of value, in good faith, and without
actual or constructive notice of another's rights.”
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The Melendrez court of appeal observed that the “payment of value” does not
have to be “fair market value” or anything approaching it, or even sufficient
consideration to specifically enforce a contract. The standard is more that the buyer
parted with something of value in exchange for the Property.
The second element is that the Buyer acquired his interest without “actual” or
“constructive” notice of the title defect or irregularity. The purpose is to protect those
honestly believing they are acquiring good title and who invest some substantial sum in
reliance on that belief. As noted by the court of appeal in Melendrez "it is common
knowledge that at forced sales such as a trustee's sale the full potential value of the
property being sold is rarely realized."
B. Common Law Presumption in Favor of Trustee’s Sale.
“As a general rule, there is a common law rebuttable presumption that a
foreclosure sale has been conducted regularly and fairly.” . . . The . . . person attacking
the sale must overcome the presumption by pleading and proving an improper
procedure and the resulting prejudice. (4 Miller and Starr, Cal. Real Estate (3rd Ed.),
Deeds of Trust, § 10:211, p. 679; See, Stevens v. Plumas Eureka Annex Mining Co.
(1935) 2 Cal.2d 493, 497 and Hatch v. Collins (1990) 225 Cal.App.3d 1104, 1113.).
This does not apply in an unlawful detainer where the purchaser has the burden of
providing that its title was duly perfected.
C. Presumptions Arise When Trustee’s Deed is Executed and
Delivered.
The California Court of Appeal in Little v. CFS Service Corporation (1987) 188
Cal.App.3d 1354, held that the conclusive presumption as to third parties only arises
when the trustee's deed is executed and delivered.
8.

Void or Voidable Sales (Rescinding Sales).

Where a presumption applies to prevent a trustee’s sale from being set aside will
often be determined by whether the sale is “void” or “voidable”. Generally, a sale is
“void” where it has no legal effect and no action is necessary to invalidate the sale
(although action may have to be taken to clear title). A sale is “voidable” where a
person (trustor or junior lienholder) may have the right to rescind or invalidate the sale if
they take action and restore any consideration received.
A. Presumptions do not Apply if the Sale is Void as Opposed to
Voidable.
(1)

Generally, sales are void where the trustee or beneficiary
did not have the power to sell.
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The conclusive presumption will not apply where the sale is void (i.e., the trustee
did not have the authority to sell because he/she was not properly substituted as
trustee; Dimock v. Emerald Properties, LLC (4th Dist. 2000) 81 Cal.App.4th 868).
Where a junior lienholder was not sent an NOD and an NOS and the property
was sold at a trustee's sale to a third party beneficiary, the conclusive presumption
applies and the sale will be valid even though the junior lienholder was not given proper
foreclosure notices. (Homestead Savings v. Darmiento (1991) 230 Cal.App.3d 424,
424.)
The trustee’s sale is generally void where obligation was satisfied, lien
extinguished and in some cases where the trustee did not have authority to sell at the
time of the trustee's sale. A trustee under a deed of trust only has legal authority to sell
the property if the note matures or if there is a default in payment of the principal or
interest. (Huene v. Cribb (1908) 9 Cal.App. 141, 143 144.)). A merger, valid tender or
the payment of the outstanding debt extinguishes the power of the trustee to sell and
renders any subsequent trustee's sale null and void. (Firato v. Tuttle (1957) 48 Cal. 2d
136, 139; Lichty v. Whitney (1947) 80 Cal. App. 3d 696, 702).
In Peterson v. State of California (1982) 138 Cal. App. 3d 110, due to clerical
error of the taxing authorities, a tax sale was held selling the liened property to a third
party bidder notwithstanding redemption by the taxpayer several days before the sale.
In the Peterson case, the court of appeal held that the sale was void as redemption had
extinguished the tax lien. (Id. at p. 113). The court noted that this would be the case
even if the taxpayer had merely tendered the proper amount of taxes due. (Id., citing
Hossom v. City of Long Beach (1948) 83 Cal. App. 2d 745, 750). The trend of recent
nonjudicial foreclosure cases seems follow the Peterson case holding that if the trustee
did not have authority the sale is void or voidable, except in some instances where the
purchase is a bona fide purchaser.
In Residential Capital v. Cal-Western Re-conveyance Corp. (2003) 108
Cal.App.4th 807 a trustee’s sale was held mistakenly after the trustor and beneficiary
agreed to postpone it but failed to inform the trustee of their agreement. The trustee
then learned of the agreement before issuing the trustee’s deed to the high bidder. The
Court of Appeal affirmed the trial court's ruling granting summary judgment against the
bidder. It held that the fact the deed was never delivered prevented any presumptions
based on recitals in the deed from taking effect.
Where a defect is found through a post-sale file review or otherwise, generally
the trustee’s deed should not be issued. However, there will be occasions where there
is no defect in the nonjudicial foreclosure sale, but only in the beneficiaries bid. Such
mistakes will not justify refusing to execute and deliver the trustee’s deed. Each case
should be analyzed separately by counsel.
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Again, communication is critical, particular with respect to reinstatements or
payoffs tendered directly to the beneficiary or its servicing agent and/or with respect to
postponements.
In Bank of America v. La Jolla Group II (2005) 129 Cal.App.4th 706, held that
where the trustor reinstated the default prior to the trustee’s sale and the trustee’s sale
was accidentally conducted because the beneficiary failed to notify the trustee, the
trustee’s sale was void since there was no default and, therefore, no basis to exercise
its power of sale under the deed of trust. The court of appeal in La Jolla held that it did
not matter that the purchaser was a bona fide purchaser or that the trustee’s deed was
issued and recorded because the sale was void. The statutory conclusive presumption
did not apply because the defect was not a notice defect and the bidder did not raise the
common law presumption.
B. Even slightest unfairness at foreclosure sale if coupled with
grossly inadequate sale price is sufficient basis for setting sale
aside.
Millennium Rock Mortgage, Inc. v. T.D. Service Company, (Nov. 2009) 179
Cal.App.4th 804
Summary: The auctioneer at a foreclosure sale read from a script for a different
foreclosure, but called out the street address for the subject property. As a result, he
opened the bidding with a credit bid that was only a fraction of what was actually owed
on the subject property. Plaintiff and respondent Millennium Rock Mortgage, Inc.
(Millennium) was a third party bidder who bid slightly more than the opening credit bid
and was declared the successful bidder. Later the same day, T.D. Service Company
(“TDS”) discovered the error and sought to conduct the sale again. Millennium sued to
quiet title to the property.
The parties did not dispute that Millennium's accepted bid of $51,500 constituted
only one-seventh of the opening credit bid that should have been announced for the
subject property and thus was a grossly inadequate amount. The issue on appeal was
whether there was an irregularity in the sale.
The trial court agreed with Millennium’s argument that that this case was
controlled by 6 Angels, Inc. v. Stuart-Wright Mortgage, Inc. (2001) 85 Cal.App.4th 1279
(6 Angels). In 6 Angels, the beneficiary's servicing agent miscalculated the amount
owing on the subject property and instructed the trustee to set the opening bid at
$10,000 (rather than $100,000 which was the correct amount). The trustee opened the
bidding at $10,000 and 6 Angels bid $10,001, which was accepted as the high bid.
After learning of its mistake, the servicing agent instructed the trustee to return the
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funds to 6 Angels and to refrain from issuing a trustee's deed. 327 The trial court quieted
title in favor of 6 Angels, and the Court of Appeal affirmed. 328 The appellate court in 6
Angels held that the mistake, which was wholly under the control of the beneficiary's
agent and the result of its own negligence, fell outside the procedural requirements for
foreclosure sales. Because mere inadequacy of the purchase price is not a sufficient
ground to set aside a foreclosure sale absent some procedural irregularity that
contributed thereto, the court held summary adjudication was properly granted in favor
of the purchaser. 329
In the Millennium case, the appellate court disagreed with the parties’
characterization that the auctioneer's mistake was simply announcing the wrong
opening bid for the Arcola Avenue property. In the court’s view there was inherent
inconsistency in the auctioneer's description of the property being offered for sale. The
auctioneer called out the legal description and credit bid applicable to one property,
while announcing the street address of a different property. This created a fatal
ambiguity in determining which property was being auctioned. The court stressed that
the legal description for a property is “is hardly a trivial matter when it comes to
foreclosure sales.”
In reversing the trial court’s ruling, the appellate court said:
“Due to the contradictory descriptions of the property, the auctioneer's
mistake went to the heart of the sale. Moreover, if the sale is allowed to
stand, it will deprive a blameless beneficiary of its entitlement to the full
amount of its credit bid and result in a windfall to a purchaser who
acquired the property for only one-seventh of the amount that should have
been set as the opening bid had the sale been conducted properly. [fn.
om.]. Since irregularity, gross inadequacy of the price, and unfairness
were all abundantly present, the sale was voidable at the option of the
trustee. (4 Miller & Starr, Cal. Real Estate, supra, Deeds of Trust, §
10:206, p.660.)”
C. Where the trustee and beneficiary had the power of sale but there
was a defect in the sale, it is voidable unless subject to a conclusive
presumption.
In Nguyen v Calhoun (2003) 105 Cal. App. 4th 428, the court held that a trustee’s
sale was final as to a bona fide purchaser who purchased without knowledge that a sale
escrow had closed just prior to the trustee’s sale but the escrow failed to properly notify
the trustee prior to the trustee’s sale that resulted in a sale to a bona fide third party
327

6 Angels, Inc. v. Stuart-Wright Mortgage, Inc. (2001) 85 Cal.App.4th 1279 at 1282.
Id. at p.1283.
329
Id. at pp. 1284-1285.
328
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purchaser. In addition, the title company’s payoff check was mailed and did not get to
the beneficiary until after the trustee’s sale had occurred. The court of appeal held that
this was not a proper tender and, as such, the trustee had the right to go to sale.
Good communication when an escrow is pending and trustee’s sale is about to
be concluded, particularly when the beneficiary is attempting to work with the trustor.
D. Effect of Forged Deed or Deed of Trust
While generally a forged instrument is “VOID” not just “voidable”. However,
where the borrower whose name was forged, knowing about the forgery continues to
make payments and conceal the forgery from the lender, he/she will be deemed to have
“ratified” the note and deed of trust, rendering them enforceable. (Royal Thrift and Loan
v. County Escrow, Inc., supra.)
Forgery in the chain of title or in the deed of trust held by the lender is a ground
for a claim under both an ALTA and CLTA lender’s title insurance policy.
(1)

Impact of Ratification.

In Royal Thrift and Loan v. County Escrow, Inc. (2004) 123 Cal.App.4th 24, the
court of appeal held that conduct of the parties whose signatures were forged (alleged
borrowers), may ratified the forgery making the forged document enforceable. The
Royal Thrift involved a son, and two other individuals, who arranged a loan secured by
the his parents house without the parents’ knowledge and consent. The parents’,
signatures were forged and the loan proceeds were distributed by the escrow to the son
and his two accomplices. The parents later sued the escrow company (“Escrow”), the
notary, the Lender as well as against their adult son for declaratory relief, quiet title,
conspiracy and negligence. At trial, the evidence showed that the parents were aware
of the fraudulent loans years before they filed suit, but that they did nothing because
they wanted to protect their son. The evidence showed that the lender was unaware of
any fraud involved in the loan until well after its notice of default was filed.
9.

Rescission of Trustee’s Sale.

Civil Code § 1058.5 provides, in pertinent part:
“(b) Where a trustee's deed is invalidated by a pending bankruptcy or
otherwise, recordation of a notice of rescission of the trustee's deed, which
notice properly identifies the deed of trust, the identification numbers used
by the recorder or the books and pages at which the trustee's deed and
deed of trust are recorded, the names of all trustors and beneficiaries, the
location of the property subject to the deed of trust, and the reason for
rescission, shall restore the condition of record title to the real property
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described in the trustee's deed and the existence and priority of all
lienholders to the status quo prior to the recordation of the trustee's deed
upon sale. Only the trustee or beneficiary who caused the trustee's deed
to be recorded, or his or her successor in interest, may record a notice of
rescission.”
Bank Of America v. La Jolla Group II (2005) 129 Cal. App. 4th 706 (“La Jolla”),
notes that rescission is not necessary where a trustee’s sale is void. The decision
also questions the circumstances under which a trustee may rescind the sale unless a
bankruptcy or other act occurs that would “invalidate” the sale. As the court of appeal
observed in La Jolla”, Civil Code § 1058.5(b), permits a notice of rescission to be filed
when a trustee's deed "is invalidated by a pending bankruptcy or otherwise ... ." (Italics
added.) In dicta, the court of appeal in La Jolla questions whether the trustee can utilize
§ 1058.5 to rescind the trustee’s sale before an act must invalidating the sale has
occurred (e.g., bankruptcy or the filing of (or completion of) litigation).
Notice of rescission of the trustee’s deed need only be recorded where the
trustee’s deed itself was recorded, however the trustee and beneficiary may want to
give the bidder a written (unrecorded) notice of rescission where the trustee’s deed has
not been recorded.
(1)

Damages Where Trustee's Sale is Rescinded.

When a sale is rescinded, particularly where the sale is void, bidders are
generally not entitled to money damages, but they may be entitled to restitution. 330
Where a contract (i.e., trustee's sale) is void, no action can be brought to enforce such
contract [deed of trust] either in law or equity and all the third party bidder is entitled to is
a return of his money plus interest at the legal rate. 331 Generally, where the sale is void,
Residential Capital v. Cal-Western Reconveyance Corp. (2003) 108 Cal.App.4th 807,
suggest that the bidder is limited to restoration of the bid price plus interest at the legal
rate of 7% simple interest per annum as opposed to the contract rate of 10%. 332 The
However, the Residential Capital case does not address other restitution that may be
required when the bidder, relying on the sale, incurs other costs before the notice of
rescission is given (e.g., repairs, improvements, maintenance, taxes, insurance, etc.).
In Pro Value Properties, Inc. v. Quality Loan Service (2009) 170 Cal.App.4th
579, the trustee’s sale was void because the trustee conducting the sale never filed a
330

Civ. Code § 1691(b).
Residential Capital v. Cal-Western Reconveyance Corp. (2003) 108 Cal.App.4th 807 at p.
813; Pro Value Properties, Inc. v. Quality Loan Service (2009) 170 Cal.App.4th 579 at p. 583; Little v.
CFS Service Corp., supra, at 1362, citing Stockton Morris Plan Co. v. California Tractor and Equipment
Corp. (1952) 112 Cal.App.2d 684, 689; Industrial Indemnity Co. v. Golden State Co., Inc. (1953) 117
Cal.App.2d 519, 527).
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Pro Value Properties, Inc. v. Quality Loan Service (2009) 170 Cal.App.4th 579 at pp. 582-583.
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proper substitution of trustee (i.e., trustee did not have the power to sell). There was no
dispute that the trustee’s sale was void. The trustee returned the entire bid to the third
party bidder along with 7% interest which is the legal rate for prejudgment interest. 333
The successful bidder cross-complained against the lender for breach of contract,
negligence and negligent misrepresentation, and against the trustee for negligence.
The trial court agreed with the third party bidder that the proper interest rate for breach
of a contract that does not stipulate a rate of interest, should have been 10%. 334 The
trustee appealed.
In Pro Value Properties, Inc. case, the court of appeal, citing Residential Capital
v. Cal-Western Reconveyance Corp., (2003), 108 Cal.App.4th 807 stated:
“Because the sale was void, the appropriate remedy for any damage
to Plaintiff was the return of the purchase price, plus accrued interest.
Because the purchase price plus interest was tendered to Plaintiff, it has
sustained no damage and an essential element to all of its causes of
action is not present.” (Id. at p. 813.)
The court of Appeal reversed the trial court holding that “the trustee does not
contract with the purchaser for the sale of the foreclosed property, but performs
ministerial [statutory] acts which, when properly executed, result in the transfer of title to
the purchaser.” 335
Comment: If funds need to be returned to a bidder, the rate of interest is 7% not
10%. If the bidder wants more, show the bidder or his counsel the Pro Value case. The
case also reiterates that there is no liability to the bidder, except a return of its funds
plus interest. The key to avoiding additional damages where a trustee’s sale is void or
voidable is to promptly give the third party bidder notice of rescission and tender back to
the bidder his funds plus 7% interest.
10. Setting the Trustee’s Sale Aside.
Trustee’s sales will not be set aside where the defects are not material and the
borrower is not prejudiced by the error.
The mere premature mailing of the notice of the trustee’s sale and minor defects
in the listing of the dates of default were sufficient to set aside the nonjudicial
foreclosure may be insufficient to set aside a trustee’s sale when the borrower cannot
show prejudice. 336
333

Id. and Cal. Const., art. XV, § 1.
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335
Pro Value Properties, Inc. v. Quality Loan Service (2009) 170 Cal.App.4th 579 at p. 583.
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While the statutory scheme does not permit staggered notices, e.g.., mailings
prior to the end of the three month period, and posting, publication and recordation
afterward, the court of appeal noted that the borrowers had in fact been provided 29
days prior notice of the initial trustee’s sale date. (Id.) Furthermore, the borrowers could
not establish that the premature mailing of the NOS had an adverse impact on the
amount of the ultimate successful high bid on the property at the trustee’s sale. The
actual sale date was almost one year after the initially noticed sale date. The Borrowers
argued that the procedural irregularity, coupled with what they alleged to be an
inadequate sales price, should automatically justify setting aside the trustee’s sale.
However, the borrowers failed to show that they had been prejudiced by the premature
mailing of the NOS. The court concluded that there was no prejudicial procedural
irregularity in this instance, and declined to set aside the sale on that basis.
Regarding the discrepancy as to the initial date of default noticed in the NOD,
i.e., July, 2000, the Borrowers argued that a payment accepted by the Lender in March,
2001, was applied to the July 2000 payment, and that the NOD was defective. The
court noted that, despite this inaccuracy, there was no evidence that the NOD did not
properly state the nature of the default, i.e., failure to make monthly installments and to
pay late charges. The statutory scheme is satisfied if the notice correctly sets forth
some of the breaches, even if there are minor defects in the descriptions of other
breaches. The court deemed the defect in this case to not be a material defect; the
NOD adequately provided the borrowers with notice of the amount required to cure the
defaults. While a material defect in the description of the events of breach would
support setting aside the sale, the circumstances in this case involved an immaterial
defect, and would not justify setting aside the sale.
A. Necessary Parties to Successfully Set Aside Foreclosure Sale.
The third party bidder, trustee, beneficiary and trustor are all necessary parties to
an action to set aside a trustee’s sale. The failure to name one of these parties may
render any judgment null and void. 337 Therefore, if a borrower seeks to attack the
validity of a prior foreclosure sale he or she must name all indispensable parties on title
at the time of the trustee’s sale.
B. Only a person having an interest in the loan being foreclosed has
standing to challenge the validity of a nonjudicial foreclosure?
In the Royal Thrift and Loan v. County Escrow, Inc. (2004) 123 Cal.App.4th 24,,
the escrow holder, notary and bond holder attempted to challenge the lender’s
nonjudicial foreclosure (to minimize their own liability). The court of appeal in the Royal
Thrift case held that only a party to the loan had standing to set aside the sale.
However, it held that the escrow, notary and bonding company had limited standing to
337
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challenge the foreclosure sale to the extent it constituted a failure of the lender to
mitigate its damages (but not for the purpose of setting aside the sale).
11. Wrongful Foreclosure.
A. Wrongful Foreclosure defined.
Plaintiff borrowers allege all kind of things as wrongful foreclosure. However, to
really allege a tort of wrongful foreclosure, plaintiffs must plead a duty created by Civil
Code §§ 2924, et seq. governing nonjudicial foreclosures; a nonprivileged breach of that
duty; that plaintiff was a member of the public for whose benefit the statute was
enacted; and, that plaintiffs’ were damaged by the breach of duty and not just because
of the foreclosure. 338
B. Damages for Wrongful Foreclosure.
In Coyotzi v. Countrywide Fin. Corp (2009 E.D. Cal.) 2009 U.S. Dist. Ct. LEXIS
91084 (2009 WL 2461336 (E.D.Cal.) the federal district court held that foreclosure on a
property without more (i.e., where there is no evidence that outrageous and
unreasonable means in seeking payment by the creditor have been used) does not
support a claim for intentional infliction of emotional distress.
In a complaint where plaintiffs alleged 14 claims against the lenders Countrywide
Financial and Countrywide Home Loans arising out of the loans, default and foreclosure
on first and second mortgages on plaintiffs’ property, in considering defendant’s motion
to dismiss the complaint as meritless, the court analyzed plaintiffs’ tort cause of action
for intentional infliction of emotional distress.
The court ruled that plaintiffs had failed to state a cause of action for intentional
infliction of emotional distress which requires that a plaintiff plead and prove: (1)
defendant's outrageous conduct; (2) defendant's intention to cause, or reckless
disregard of the probability of causing, emotional distress; (3) plaintiff's suffering severe
or extreme emotional distress; and (4) an actual and proximate causal link between the
tortious (outrageous) conduct and the emotional distress. 339 In so holding, the district
court noted that plaintiffs had completely failed to prove that defendant’s conduct was
“extreme and outrageous.” The court said:
"In the context of debt collection, courts have recognized that the
attempted collection of a debt by its very nature often causes the debtor to
suffer emotional distress." Ross v. Creel Printing & Publishing Co., 100
338

Southbay Building Enterprises, Inc. v. Riviera Lend-Lease, Inc. (1999) 72 Cal. App.4th 1111,
1122-1124.
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Cal.App.4th 736, 745, 122 Cal.Rptr.2d 787 (2002) (citing Bundren v.
Superior Court, 145 Cal.App.3d 784, 789, 193 Cal.Rptr. 671 (1983)).
"Frequently, the creditor intentionally seeks to create concern and worry in
the mind of the debtor in order to induce payment." Bundren, 145
Cal.App.3d at 789, 193 Cal.Rptr. 671. Such conduct is only outrageous if it
goes beyond "all reasonable bounds of decency." Bundren, 145
Cal.App.3d at 789, 193 Cal.Rptr. 671.
"The assertion of an economic interest in good faith is privileged, even
if it causes emotional distress." Ross, 100 Cal.App.4th at 745, n. 4, 122
Cal.Rptr.2d 787 (citing Fletcher v. Western National Life Ins. Co., 10
Cal.App.3d 376, 395, 89 Cal.Rptr. 78 (1970)); [Ctn. Omm.].”
The court went on to say that the complaint failed to point to any conduct of the
defendants “outside that generally accepted in the foreclosure process, which is
inherently stressful for debtors.”
12. IRS Tax Liens and Redemption.
Although normally liens recorded after the foreclosing liens are wiped out, certain
statutes may create rights which survive the foreclosure. For example, an IRS lien if
properly noticed is wiped out, subject to a special right of redemption for 120 days after
the foreclosure. IRC § 7425(b) 340 provides that where the IRS “has or claims a lien, or a
title derived from enforcement of a lien” and there is a sale pursuant to an instrument
creating a lien on the property, the IRS lien is not foreclosed out if it was recorded more
than 30 days before the sale and the United States was not given proper notice of sale.
(IRC § 7425(b)(1).) Where the IRS lien is recorded within 30 days of sale, no notice of
sale is required. 341
The notice of sale must be given in accordance with regulations issued by the
Secretary of the Treasury (i.e., IRS). The notice to the Secretary must be written, sent
by registered or certified mail or by personal service, not less than 25 days prior to the
scheduled sale date. (IRC § 7425(c)(1).) Alternatively, consent of the Secretary can be
obtained to validate a sale if notice was not given. (IRC § 7425(c)(2).)
Section 7425(d) provides, in the case of “real property”, even where proper
notice of sale was given to the Secretary, the U.S. may redeem the property from the
nonjudicial sale “within 120 days from the date of the sale or the period allowable for
redemption under local law, whichever is longer.” (IRC § 7425(c)(1).) Under California
law, no period of redemption is permitted after a nonjudicial foreclosure; therefore, the
120-day redemption period applies. In a judicial foreclosure, under California law, it
would be possible for a one-year period of redemption to apply; and, under those
340
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26 U.S.C. § 7425.
IRC § 7425(b)(1)&(2).
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circumstances, the IRS could redeem for that one-year period. (See, Code Civ. Proc. §
729.030.)
If the IRS has a lien against only one of several cotenants, it may still redeem the
entire property from the purchaser at the trustee’s sale (i.e., including the interests of
those cotenants against whom it had no lien. (Vardanega v. IRS (9th Cir. 1999) 170
F.3d 1184).
To redeem the property from the IRS, “the amount to be paid for such property
shall be the sum of-“(1) the actual amount paid by the purchaser at such sale (which, in
the case of a purchaser who is the holder of the lien being foreclosed,
shall include the amount of the obligation secured by such lien to the
extent satisfied by reason of such sale),
(2) interest on the amount paid (as determined under paragraph (1)) at
6 percent per annum from the date of such sale, and
(3) the amount (if any) equal to the excess of (A) the expenses
necessarily incurred in connection with such property, over (B) the income
from such property plus (to the extent such property is used by the
purchaser) a reasonable rental value of such property.”
(28 U.S.C. § 2410(d) and 26 U.S.C. § 7425(d)(2).)
While at one time in California some of the IRS offices took a contrary policy,
most districts in California now follow the rule that where the successful bidder is the
foreclosing beneficiary, the IRS’s redemption purchase price is the full amount of the
unsatisfied obligation being foreclosed upon. (26 C.F.R. § 301.7425.4(b)(1)(i) & (b)(5)
example 1.) This rule only applies in states where the foreclosing lender is prohibited
from obtaining a deficiency after the nonjudicial foreclosure (i.e., C.C.P. § 580d in
California). If the state allows for a deficiency after the nonjudicial foreclosure, then the
foreclosing beneficiary is only entitled to the amount of his borrower’s obligation actually
bid (or underbid) at the sale. (See, Equity Mortg. Corp. v. Loftus (4th Cir. 1974) 504
F.2d 1071; and Delta Sav. & Loan Ass'n v. IRS, 847 F.2d 248 (5th Cir. 1988).) If a
deficiency is limited to the excess over the fair market value of the property (not the
successful foreclosure bid), then the IRS must pay the fair market value of the property
to redeem. (United States v. Thayer (D. Pa. 1998), 1998 U.S. Dist. LEXIS 5535; citing
Horbal ex rel. Highland Fin. Ltd. v. Moxham Nat'l Bank, 548 Pa. 394 (Pa. 1997).
Where the purchaser at the trustee’s sale is a third party purchaser, the IRS
redemption purchase price is the actual amount paid by the successful bidder at the
trustee’s sale. (Id.)
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A purchaser at a trustee’s sale cannot terminate the IRS’s right of redemption by
paying off tax lien since right of redemption is designed to protect taxpayer's equity in
property. This purpose would be frustrated if an underbidder at trustee’s sale could cut
off right of redemption merely by paying off tax lien. (Olympic Federal Sav. & Loan
Assn. v Blumenthal (1978, ND Cal) 648 F2d 1218.
13. Mixed Collateral Sales.
Lenders will frequently take mixed collateral consisting of real property and
personal property. Where a lender entered into a consumer loan secured by the
borrower’s automobile and a deed of trust on their residence, foreclosing on the
personal property first did not prevent a subsequent nonjudicial foreclosure on the real
property. 342 In In re Kearns, Kearns v. Transamerica (9th Cir BAP, 2004) 314 B.R. 819
the 9th Circuit BAP ruled that a secured creditor which has nonjudicially foreclosed on
an automobile may also enforce its rights on a related deed of trust without violating the
one action rule Code of Civil Procedure § 726. The BAP interpreted both Code of Civil
Procedure § 726 and Commercial Code § 9604 (the mixed collateral statute) to be
consistent with each other. While the foreclosure on the car does preclude the creditor
from seeking a deficiency judgment against the debtor; it does not violate § 726,
because the nonjudicial foreclosure on the car was not an “action”, which is defined as a
proceeding in court.
As for the creditor enforcing its rights under the deed of trust, the BAP ruled that
the creditor may resort to all of the security for its loan in whatever order it chooses, as
provided for in § 9604. The BAP affirmed the bankruptcy court judgment.
14. Trustee
and
Beneficiary
Generally
Should
Have
Separate
Representation in Lawsuits Involving Nonjudicial Foreclosure.
Beneficiaries and trustees often do not have the same interest with respect to a
loan in foreclosure. The lender is concerned with its loan and resorting to the security
for the loan upon default. The servicing broker is primarily concerned with the interest
of the lender for whom loan servicing is provided and generally has no fiduciary duty to
the borrower after the loan is made. The trustee is viewed as a very limited common
agent of the borrower and the lender, but not a true fiduciary, who acts pursuant to the
deed of trust and statutes upon the instructions of the beneficiary to either: (1) reconvey;
or, (2) nonjudicially foreclose upon a statement of default and demand for sale from the
beneficiary.
Many disputes involving the beneficiary, are not caused by nor do they really
involve the trustee. For example, typical actions that do not involve the trustee are quiet
title actions, action to cancel deeds of trust; TILA actions, rescission actions; actions
342

In re Kearns, Kearns v. Transamerica (9th Cir BAP, 2004) 314 B.R. 819.
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relating to servicing, disputes over whether the loan has been satisfied and actions
relating to payments or amounts due under the note. Similarly, equitable actions such
as declaratory relief may not involve conduct of the trustee.
On the other hand, where the trustee is negligence in performing its duties
specified in the deed of trust and Civil Code, it may be liable but the beneficiary may not
be liable if the beneficiary did not contribute to the problem.
Because the roles, responsibilities, liabilities and interest of the lender and
trustee are often at odds, there can be a conflict of interest in having one attorney
represent the interest of both. That may be irreconcilable and possibly not waivable.
Most trustees have indemnity agreements with their beneficiaries that often
require that the beneficiary provide the trustee with a defense (i.e., a lawyer) in the case
of a law suit. This creates a strong financial incentive to have one attorney represent
both the beneficiary and the trustee. Because of the conflict of interest and risks of
each of the jointly represented defendants being “jointly and severally” liable for
attorney’s fees awarded (i.e., both are liable for the full amount of attorney’s fees
awarded to the plaintiff), it is often advisable for the trustee and beneficiary to have
separate representation and to adopt different strategies to the litigation.
For example, in Kachlon v. Markowitz (2008) 168 Cal. App. 4th 316, a private
beneficiary and the borrower had a number of disputes relating to the whether the note
had been paid and the deed of trust extinguished. The facts clearly showed a great
deal of animosity because of a terminated affair between one of the beneficiaries and
one of the trustors (both couples were married. The beneficiaries and borrowers had
numerous disputes some not even involving the deed of trust. The beneficiary
substituted a trustee to attempt to nonjudicially foreclose. Upon instructions of the
beneficiaries the trustee recorded a notice of default. The borrower’s attorney wrote the
trustee and insisted that the trustee rescind the notice of default and file a reconveyance
of the deed of trust. The trustee refused to take either action because both require an
instruction from the beneficiary. (Civil Cod § 2924c(a)(2); 2941(b)(1)). However, the
trustee told both the beneficiary and the borrower’s attorney that it would take no further
action to proceed with the nonjudicial foreclosure until the trustor and beneficiary
resolve their disputes. The trustee only act was to record a notice of default and, in fact,
it took no further action to continue with the foreclosure.
Unfortunately, the trustee was persuaded to allow the beneficiaries’ attorney to
represent the trustee as well. The beneficiaries attorney aggressively defended the
case on behalf of both the beneficiaries and trustee (filing oppositions to the borrowers
request for a restraining order and opposing its quite title and other equitable causes of
action.) In addition to equitable causes of action plaintiff sued both the trustee and
beneficiary for a number of other causes of action (e.g., wrongful foreclosure, fraud,
slander of title and negligence). The result in the case was a jury verdict against the
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beneficiary on most of the causes of action and included an award of attorney’s fees
and costs. The jury found the trustee negligent, but the trial court overturned that part of
the verdict finding that the trustee’s conduct was privileged and the trustee, therefore,
had done nothing wrong. The court granted judgment for the borrowers on all of their
equitable causes of action.
Because the trustee (through the beneficiaries’ attorney, had participated in
aggressively defending against the equitable causes of action, the trustee was held
jointly and severally liable with the beneficiary for over $220,000 in attorneys’ fees and
costs incurred in the litigation, even though the trustee had been found innocent of any
wrongdoing. Beneficiaries must keep in mind the same could happen to them where all
of the wrongdoing was on the part of the trustee.
Where the dispute involves the actions of the beneficiary (including its
instructions to the trustee), the best practice is for the trustee to be represented by
separate counsel and attempt to remove the trustee through other remedies or
strategies
In 1996, the legislature amended Civil Code § 2924 to add a provision that the
mailing publication and delivery of notices as required herein in the performance of the
procedures set forth in this article shall constitute privileged communications within the
meaning of Civil Code § 47. That provision provides:
“The mailing, publication, and delivery of notices as required herein,
and the performance of the procedures set forth in this article, shall
constitute privileged communications within Section 47.”
The “article” cited refers to all actions involved in a nonjudicial foreclosure. The
court of appeal in Kachlon v. Markowitz held that this privilege is “qualified” and will
apply as long as the trustee did not act with malice. Therefore, as long as the trustee in
following the instructions of the beneficiary followed the terms of the deed of trust and of
the statutes in nonjudicially foreclosing, its conduct is privileged and it cannot be liable
even if the plaintiff attempts to restate it cause of action as negligence, fraud or slander
of title. Based upon Civil Code §§ 47 and 2924, the trial court and court of appeal
found that the trustee had done nothing that would make it liable to the borrowers,
particularly for tort liability.
Also, where a trustee maintains a reasonable belief that it has been named in the
action or proceeding solely in its capacity as trustee, and not arising out of any wrongful
acts or omissions on its part in the performance of its duties as trustee, then, at any
time, the trustee may file a declaration of nonmonetary status and serve it upon the
parties to the lawsuit. The parties to the lawsuit have 15 days to object. If an objection
is filed, then the trustee must remain in the lawsuit. However, if no objection is filed, the
trustee is no longer a party to the lawsuit but, by filing the declaration, the trustee is not
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required to participate any further in the action or proceeding, shall not be subject to any
monetary awards as and for damages, attorneys' fees or costs, shall be required to
respond to any discovery requests as a nonparty, and shall be bound by any court order
relating to the subject deed of trust that is the subject of the action or proceeding. (Civil
Code § 2924l). In the Kachlon case, the attorney for the beneficiary and trustee failed
to file a § 2924l declaration on behalf of the trustee until after the jury verdict and well
after aggressively defending against the equitable causes of action on behalf of the
trustee and beneficiary.
The court of appeal in the Kachlon case, appears to suggest that had the trustee
filed its § 2924l declaration and not participated in opposing the equitable relief that it
would not have been liable for attorney’s fees. The implication is that, even though the
lawsuit had allegations against the trustee for alleged wrongful acts or omissions, the
trustee could have (and should have) filed a § 2924l declaration stating its reasonable
belief that the lawsuit did not arise out of wrongful acts or omissions of the trustee.
Even though the borrower would have likely objected to the declaration, the court of
appeal suggested that such action would have declared early on the trustee’s neutrality.
The implication of the court of appeals statements regarding § 2924l is that the trustee
would not have been held jointly liable for attorney’s fees particularly if it did not oppose
the equitable causes of action (maintaining its neutrality) and assuming that the trustee
prevailed against the borrower on the causes of action against the trustee.
Similarly, where the wrongful conduct or omission is that of the trustee (e.g.,
failing to properly mail, post or publish foreclosure notices), the beneficiary should
consider having the trustee correct the problem (e.g., redo the notice or restart the
foreclosure depending on the facts) rather than aggressively defending an action where
the beneficiary is likely to be liable for attorney’s fees and costs resulting from losing the
action.
Careful analysis of a lawsuit against a beneficiary and trustee should be done by
experienced counsel before undertaking joint representation.
15. Recovery of Attorneys Fees after Disputes Involving Foreclosure of
Notes and Deeds of Trust.
In Jones v. Union Bank of California (2005) 127 Cal.App. 4th 542, where the trial
court awarded the lender $1,000,000 in attorney’s fees after extensive litigation and
appeals over a foreclosure, the court of appeal held that an award of attorneys’ fees is
not a violation Code of Civil Procedure § 580d prohibits a deficiency judgment after a
property has been sold pursuant to the power of sale in a deed of trust.
In addition the court of appeal in the Jones case held that the award of attorneys’
fees in litigation involving a deed of trust is not limited to the “trustee’s and attorney’s
fees” allowed under Civil Code §§ 2924c and 2924d. Those sections deal with
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compensation for processing the foreclosure not for litigation to protect the lender’s
security.
A key factor in the Jones case was that Union Bank’s loan documents contained
a very broad attorney fees provision. The contract called for an award of fees in “Any
action between the parties in connection with the . . . Property”.
Comment: This case makes it clear that if a lender wishes to recover its
attorney fees in litigation involving defaulted loans, the fee provision must be broadly
written. Narrowly drawn fee provisions in loan documents permit a court to deny trustee
and a lender from recovering fees or limiting the award of fees to only those issues
arising out of breach of contract. Many non-commercial, standard form deeds of trust
have very narrowly written attorneys’ fees provisions.
Other courts have awarded attorneys fees under much broader worded attorneys
fee provision in many standard deeds of trust, particularly where the action involves
attorneys fees over equitable actions e.g., enjoining the trustee’s sale, quiet title,
cancellation, declaratory relief. (Kachlon v. Markowitz (2008) 168 Cal. App. 4th 316; and
, Valley Bible Center v. Western Title Ins. Co. (1983) 138 Cal.App.3d 931, 932-933.)
16. Stays against Nonjudicial Foreclosure.
There are a number of situations where the nonjudicial foreclosure will be stayed.
Typical stays include:
A. Bankruptcy Stay.
When, in the course of a nonjudicial foreclosure, a borrower or junior lienholder
files a bankruptcy, immediately upon the filing bankruptcy law imposes an automatic
stay (i.e., injunction) preventing most acts to collect or recover security against the
debtor or the property of the estate. (11 U.S.C. §362.) The automatic stay prohibits
certain acts to collect or recover against the debtor or property of the bankruptcy
estate. The scope of the automatic stay is very construed liberally and exceptions to
the say are construed narrowly. (11 U.S.C. §362(a).) Generally, the stay remains in
effect until: (1) relief from stay is obtained from a bankruptcy court (11 U.S.C. §362(d));
(2) an order entered on the court’s docket closing the file by the court; or, (3) an order
entered on the court’s docket dismissing the bankruptcy case.
The Bankruptcy stay will apply if the “bankruptcy debtor” is the borrower, a
successor to the borrower or a junior lienholder holding an interest in the same security
as the foreclosing lender.
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B. Restraining orders and Injunctions.
C. Temporary Restraining Order (“TRO”)
As to foreclosures, it is a temporary, emergency type of order (often in effect for
only 15 - 22 days) which is issued after a brief or ex parte hearing which usually
prevents a foreclosure sale from taking place as scheduled. It is in effect only in
exceptional circumstances and only until the trial court can hear arguments or evidence,
to determine whether a preliminary injunction should be issued. In foreclosure cases,
TROs are granted in most cases.
D. Preliminary Injunction
As to foreclosures, it is an injunction issued by a court after notice to the parties
and after a hearing which usually restrains the beneficiary, trustee and their agents a
party from conducting a foreclosure sale until the final trial is concluded. A court will
issue a preliminary injunction only if the party seeking the injunction shows that it is
likely to succeed on the merits of its case at trial and that it is likely that irreparable
injury to that party will occur unless the injunction is granted or that the harm to that
party outweighs the harm which the granting of the injunction will cause to the other
party. A preliminary injunction will remain in effect until the case is tried (determining
whether a permanent injunction should be issued), until the case is settled or until the
court removes the preliminary injunction prior to trial.
E. Permanent Injunction
As to foreclosures, it is an injunction which permanently restrains a party from
conducting a foreclosure sale following a trial on the merits of the case.
F. Federal Protective Order
As to foreclosures, it is issued by a Federal District Court and restrains all
persons from any acts (including foreclosure) against property which the Federal
Government is holding to protect a lien or claim it has against the owner. These Orders
are common in civil asset forfeiture and IRS actions.
G. State Court Appellate Stay (in certain cases)
Code of Civil Procedure § 916 (a) provides that ‘the perfecting of an appeal
stays proceedings in the trial court upon the judgment or order appealed from or upon
the matters embraced therein or affected thereby, including enforcement of the
judgment or order,’ unless the matter falls within enumerated exceptions.” (Royal Thrift
and Loan v. County Escrow, Inc. (2004) 123 Cal.App.4th 24.) The automatic stay on
appeal “prevents any further proceedings to enforce the judgment or order.” The court
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of appeal in Royal Thrift held that automatic stay on appeal applies to a nonjudicial
foreclosure sale.
There is an exception to the automatic stay rule found in Code of Civil Procedure
§ 917.4 which applies to judgments that "direct the sale, conveyance or delivery of
possession of real property which is in the possession or control of ... the party
ordered to sell, convey or deliver possession of the property ... ." Under this
exception no stay will apply unless the party attempting to stay the sale, conveyance or
delivery of possession files a bond. Therefore, it is critical that counsel for the lender
address this issue anytime the borrower is in control of the property as the borrower
may be compelled to post a bond or lose the benefit of the automatic stay. The court of
appeal in Royal Thrift held that the § 917.4 exception requiring a bond only applies
when it is shown that the person appealing was entitled to the right of possession
during the appeal.
Comment: This holding could presents problem for lenders, loan servicers and
trustees who need to know, with certainty, whether or not they may proceed with a
nonjudicial foreclosure or whether it is stayed. Most attorneys and trustees have
assumed that when the trial court orders that a trustee’s sale may be conducted that it
falls within the exception to the automatic stay. While the court of appeal may have
done a favor for the Lender in the Royal Thrift case, its ruling creates substantially
difficulty for trustee’s in determining whether a postponement is by “operation of law”
(i.e., because of the stay) or based upon beneficiary or trustee discretion (i.e., limited to
three such postponements). The problem is that for the trustee or counsel to determine
whether the appeal stay applies (or whether it is subject to an exception), they must
determine that the appellant (usually the Borrower) has retained possession or an
interest in possession, during the appeal. What if the sale is challenged by the junior
lien holder or other person not in possession during the appeal? What if the foreclosure
is concluded before the notice of appeal is filed? Generally, a party has 60 days after
the judgment or an appealable order is entered to file a notice of appeal. Trustees and
lenders may have to be careful to determine what the status of possession is at the time
a notice of appeal was filed (i.e., did the appellant retain possession). In the past, most
foreclosure attorneys believed that only if the borrower applied to for a stay and posted
a bond would the stay become effective and stay a nonjudicial foreclosure sale. Under
this interpretation, the trustee, lender or their counsel would always know whether a
stay was in place without having to verify extraneous facts (e.g., whether the borrower
has given up the right of possession during appeal). Trustee’s may now want to
question their lenders as to whether the borrower is in possession and will remain in
possession during an appeal or possible appeal. If the answer is “yes” and evidence is
available, the trustee may assume that the automatic stay will not apply unless the
borrower obtains a bond. However, if the evidence is not clear or if the borrower has
given up possession during the appeal, but before the foreclosure is concluded, the
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trustee may want to seek advice of counsel to determine if the automatic stay on appeal
applies.
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9

JUDICIAL FORECLOSURE.
1.

Area Summary:

In very select cases where the secured property is in a county where cases are
set for trial relatively quickly, judicial foreclosure may be preferable to nonjudicial
foreclosure. Even where a judicial foreclosure is opposed, there are often compelling
reasons to pursue a judicial foreclosure either separately or in conjunction with a
nonjudicial foreclosure. Judicial foreclosures tend to be used in times where there has
been a substantial decline in the value of real property and where there is a solvent
borrower or guarantor.
The election of which remedy to select does not have to be made until just before
the trustee’s sale is conducted in a nonjudicial foreclosure or until just before an order of
foreclosure is issued in a judicial foreclosure. (See Bernhardt, California Mortgage and
Deed of Trust Practice (1990 CEB, 2d Ed.), “Trustee's Sales” § 2.4; and see, C.J.A.
Corporation v. Trans-Action Financial Corporation (1st Dist. 2001) 86 Cal.App.4th 664;
Turner v. Superior Court (1977) 72 Cal.App.3d 804, 808-809.)
2.

Reasons For and Against Judicial Foreclosure.
A. The typical reasons for using a judicial foreclosure
•

To obtain, or threaten to obtain, a deficiency judgment (The lender must
understand when a deficiency judgment is available and what are the
limitations and costs of obtaining it);

•

To combine remedies (i.e., combined with actions to appoint a receiver to
collect rents and profits, or with a nonjudicial foreclosure to create the
option or threat of obtaining a deficiency;

•

To clean up title problems and priority issues that may render the property
unmarketable after the foreclosure;

•

To combine with actions against guarantors; and,

•

When combined with a receivership, it may limit liability of lender in
completing construction or in dealing with problem properties.

B. The typical reasons against using a judicial foreclosure.
•

Time and cost;
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3.

•

Possible post-foreclosure sale redemption rights of the trustor or his
successor;

•

Fee and costs limitations prior to the judicial order of sale that create a risk
that the lender will end up paying substantial attorney’s fees and costs that
are not recoverable from the borrower;

•

Fee and costs limitations where the lender elects to proceed with
concurrent judicial and nonjudicial foreclosures;

•

Fees and costs incurred in appointing receivers and in having receiver
take charge of the property;

•

Increased anti-deficiency risks;

•

Judicial foreclosures are highly technical and can be a trap for most
attorneys; and,

•

Increased risk of encouraging cross-complaints that expand the issues
well beyond foreclosure.

Judicial Foreclosure Procedure.

Obtain a “litigation guarantee” which lists all of the necessary defendants that the
lender must name in the complaint in order to have a complete foreclosure. It can be
malpractice to rely on the wrong title product (e.g., a TSG or preliminary report; see,
Little v. Community Bank (1991) 234 Cal.App.3d 355, 360).
A. File and Serve Summons, Complaint and Record and Mail Lis
Pendens. (Code Civ. Proc. §§ 405, et seq.)
The lis pendens puts the world on notice that the lender has an interest in the
property by virtue of a deed of trust and that the lender is foreclosing on that deed of
trust. Then, if any third party wishes to file a lien on the property, he/she does so at
his/her own risk, knowing that that lien will soon be wiped out by the lender's
foreclosure. All lienholders prior to the date the lis pendens was recorded should be
named as a defendant in the complaint. If the lis pendens is not recorded, any
lienholders who record their liens after the litigation guarantee was issued, and have not
been named in the complaint, may not lose their lien by the foreclosure sale.
B. Court Hearing
An order of sale may be granted, including a statement of whether a deficiency is
sought or waived (mandatory statement).
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C. Notice of Sale
Twenty-one day Notice of Sale must: (1) state the date, time, and place of sale;
(2) describe the property (legal and street address)(if there is no street address or
common designation, a statement that the directions to the property can be obtained
from the levying officer); and, (3) whether the property will be sold subject to rights of
redemption. (Code Civ. Proc. § 729.010(b).)
D. Posting
NOS Posted not less than 20 days before sale: (1) in a Public place in the city
(or judicial district if not in a city) where the property is located; and, (2) in a
conspicuous place on the real property. Personally served on the debtor or
occupant at the time of posting, if possible. (Code Civ. Proc. § 701.540(e).)
E. Mailing or Personal Service.
Not less than 20 days prior to the scheduled sale date, the notice of sale must be
served, mailed or personally served upon the entitled persons including: 1) the
judgment debtor (Code Civ. Proc. §701.540(c)) and 2) the occupant of the property
(Code Civ. Proc. §701.540(e)). Not earlier than 30 days after the date of levy, the
judgment creditor must determine the names of all persons having liens of record on the
real property on the date of levy and shall instruct the levying officer to mail notice of
sale to each such person at the address used by the county Recorder for the return of
instruments creating the person's lien, after recording (Code Civ. Proc. §§ 701.540(h)
and 729.010) and to all persons having liens on the property or who have filed a request
for notice of sale with the Court Clerk. (Code Civ. Proc. § 701.550.)
F. Publication.
The notice of sale must be published once a week for three weeks with the first
publication being at least 20 days prior to the time of sale. The notice of sale must be
published in a newspaper of general circulation in the city where the real property is
located, or, if the city has no newspaper of general circulation, in a newspaper of
general circulation in the judicial district, or if the judicial district does not have a
newspaper of general circulation, then in a newspaper of general circulation in the
county where the real property is located. (Code of Civ. Proc. § 701.540(g).)
G. Reinstatement of Judicial Foreclosure.
At any time prior to the court's foreclosure decree, any entitled person
(mortgagor, trustor, their successors, or any junior lienholder), may reinstate the loan
and cure the default by paying the same amounts as described for reinstatement of a
nonjudicial foreclosure. (Civ. Code § 2924c and 2924d.) Statutory limitations apply to
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the attorney’s fees, trustee’s fees and costs whether the foreclosure is conducted
judicially or nonjudicially. (Bruntz v. Alfaro (1989) 212 Cal.App.3d 411.) After a judicial
decree of foreclosure, the court may award the lender attorney's fees without regard to
the Civil Code § 2924c and § 2924d limitations. (See Code Civ. Proc. §§ 580c and
730.) Upon redemption, the loan is treated as if no default had occurred.
Comment: The limitation on attorney's fees and costs incurred prior to entry of
the decree of foreclosure creates substantial tactical problems, particularly when a
judicial foreclosure is filed and runs concurrently with a nonjudicial foreclosure. It is
likely that only one set of foreclosure fees can be recovered from the trustor or other
reinstating party. Beneficiaries contemplating the strategy should be advised that they
might have to absorb the second set of foreclosure fees and/or judicial foreclosure
attorney's fees. Rarely can a judicial foreclosure be filed at a cost anywhere near the
limitations found in the Civil Code for nonjudicial foreclosures.
H. Pre-Sale Redemption from Judicial Foreclosure.
Right of Redemption (presale redemption) is the right to redeem property at any
time prior to the time the judicial foreclosure sale is held. Those who may be
redemptioners are the mortgagor or his/her successor-in-interest (person to whom
he/she sells or grants his/her interest) or any junior lienholder. Junior lienholders
redeem to protect their interest; otherwise their junior interest is extinguished. (Code
Civ. Proc. § 701.630.) A person who redeems prior to a judicial foreclosure sale (but
after a decree of foreclosure) must pay the accelerated loan balance, costs of
foreclosure actually incurred, and reasonable trustee’s or attorney's fees as limited by
statute. (Code Civ. Proc. §§ 580c, 726; Civ. Code §§ 2903 - 2905; 2924c, 2924d.)
I.

Postponements.

Postponements may be made only by the written agreement of both debtor and
creditor delivered to the levying officer and stating the sale will be postponed to an
agreed day and hour. (Code Civ. Proc. § 701.580.)
J.

The Foreclosure Sale and Bidding.

A sheriff or officer of the court sells the property at an auction sale to the highest
bidder. (Code Civ. Proc. § 701.570.) Generally, bidding must be by cash, certified or
cashier's check. (Code Civ. Proc. § 701.590(a).) However, the judgment creditor may
credit bid the amount owed on the obligation (e.g., amount owed under the note and
deed of trust; Code Civil Procedure § 701.590(b).) This is often referred to as “bidding
his/her paper.” Unsatisfied levying officer's fees must be paid in cash or by certified or
cashier's check. Third-party bidders may “credit bid”. If the highest bid for the sale
exceeds $5,000.00, the highest bidder can elect to treat the sale as a credit transaction
by: (i) Depositing $5,000.00 or 10% of the amount bid, whichever is greater; and, (ii)
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Within ten (10) days of sale, paying the balance of the sale price plus "costs accruing
with regard to the property sold and interest" at 10 percent per annum from the date of
sale to date of payment. (Code Civ. Proc. § 701.590(c).)
4.

Effect of Sale.

A judicial foreclosure sale [execution sale] of a superior lien wipes out inferior
liens, whose holders become entitled only to the excess proceeds, if any. (8 Witkin,
California Procedure (4th ed., 1997) “Enforcement of Judgment” §149, at p. 172.)
Property sold under execution or a junior lien (judicial foreclosure), remains subject to
prior liens. (Mitchell v. Alpha Hardware & Supply Co. (1935) 7 Cal.App.2d 52, 57; cf.
Allen v. McGee (1942) 54 Cal.App.2d 476, 484.) A sale extinguishes the lien under
which the property is sold, subordinate liens and state tax liens. (Code Civ. Proc. §
701.630; Civ. Code § 2910.)
5.

Interest Acquired By Purchaser.

The purchaser acquires the debtor's entire interest in the property, i.e., the
interest liable for satisfaction of the judgment on the date of levy or the date the
judgment became a lien on the property, and any interest in the property subject to the
lien acquired before the date of sale. (Code of Civ. Proc. § 701.640.) Except as
provided by Code of Civil Procedure § 701.680, the sale is absolute and may not be set
aside for any reason. (C.C.P. 701.680(a).)
6.

Deficiency Judgments.

A deficiency judgment is a personal judgment obtained against the borrower
when the highest bid at the judicial foreclosure sale is insufficient to pay off the lender's
obligation. A deficiency judgment is only available after a judicial foreclosure.
(Code Civ. Proc. §§ 580d & 726(b).) The secured creditor must apply to the court for a
deficiency judgment within three months after the sheriff’s sale (date of the judicial
foreclosure sale, not the date the sheriff issued the certificate of sale). This three-month
deadline to apply for a fair value hearing for a deficiency judgment may not be extended
by asking the court for permission to do so. (Life Savings Bank v. Wilhelm (4th Dist.
2000) 84 Cal.App.4th 174.)
Even using a judicial foreclosure, a deficiency judgment cannot be obtained
on a purchase money mortgage or deed of trust. (Code Civ. Proc. § 580b.) When a
deficiency judgment may be obtained, it will be limited to the difference between the fair
value of the foreclosed property (not the actual sales price) and the amount of the debt
for which the property is being foreclosed. (Code Civ. Proc. § 726; San Paolo U.S.
Holding Co. v. 816 South Figueroa Co. (1998) 62 Cal.App.4th 1010.)
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7.

Note Secured By Mixed Collateral.

Where a note is secured by mixed collateral (i.e., both real and personal
property), the three-month period to obtain a deficiency judgment after the sheriff’s sale
of the real property does not apply. (Code Civ. Proc. 726(b); Florio v. Lau (1998) 68
Cal.App.4th 637, 80 Cal.Rptr.2d 409.)
8.

Post-Judicial Foreclosure Sale Redemption.

In some cases, there is a post-foreclosure sale redemption period required by
statute after the judicial foreclosure sale. Post-sale redemptions by the trustor or by his
successor-in-interest terminates the effect of the sale and restores to the trustor his/her
former interest. (Kaiser v. Mansfield (1958) 160 Cal.App.2d 620; Civ. Code §§ 2903 2905; Code Civ. Proc. § 729.060.) Post-sale redemption rights are one of the major
reasons lenders do not prefer to use judicial foreclosures, as it ties up the property
during the post-sale redemption period.
(1)

When Post Sale Redemption Can Occur.

If no deficiency judgment can be sought or if such right is waived, the decree of
foreclosure will note this fact and a sheriff's deed is given to the highest bidder
immediately upon payment of his/her bid. (Code Civ. Proc. §§ 726, 701.660, 580b.)
Where a deficiency judgment is sought and permitted by law, the following redemption
periods apply after the foreclosure sale: (a) Three months after the date of sale if the
proceeds of the sale are sufficient to satisfy the secured indebtedness with interest and
costs of action and of sale; or, (b) One year after the date of sale if the proceeds of
the sale are not sufficient to satisfy the secured indebtedness with interest and costs of
the action and of sale. (Code Civ. Proc. § 729.030.)
Where there is a right of redemption, the highest bidder at the foreclosure sale
receives a "Certificate of Sale" until the redemption period has expired, then he/she
receives a sheriff's deed. (Code Civ. Proc. § 729.040.) Who may redeem? Only the
trustor or the "successor-in-interest" can redeem after the foreclosure sale (i.e., not sold
out junior lienholders). A purchaser at the sale is not considered a "successor-ininterest." (Code Civ. Proc. § 729.020.) Amount to redeem? To redeem after the sale,
the trustor or his/her successor must tender (or pay) the purchase price at the
foreclosure sale, assessments, taxes, reasonable amounts for fire insurance,
maintenance, upkeep, and repair of improvements on the property; amounts paid on
senior liens where "payment was necessary for the protection of the purchaser's
interest", and interest at 10 percent, less rents and profits paid to the purchaser or the
value of use and occupation of property to the purchaser. (Code Civ. Proc. § 729.060.)
(2)

Effect of redemption on junior liens.
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Junior lienholders may not redeem after the foreclosure sale. Their sole remedy
is reinstatement (when available) and presale redemption. (See, Civ. Code § 2904.) If
a judicial foreclosure has occurred, the foreclosing lien, junior liens, and certain state tax
liens are extinguished and do not reattach if the property is redeemed. (Code Civ. Proc.
§ 701.630.)
(3)

Possession is delayed During the Post-Sale Redemption
Period until the bid balance, costs, and interest are paid in
full.

The trustor may remain in possession during the redemption period. This is the
main reason why lenders do not like judicial foreclosures. However, the purchaser is
entitled to the rents and profits or the value of use and occupation of the property from
the person in possession during the redemption period. (Code Civ. Proc. § 729.090.)
9.

Interface with Federal Law.

The Rooker-Feldman Doctrine precludes a federal court from reviewing state
court decisions. However, this Doctrine does not apply to procedural claims arising out
of foreclosure under state law. Thus, procedural claims regarding a foreclosure made
under California law are not preempted by federal law. (Fontana Empire Center, LLC v.
City of Fontana (9th Cir. 2002) 307 F.3d 987.)
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10 FORBEARANCE;
WORKOUT
MODIFICATIONS.

AGREEMENTS

AND

LOAN

For more complete materials on forbearance and workout agreements see CMA
2009 CMA Summer Seminar materials on “Modifying the Loan: Improving Your Loan
and Reducing Liability with Waivers, Releases, and Agreements.”
1.

Mortgage Forbearance Agreements are Subject to the Statute of Frauds
and Must be Signed by the Party Against Whom Enforcement is Sought.
Partial Payment under the Forbearance Agreement Does Not Take the
Agreement Outside the Statute of Frauds Nor Does it Estop the Lender
from Denying the Enforceability of the Unsigned Forbearance
Agreement.

Secrest v. Security National Mortgage Loan Trust 2002-2 (2008) 167 Cal.
App. 4th 544.
Facts: In 1996, the Secrests (“Borrower”) borrowed $552,700 from GE Capital
Mortgage Services, Inc., to purchase their home. The loan was evidenced by a
promissory note and secured by a deed of trust on the home. In 1999, the note and
deed of trust were sold to Ocwen.
Starting in 1998, the Borrowers were almost continually in default of the loan. In
April 2001, the Borrowers and Ocwen entered into a forbearance agreement (the “2001
Forbearance Agreement”) stating: "So long as the Borrower(s) comply with all of the
conditions set forth in the Forbearance Agreement, Ocwen Federal will undertake no
affirmative steps to advance the foreclosure action."
The 2001 Forbearance Agreement had a reinstatement amount of $76,559.03
and required a $15,000 downpayment with $7,570.52 monthly payments commencing
June 1, 2001. The 2001 Forbearance Agreement would terminate if the Borrowers
"fail[ed] to meet any of the terms of this Forbearance Agreement or the original Note
and Mortgage."
By January 2002, the Borrowers were again in default. Ocwen’s representative
sent a letter to the Borrowers regarding alternatives to foreclosure. In response, the
Borrowers telephoned Ocwen’s representative to discuss loan status and the
Borrowers’ financial situation. During the telephone conversation, Ocwen’s
representative offered the Borrowers another forbearance agreement if they made a
$15,000 downpayment towards their arrearages. Borrowers said they could not pay
$15,000 but would agree to pay $13,422.51. Ocwen’s representative accepted that
proposal and stated he would have a written forbearance agreement prepared and
faxed to Borrowers.
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On January 18, 2002, Borrowers received a faxed proposed written forbearance
agreement which was unsigned and contained provisions nearly identical to those of the
2001 Forbearance Agreement. Borrowers noticed that the proposed forbearance
agreement had a reinstatement amount of $552,700--an amount he knew could not be
correct because it was the original amount of the loan. Borrowers also believed the
monthly payment amount of $ 6,700 in the proposed forbearance agreement could not
be correct because it appeared to be based on the inaccurate reinstatement amount.
Borrowers telephoned Ocwen’s representative and reported these inaccuracies to him.
Ocwen’s representative agreed the reinstatement amount and the monthly payment
amount in the proposed forbearance agreement were incorrect and agreed to correct
them. The borrower’s disputed the amount in arrears and the Ocwen representative
had the authority to negotiate the forbearance agreement and the amounts owing.
Ocwen representative told Borrowers to modify the proposed forbearance
agreement by crossing out the $552,700 reinstatement amount; sign the agreement as
modified, fax the signed agreement back to him, and wire transfer $13,422.51 to
Ocwen. Ocwen representative agreed that if Borrower did those things, then "he would
immediately stop any collection efforts, perform a complete audit of our residential loan
agreement from the date of the inception of the loan to the present to determine the
correct amount of arrearage, if any, and subsequently negotiate the correct amount of
any reinstatement amount, if any." Ocwen representative also told Borrowers that if the
audit showed the Borrowers owed anything more on the loan, then he, on behalf of
Ocwen, "would have a corrected forbearance agreement prepared and sent to me in
which the reinstatement amount, if any, would be accurately stated based on the results
of the complete audit of the residential loan from its inception."
The Borrower crossed out the $552,700 reinstatement amount on the proposed
forbearance agreement and signed it. After Borrowers signed the agreement, they faxed
it to Ocwen’s representative and wire transferred $13,422.51 to Ocwen.
Ocwen sold the Borrowers’ note and deed of trust to Security National Mortgage
Loan Trust 2002-2, JP Morgan Chase Bank, and SN Servicing Corporation (herein
“Security National”). A loan audit was never conducted and a corrected forbearance
agreement signed by Ocwen or its successor was never delivered to the Borrowers.
The trial court found that the statute of frauds applied to the 2002 proposed
forbearance agreement and entered judgment for the lender, allowing its foreclosure to
proceed. Borrowers appealed.
Issue #1: Is a mortgage forbearance agreement subject to the statute of frauds?
Issue #2: If yes: Does Borrower’s partial performance by paying a downpayment
on amounts owed under the forbearance agreement evoke the “partial performance” or
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“executed oral agreement” exceptions to the statute of frauds or to estop the lender
from asserting the statute of frauds?
Analysis:
The court of appeal, in analyzing this case, held that:
•

The statute of frauds must be raised by the party claiming (in the
pleadings or by objection to evidence);

•

A contract coming within the statute of frauds is invalid unless it is
memorialized by a writing subscribed by the party to be charged or by the
party's agent. (Civ. Code, § 1624);

•

Under Civil Code section 1624, the party to be charged means "the party
to be charged in court with the performance to the obligation, i.e., the
defendant in the action brought to enforce the contract"; and,

•

An agreement to modify a contract that is subject to the statute of frauds
(like a mortgage) is also subject to the statute of frauds. (Civ. Code, §
1698(a). A modification of a contract is a change in the obligations of a
party by a subsequent mutual agreement of the parties.

Applying these rules to the proposed 2002 Forbearance Agreement, the court of
appeal held that the proposed agreement was a modification of the note and deed of
trust (which are documents subject to the statute of frauds) and, therefore, the
forbearance agreement was subject to the statute of frauds as well. The proposed
modifications were in the monthly payments and in the right to exercise the lenders
legal remedies.
Possible exceptions to the Statute of Frauds.
Part Performance with Unconscionable Injury.
The court of appeal noted that: “[p]art performance allows enforcement of a contract
lacking a requisite writing in situations in which invoking the statute of frauds would
cause unconscionable injury. To constitute part performance, the relevant acts either
must 'unequivocally refer[]' to the contract [citation], or 'clearly relate' to its terms.
[Citation.] Such conduct satisfies the evidentiary function of the statute of frauds by
confirming that a bargain was in fact reached. [Citation.] In addition to part
performance, the party seeking to enforce the contract must have changed position in
reliance on the oral contract to such an extent that application of the statute of
frauds would result in an unjust or unconscionable loss, amounting in effect to a
fraud.” [Emphasis added].
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The court of appeal held that the payment of money under an oral agreement
subject to the statute of frauds is generally insufficient to show a change in position
necessary to evoke the partial performance exception to the statute of frauds. In
addition, the court noted that the Borrower has a simple remedy of suing for a return of
any money wrongfully paid to the lender.
Fully Performed Oral Agreement Exception.
Borrowers also argued that they had fully performed under the 2002 forbearance
agreement and, therefore, the lender was estopped (prevented) from alleging the
statute of frauds. The court of appeal held that: “[t]he principle that full performance
takes a contract out of the statute of frauds has been limited to the situation where
performance consisted of conveying property, rendering personal services, or doing
something other than payment of money.” [Emphasis Added].
Finding none of the exceptions to the statute of frauds to apply, the court of
appeal upheld the trial court’s judgment.
2.

Broker’s Performing Services for Borrowers for a Fee May be Subject to
Regulation.

In difficult a market where many brokers are suffering financially, they have
sought out other sources of income including charging lenders or borrowers fees for
arranging loan modifications. Particularly where the fee is paid by the borrower in
advance of providing services, these agreements may be subject to one of the following
laws. (See, DRE Mortgage Loan Bulletin Summer and Fall 2008 Editions).
Any agreement where a fee is collected prior to providing services is likely to be
an “advance fee” agreement which must be approved, in advance, by the Department of
Real Estate. (Bus. & Prof. Code § 10026.) A growing number of brokers have obtained
such advance approval from the DRE. (Bus. & Prof. Code § 10085.)
Agreements with a borrower of residential properties where a notice of default
has been filed are subject to California’s Foreclosure Consultant Law (“FCL”; Civ. Cod §
(Civ. Code § Civil Code §§ 2945 et seq.) The FCL requires very specific disclosures to
be included in any contract with a borrower and violation of this law carries serious
penalty (See, discussion later in these materials). The broker exemption in Civil Code §
2945.1(b) does not appear to cover such activities. Institution lenders, CFLs and RMLs
are exempt. Where the FCL applies, the foreclosure consultant (broker) cannot collect
any fees prior to services being performed. (Civ. Code § 2945.4(a).)
In addition, it’s a violation to collect any consideration from a third party (e.g., the
lender) in connection with the services rendered to an owner unless that consideration
is fully disclosed to the owner. (Civ. Code § 2945.4(d).)
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However a broker servicing for a lender, and not contracting with a borrower or
charging a borrower a fee, may be exempt under Civil Cod § 2945.1(b)(6) which
provides ) that “[a[ person who holds or is owed an obligation secured by a lien on any
residence in foreclosure when the person performs services in connection with this
obligation or lien.” While a broker loan servicer does not generally “hold” or “own” the
loan, it would be a logical extension that the lender’s servicing broker should be entitled
to claim this exclusion from the definition of “foreclosure consultant”.
3.

Loan Modifications.

Every lender, servicer and borrower is looking for the perfect loan modification
that will solve all of the problems currently experienced in the real estate lending
market. No such solution exists. Partly because there is no “one size fits all” solution.
The following is an excerpt from a December 8, 2008, press release:
WASHINGTON — Comptroller of the Currency John C. Dugan said
today that new data shows that more than half of loans modified in the first
quarter of 2008 fell delinquent within six months.
“After three months, nearly 36 percent of the borrowers had redefaulted by being more than 30 days past due. After six months, the rate
was nearly 53 percent, and after eight months, 58 percent,” the
Comptroller said in remarks at the Office of Thrift Supervision’s National
Housing Forum today.
Mr. Dugan spoke during a panel discussion with OTS Director John
Reich, Federal Reserve Board Vice Chairman Donald Kohn, FDIC
Chairman Sheila Bair, and Federal Housing Finance Agency Director
James Lockhart.
A key question, Mr. Dugan said, is why is the number of re-defaults so
high? “Is it because the modifications did not reduce monthly payments
enough to be truly affordable to the borrowers? Is it because consumers
replaced lower mortgage payments with increased credit card debt? Is it
because the mortgages were so badly underwritten that the borrowers
simply could not afford them, even with reduced monthly payments? Or is
it a combination of these and other factors?”
That question “has important ramifications for the foreclosure crisis
and how policymakers should address loan modifications, as they surely
will in the coming weeks and months,” the Comptroller added.
His remarks also provided a preview of the second OCC and OTS
Mortgage Metrics Report to be published later this month. The report will
show continued increasing delinquencies and foreclosures in process for
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all first-lien mortgages held by the largest national banks and federallyregulated thrifts. However, the report will show new foreclosures
decreasing by 2.6 percent from the second quarter.
The mortgage metrics report covers nearly 35 million loans worth
more than $6.1 trillion, or about 60 percent of all first-lien mortgages in the
United States. The quarterly reports are unique in that they are not merely
surveys, but instead consist of validated, loan level data using
standardized definitions for prime, Alt-A, and subprime mortgages, and
standardized definitions for loan modifications.
“We believe the reports include the most accurate and reliable data on
mortgage performance that is available today,” Mr. Dugan said. “And in
addition to providing more clarity about mortgage performance generally,
the data have proven to be exceptionally valuable for supervisory
purposes.”
4.

Modification Consultants and Advance Fees.

Due to widespread abuses involving fee based modification consultants including
attorneys and real estate licensees the state legislature passed SB 94 (Calderon) Ch
630; Advance Fees. (Urgency Legislation effective 10-11-09) regulating advance fees
for providing loan modification services.
A. SB 94 (Calderon) Ch 630; Added Business and Professions Code
§§ 10147.6 and 10085.6 (applying the real estate licensees) and Civil
Code §§ 2944.6 and 2944.7applying to all others. The wording is
almost identical.
(1)

Requirements of New Business and Professions Code §§
10147.6 and 10085.6.

A real estate licensee who negotiates, attempts to negotiate, arranges, attempts
to arrange, or otherwise offers to perform a mortgage loan modification or other form of
mortgage loan forbearance for a fee or other form of compensation paid by the
borrower (“Modification Services”), is subject to the provisions of Business and
Professions Code §§ 10147.6 (required notice to borrower) and 10085 (prohibited acts)
as discussed below.
(a) Notice Prior to Entering a Fee Agreement.
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A licensee engaged in Modification Services described above must provide the
borrower, as a separate statement, the following disclosure in not less than 14-point
bold type, prior to entering into any fee agreement with the borrower: 343
It is not necessary to pay a third party to arrange for a loan
modification or other form of forbearance from your mortgage lender
or servicer. You may call your lender directly to ask for a change in
your loan terms. Nonprofit housing counseling agencies also offer
these and other forms of borrower assistance free of charge. A list of
nonprofit housing counseling agencies approved by the United
States Department of Housing and Urban Development (HUD) is
available from your local HUD office or by visiting www.hud.gov.
Comment: This section would not apply to loan servicer’s who do not charge
the borrower a fee relating to the modification. However, where a servicer solely
represents the lender, there may be an exception under Civil Code § 2944.6 allowing
the lender or its agent to charge a fee for the modification services to the borrower.
(See, discussion below).
(b) Foreign Language Translations
If loan modification or other mortgage loan forbearance services are offered or
negotiated in one of the languages set forth in Civil Code § 1632 of the Civil Code, a
translated copy of the above notice shall be provided to the borrower in that foreign
language. 344
(c) Prohibited Acts (Sunsets 1-1-2013 unless extended).
A licensee engaged in Modification Services described above may not:

343

•

Claim, demand, charge, collect, or receive any compensation until after
the licensee has fully performed each and every service the licensee
contracted to perform or represented that he, she, or it would perform.

•

Take any wage assignment, any lien of any type on real or personal
property, or other security to secure the payment of compensation.

•

Take any power of attorney from the borrower for any purpose. 345

Bus. & Profs. Code § 10147.6(a). Do not copy this form without increasing the print to 14-

point bold.
344
345

Bus. & Profs. Code § 10147.6(b).
Bus. & Profs. Code § 10085.6; sunsets 1-1-2013 unless extended.
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(d) Applies only to 1-4 residential Properties (no owneroccupancy requirement).
Business and Professions Code § 10147.6 only applies to deeds of trust secured
by residential real property containing four or fewer dwelling units. 346
(e) Civil and Criminal Penalties for Violation.
A violation of Business and Professions Code §§ 10147.6 (notice) or of §
10085.6 (prohibited acts) by a natural person who is a licensee is a public offense
punishable by a fine not exceeding ten thousand dollars ($10,000), by imprisonment in
the county jail for a term not to exceed one year, or by both that fine and imprisonment,
or if by a corporation, the violation is punishable by a fine not exceeding fifty thousand
dollars ($50,000). These penalties are cumulative to any other remedies or penalties
provided by law. 347
(2)

New Civil Code §§ 2944.6 and 2944.7 Apply to Everyone.

New Civil Code §§ 2944.6 and 2944.7 appear to apply to everyone.
(a) Comparison of Civil Code § 2944.6 is identical to
Business and Professions Code § 10147.6.
With two exceptions Civil Code § 2944.6 is identical to Business and Professions
Code § 10147.6. These differences are:

346
347

•

Civil Code § 2944.6(a) states that it applies: “Notwithstanding any other
provision of law, any person . . .[same language as § 10147.6]. It would
therefore appear that to the extent the two code sections are inconsistent,
Civil Code 2944.6 should prevail. Business and Professions Code §
10147.6 does not have similar language (e.g., “Notwithstanding any other
provision of law . . “)..

•

Civil Code 2944.6(d) states that it “this section does not apply to a person,
or an agent acting on that person’s behalf, offering loan modification or
other loan forbearance services for a loan owned or serviced by that
person.” Because this exemption is limited to “this section”, there is some
ambiguity whether this exemption would apply to real estate licensees

Bus. & Profs. Code § 10147.6(d).
Bus. & Profs. Code § 10147.6(c).
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subject to Business and Professions Code § 10147.6. However, since the
only person who can service a loan secured by real property is a real
estate licensee 348 (or other exempt entity), this provision would be
rendered somewhat meaningless if not interpreted to cover private lenders
and their real estate licensee servicers. The legislative digest appears to
supports this conclusion.
Comment: Rather than blindly relying on the potential exemption in Civil Code
2944.6(d), until there is clarification for real estate licensees, whenever the security for
the loan is a 1-4 residential property, the best practice would be to give the required
notice where the servicing agent intends to negotiate or arrange a forbearance or
modification agreement even if they solely represent the lender except where their
compensation is paid only by the lender and nothing is paid by the borrower.
It may be a good practice to amend servicing agreements to provide that the
lender shall compensate the servicing broker for servicing provided in arranging loan
modifications, forbearances, etc. with the borrower.
(3)

New Business and professions Code § 10085.6 (applies to
real estate licensees) and new Civil Code § 2944.7 (applies
to everyone else). Both Sunset 1-1-2013.

New Civil Code § 2944.7 and Professions Code § 10085.6 are almost identical.
Both prohibit the same conduct and each contains language that states:
“Notwithstanding any other provision of law. . .” However, New Civil Code § 2944.7
subdivision(c) provides:
“(c) Nothing in this section precludes a person, or an agent acting on
that person’s behalf, who offers loan modification or other loan
forbearance services for a loan owned or serviced by that person, from
doing any of the following:
(1) Collecting principal, interest, or other charges under the terms of a
loan, before the loan is modified, including charges to establish a new
payment schedule for a nondelinquent loan, after the borrower reduces
the unpaid principal balance of that loan for the express purpose of
lowering the monthly payment due under the terms of the loan.
(2) Collecting principal, interest, or other charges under the terms of a
loan, after the loan is modified.

348

Bus. & Profs. Code § 10131(d).
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(3) Accepting payment from a federal agency in connection with the
federal Making Home Affordable Plan or other federal plan intended to
help borrowers refinance or modify their loans or otherwise avoid
foreclosures.”
Comment: No similar exception is found in Business and Professions Code §
10085.6 which also contends that it applies “notwithstanding any other provision of law .
. .” However, under Civil Code § 2944.7(c), a private lender’s servicing agent would
necessarily be a licensed real estate broker subject to Business and Professions Code
§ 10085.6. While ambiguous and partially conflicting, it would be a strained interpretion
of Business and Professions Code § 10085.6 to conclude that a real estate licensee
servicing for a private lender is not subject to the exemption in Civil Code § 2944.7(c).
The legislative digest appears to supports this conclusion.
Comment: The key elements are:
•

Because of Bus. & Profs. Code § 10085.6, it is unlikely that DRE will
approve any more advanced fee agreements relating to negotiating
forbearances or loan modification agreements relating to loans secured by
1-4 residential properties. That does not mean such approval cannot be
obtained on loans secured by other types of properties.

•

This bill could have a negative impact on lenders making non-consumer,
business purpose loans who take as additional security a 1-4 residential
property since these bills are not limited to consumer loans.

1. Amendment to Financial Code § 22161. The change to this section was add
the following to the existing statute:
“(a) No person shall make a materially false or misleading statement or
representation to a borrower about the terms or conditions of that borrower’s
loan, when making or brokering the loan.”
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11 MORTGAGE FORECLOSURE CONSULTANT (“MFCA”) LAW AND
HOME EQUITY SALES ACT (“HESA”)
1.

Mortgage Foreclosure Consultant Act.

Mortgage Foreclosure Consultant Law (“MFCA”) found in Civil Code §§ 2945 et
seq.
A. Residence in Foreclosure.
MFCA applies to a "Residence-in-foreclosure" and “residential real property in
foreclosure”. Under the Home Equity Sales Law (“HESA”) a "Residence-in-foreclosure"
and “residential real property in foreclosure” means residential real property consisting
of one-to-four family dwelling units, one of which the owner occupies as his/her principal
place of residence and against which there is an outstanding notice of default recorded.
(Civ. Code § 1695.1(b)). This definition is incorporated into the MFCA found in Civil
Code §§ 2945 et seq. (Civ. Code § 2945.1(f).)
Civil Code § 2945.1 provides the following definitions.
"Foreclosure consultant" means any person who makes any
solicitation, representation, or offer to any owner to perform for
compensation or who, for compensation, performs any service which the
person in any manner represents will in any manner do any of the
following:
(1) Stop or postpone the foreclosure sale.
(2) Obtain any forbearance from any beneficiary or mortgagee.
(3) Assist the owner to exercise the right of reinstatement provided in
Section 2924c.
(4) Obtain any extension of the period within which the owner may
reinstate his or her obligation.
(5) Obtain any waiver of an acceleration clause contained in any
promissory note or contract secured by a deed of trust or mortgage on a
residence in foreclosure or contained that deed of trust or mortgage.
(6) Assist the owner to obtain a loan or advance of funds.
(7) Avoid or ameliorate the impairment of the owner's credit resulting
from the recording of a notice of default or the conduct of a foreclosure
sale.
(8) Save the owner's residence from foreclosure.
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(9) Assist the owner in obtaining from the beneficiary, mortgagee,
trustee under a power of sale, or counsel for the beneficiary, mortgagee,
or trustee, the remaining proceeds from the foreclosure sale of the owner's
residence.”
(The above shall be called “covered acts”).
While ideally brokers would never engage in any covered act, the reality is that
broker’s often do so particularly where a defaulting borrower seeks refinancing, workout
agreements or loan modifications.
Caution: even though to be a foreclosure consultant these covered acts must be
for compensation, it is possible that a broker would be found to be a foreclosure
consultant when doing any of the covered acts for the borrower even where the only
compensation is that the broker expects to refinance the borrower’s property.
Brokers acting for borrowers to negotiate loan modifications or forbearances for a
“residence in foreclosure” for a fee to the borrower or other compensation will be
covered by the MFCA. Having a DRE approved advance fee agreement does not
impact the determination that the broker is a foreclosure consultant. In addition, SB 94
(Calderon) Ch 630 (2090) prohibits the collection of advance fees relating to providing
loan modification services to a consumer borrower. (Urgency Legislation effective 1011-09; see, discussion under the Chapter on “Forbearance; workout agreements and
Loan modifications”).
Therefore, applicable exceptions to the MFCA are important.
B. Exemptions from MFCA.
There are a number of exemptions (attorneys, CFLs, RML, most institutional
lenders), most of which are not applicable to mortgage loan brokers.
(1)

Real Estate Broker’s Exemption.

SB 94 (effective 10-11-09) amended the previously complex real estate broker’s
exemption found in Civil Code § 2945.1(b)(3). That section now provides that a
foreclosure consultant does not include:
“A person licensed under Part 1 (commencing with Section 10000) of
Division 4 of the Business and Professions Code when the person is
acting under the authority of that license, as described in Section
10131 or 10131.1 of the Business and Professions Code. ”
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This definition is much broader than the one it replaced and substantially puts
DRE licensees on a level playing field with CFLs and other lenders in terms of the
MFCL exemption.
Comment: Licensees should carefully consider whether they are engaging in
conduct requiring a real estate license since that is the only time they are exempt from
the MFCL.
(2)

Finance Lender Exemption

SB 94 (effective 10-11-09) amended the prior CFL exemption found in Civil Code
§ 2945.1(b)(7). While the CFL exemption was never as complicated as the real estate
broker exemption, this amended simplified the CFL exemption even further. Civil Code
§ 2945.1(b)(7) now provides that a foreclosure consultant does not include:
“(7) Any person licensed to make loans pursuant to Division 9
(commencing with Section 22000) of the Financial Code when the
person is acting under the authority of that license.”
(3)

Exemption for Those Holding Loans against Borrower.

A broker servicing for a lender, and who has not contracted with a borrower or
charged a borrower a fee, may be exempt under Civil Code § 2945.1(b)(6) which
provides that “[a] person who holds or is owed an obligation secured by a lien on any
residence in foreclosure when the person performs services in connection with this
obligation or lien.” While a broker loan servicer does not generally “hold” or “own” the
loan, it would be a logical extension that the lender’s servicing broker should be entitled
to claim this exclusion from the definition of “foreclosure consultant”.
HOME EQUITY SALE ACT (HESA)--Civ. Code §§ 1695 et seq.)
C. Consideration from Third Party Unlawful.
In addition, it is a violation to collect any consideration from a third party (e.g., the
lender) in connection with the services rendered to an owner unless that consideration
is fully disclosed to the owner. (Civ. Code § 2945.4(d).)
2.

Home Equity Sales Act -- Civil Code §§ 1695 et seq.

The Home Equity Sales Contract Act regulates transactions between an equity
purchaser and an equity seller resulting in the sale of residential real property in
foreclosure. 349

349

Spencer v. Marshall (2008) 168 Cal.App.4th 783, 794.
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A. Purpose of Act.
Purpose of the Home Equity Sales Law: to protect "homeowners whose
residences are in foreclosure" and who have been "subjected to fraud, deception, and
unfair dealing by home equity purchasers." The legislature stated that it recognizes the
rapid increase in home equities (i.e., just prior to originally passing the Home Equity
Sale Act in 1980) and expresses its intent to protect "homeowners in distress, especially
the poor, elderly, and financially unsophisticated" who are "vulnerable to the
importunities of equity purchasers who induce homeowners to sell their homes for a
small fraction of their fair market values through the use of schemes which often involve
oral and written misrepresentations, deceit, intimidation, and other unreasonable
commercial practices." 350
B. Definitions.
The Home Equity Sales Act (HESA) applies to persons who purchase residential
real property in foreclosure. The Act calls these persons "equity purchasers." The
following definitions are used with respect to HESA:
"Equity Purchaser" is any person who acquires title to any "residence in
foreclosure" except a person who acquires title for the purpose of using such property
as a personal residence.
•

By a deed in lieu of foreclosure of any voluntary lien or encumbrance of
record.

•

By a deed from a trustee acting under the power of sale contained in a
deed of trust or mortgage at a foreclosure sale conducted pursuant to
Article 1 (commencing with Section 2920) of Chapter 2 of Title 14 of Part 4
of Division 3;

•

At any sale of property authorized by statute;

•

By order or judgment of any court; or

•

From a spouse, blood relative, or blood relative of a spouse.”

COMMENT: The above definitions are extremely important to the real estate
licensee both in listing and selling residences in foreclosure. Nowhere in the Act does
there appear to be an exception from the requirements of HESA for sales through real
estate brokers to persons purchasing for investment. Clearly if the purchaser is

350

Civ. Code § 1695.
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acquiring the property for a personal residence, the restrictions of HESA do not apply.
(Civil Code § 1695.1(a)).
In addition, the statute does not appear to include within its definition, the sale of
an option to purchase (i.e., this technically is not the "acquisition of title"). If the option
consideration is used by the trustor to cure the default, does the act cover the optionee's
exercise of the option? While there is no case on point, it may be argued that where the
option consideration is substantial, the sale is a hidden sale, in that the optionee has put
so much money into the option that he is economically obligated to exercise the option
at the time the option is given. A number of tax cases and security transaction cases
have found options, lease options and other arrangements where due to the economics
of the transaction, it is viewed as a sale or as a hidden security. Thus the licensee and
purchaser should always be careful in structuring any transaction (i.e., even those that
do not look like a purchase) to avoid a situation where the court looks through the "form"
of the transaction to the "substance". In light of the declared legislative intent that the
statute is to be "liberally construed", it is highly likely that the court will look to substance
over form.
There is no exception for sales made through real estate licensees similar to the
exception that can be found in the related mortgage foreclosure consultant law. (See,
Civil Code § 2945 et seq.) Some care should be taken by the real estate licensee to
use a contract that complies with HESA when representing the investor purchaser and
the licensee should disclose to the purchaser that there are some additional risks
involved in purchasing a residence in foreclosure which do not exist when purchasing
other types of property. It is probably preferable for the real estate licensee to refer the
investor/purchaser to expert legal counsel as to these risks rather to than take it upon
himself to make the disclosures.
"Residence-in-foreclosure" and “residential real property in foreclosure” means
residential real property consisting of one-to-four family dwelling units, one of which the
owner occupies as his/her principal place of residence and against which there is an
outstanding notice of default recorded. (Civ. Code § 1695.1(b)).
Because of this definition, it possible that a purchase transaction with the equity
seller would not be within the definition of HESA if the Seller first obtains new financing
through an institutional lender or mortgage loan broker to cure the existing default since
there would no longer be a "residence in foreclosure". Great care should be taken so
that the purchaser or licensee's advice to the Equity Seller does not fall within the
foreclosure consultant law or so that the purchaser or licensee's conduct is not viewed
as part of a scheme to evade the intent and purpose of the law. That is, while
technically, it appears if the residence is no longer in default, the Equity Seller is not
entitled to the protections of HESA. However, it is conceivable that an Equity Seller's
attorney would argue that a loan to cure default (e.g., from an Equity Lender at high
points and interest) was part of a scheme to evade the technical language of HESA but
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violates the spirit of HESA. The Equity Seller could argue that at the time he obtained
the loan, he had no ability to repay it. While there are no published appellate cases in
this area, the Equity Purchaser or real estate licensee, could expect that his/her
attorney may not be able to dispose of such a case rapidly and that, due to the
sympathies and prejudice involved in this type of case, substantial risk may exist if the
case were to go to a jury. Also, there are a number of cases dealing with other areas of
real estate law that hold if the purpose of an action was to evade a law or regulation, the
law or regulation will be applied anyway.
"Equity Seller" means any seller of a residence in foreclosure. (Civ. Code §
1695.1(c)).
"Contract" is defined to mean "any offer or any contract, agreement, or
arrangement, or any term thereof, between an equity purchaser and equity seller
incident to the sale of a residence in foreclosure." (Civ. Code § 1695.1(d)).
C. Requirements of Home Equity Sales Contract or Offer (Civ. Code §§
1695.1, 1695.2).
The entire contract must be written in letters that are in 10 point bold type or the
equivalent and in principally the same language used by the equity purchaser in
negotiating the contract. 351 (Civ. Code § 1695.2; C.A.R. and most standard Board forms
do not meet these requirements).
Section 1695.2 creates all least two problems.
First, there appears to be no exception for typed contracts which allows the use
of non-bold lower case in the text. Section 1695.3(h) does allow the "Notice Required
By California Law" to be in all capital letters if the contract is typed but does not address
the issue of the remainder of the contract which must be in 10 point bold. Care should
be taken if a word processor or typewriter is used to make sure the type is, equal to "10
point bold" where ever the statute does not require larger print. Do not use bigger
letters for the majority of the text unless required to do so by statute as it may be
argued that this minimizes the impact of the larger print mandated by statute for
certain specific portions of the agreement.
Second, the language of § 1695.2 requires that the contract be drafted "in the
same language principally used by the equity purchaser and equity seller to
351

At first reading it appears that the language of the written contract should be “principally the
same” as the language used by the equity purchaser in negotiation the purchase agreement. However,
there is some ambiguity that this may mean “foreign language”. That is, if the contract were negotiated in
Spanish, the written contract should be in Spanish. However, if this latter interpretation were correct, one
would expect to find purchase agreements covered by Civil Code § 1632 which requires translations of
certain contracts negotiated primarily in one of 5 languages.
© 2009 Adleson, Hess & Kelly P.C.

Page 235

negotiate the sale of the residence in foreclosure." This creates an extremely
difficult situation particularly when a licensee is involved either in an agency capacity or
as a principal as there are innumerable statutes which mandate specific language
and/or provisions of a residential real property purchase agreement (e.g., seller
financing disclosure under §§ 2956 et seq.; arbitration clauses, Code of Civ. Proc. §
1298 et seq.; Transfer Disclosure Statements under Civil Code § 1102 et seq.). The list
of mandate provisions is lengthy and is partially responsible for the lengthy legal size
purchase agreements commonly used today.
The difficulty with such standard forms is that: (1) nobody speaks or negotiates in
the terms set forth on these printed forms; (2) preprinted forms generally contain many
options which is evidence against the fact that the contract is not in the language used
to negotiate the agreement with the equity purchase. It may be preferable to have the
Equity Purchase Agreement on a word processor so that only the options needed are
included in the Equity Purchase Agreement. The fewer provisions there are (particularly
unused preprinted provisions) the less likely it is that evidence could be introduced to
show that the contract was not in the terms negotiated. This is particularly important
where the Equity Seller is not well educated and/or not experienced in real estate. If the
judge has difficulty understanding all of the technical provisions of a purchase
agreement, undoubtedly it will be easy for the Equity Seller to argue he/she did not
understand the written agreement which went well beyond the terms actually
negotiated. In ordinary practice, no one negotiates each and every term of a standard
purchase agreement.
To create some evidence that the terms were discussed, consideration should be
given to having the Equity Seller initial each important paragraph and/or, at a minimum,
each page. The problem with multiple initialing is that it often results in one or more
initials being left off creating the argument that the agreement was never entered. Each
licensee and/or equity purchaser should access his level of care in preparing and
supervising the signing and initialing of the Equity Purchase Agreement. If you are
highly organized and have an eye for detail, initialing is a good practice. If you tend to
overlook details in the heat of negotiation, unnecessary initialing (i.e., which is not
required by statute) probably should be avoided.
Section 1695.2 also raises the question as to whether or not parol evidence can
be admitted to prove that an otherwise clear and unambiguous Equity Purchase
Agreement is not stated "in the same language principally used by the equity purchaser
and equity seller to negotiate the sale . . .." While this issue will be decided on a cases
by case basis in the trial courts until a published appellate decisions is rendered (if
ever).
The contract must be completely signed and dated by both parties prior to the
execution of any instrument of conveyance (e.g., a deed). It is not clear what other
types of documents might be considered instruments of conveyance (e.g., land sale
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contracts, lease options, deed of trust or mortgage where the purchaser has no ability or
intention to repay, etc.).
D. Contents of the Contract (Civ. Code § 1695.3).
Every contract must contain "the entire agreement of the parties" as well as the
following:
•

Name, business address and phone number of the equity purchaser.

•

Address of the residence in foreclosure.

•

The total consideration given by the equity purchaser in connection with
or incident to the sale.

•

A complete description of the terms of payment or other consideration
including, but not limited to, any services of any nature which the equity
purchaser represents he will perform before or after the sale.

•

Terms of any rental agreement and time when the equity purchaser is to
take possession.

The required Notice of Cancellation. (Civ. Code § 1695.5).
The following notice should be printed in at least 14-point bold type if the
contract is printed, or in capital letters if the contract is typed, with the name of the
equity purchaser inserted immediately above the statement required by Civil Code §
1695.5(a):
"NOTICE REQUIRED BY CALIFORNIA LAW.
UNTIL YOUR RIGHT TO CANCEL THIS CONTRACT HAS ENDED,
___________________ (name of Equity Purchaser) OR ANYONE
WORKING FOR ___________________ (name of Equity Purchaser),
CANNOT ASK YOU TO SIGN OR HAVE YOU SIGN ANY DEED OR
ANY OTHER DOCUMENT.”
Immediately after the above statement, Civil Code § 1695.5(a) requires the
following statement, in at least 12 point bold type:
“YOU MAY CANCEL THIS CONTRACT FOR THE SALE OF YOUR
HOUSE WITHOUT ANY PENALTY OR OBLIGATION AT ANY TIME
BEFORE _____________________________ (date and time of day).
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“SEE THE ATTACHED NOTICE OF CANCELLATION FORM FOR
AN EXPLANATION OF THIS RIGHT."
The above notice must appear in the proximity of the place for the equity seller's
signature. (Civ. Code § 1695.5.5(a).)
The statute requires that the date be accurately entered by the equity purchaser.
E. The Equity Sales Contract survives the conveyance, but only as to
parties to the contract. (Civ. Code § 1695.3).
It should be kept in mind that since the law requires that the contract state the
entire agreement of the parties as well as specified other terms; it is likely that any
omissions and ambiguities will be construed against the Equity Purchaser. There are
two reasons for this conclusion even though the Code does not specifically state that
preparation of the purchase agreement is the responsibility of the Equity Purchaser.
First, in most transactions, the form of purchase agreement is indeed prepared by, or
provided by, the Equity Purchaser. Under normal rules of statutory construction, any
ambiguities will be construed against the person who prepared the agreement; and, (2)
the general purpose of the statute could not be fulfilled if the Equity Seller were deemed
to have any duty with respect to the requirements of the HESA Contract. Thus, the
Equity Purchaser and participating licensees have a double edge sword when dealing
with HESA purchase agreements. That is, you are expected to put all terms of the
agreement in the contract and, at the same time, the seller (but not buyer) can probably
use parol (oral) testimony to show that the contract does not contain the entire
agreement of the parties. Theoretically, the Equity Seller could fabricate a story about a
missing material term and this could have the effect of invalidating the purchase
agreement (if believed by the trier of fact i.e., jury or judge).
F. Cancellation.
In addition to any other rights the equity seller may have, he may cancel the
contract of sale until midnight of the 5th business day following the date the equity seller
signs any contract or until 8:00 a.m. on the date scheduled for the trustee's sale,
whichever occurs first. (Civ. Code § 1695.4). A "business day" is defined as "any
calendar day except Sunday, or the following business holidays: New Year's Day,
Washington's Birthday, Columbus Day, Veterans' Day, Thanksgiving Day, and
Christmas Day." (Civ. Code § 1695(d)).
(1)

Notice of Cancellation.

The equity purchaser must provide the seller with a copy of the contract which
must be accompanied by a completed form in duplicate, captioned as set forth below in
12-point bold type, if printed, or if not printed the caption shall be in capital letters. The
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text of the notice of cancellation shall be in at least 10-point type (if printed) if not
printed then the text must be in capital letters.
The equity purchaser must provide the seller with a copy of the contract that
must be accompanied by a completed form in duplicate. The Notice of Cancellation
(with adjustments for the proper print size) should read as follows:

"NOTICE OF CANCELLATION
_____________________ (enter date contract signed)
YOU MAY CANCEL THIS CONTRACT FOR THE SALE OF YOUR
HOUSE, WITHOUT ANY PENALTY OR OBLIGATION, AT ANY TIME
BEFORE
________________ (Enter date and time of day).
TO CANCEL THIS TRANSACTION, PERSONALLY DELIVER A
SIGNED AND DATED COPY OF THIS CANCELLATION NOTICE, OR
SEND A TELEGRAM TO _____________ (Name of purchaser) AT
________________________ (Street address of purchaser's place of
business),NOT LATER THAN _____________ (Enter date and time of
day).
I HEREBY CANCEL THIS TRANSACTION ________________
(Date). _____________________________(Seller's signature)"
The notice or telegram is sufficient to cause a cancellation of the contract. The
statute states that no formalities for cancellation are required as long as the equity seller
"indicates the intention . . . not to be bound by the contract.” (Civ. Code § 1695.4(c)).
By amendment added in 1997, Civil Code § 1695.5(d) provides: “Until the equity
purchaser has complied with this section, the equity seller may cancel the contract.”
G. Other Requirements.
Until the period for the equity seller to cancel has fully expired, the equity
purchaser cannot do any of the following:
•

Induce the seller to execute, or to accept from him, an instrument of
conveyance of any interest in the residence in foreclosure. (Civ. Code
1695.6(b)(1)). One should ask, does "any interest" include title conveyed
to secure a deed of trust? Would a document evidencing a conveyance of
equitable title (e.g., land sale contract) fall afoul of this section?
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•

Record with the county recorder any document, "including, but not limited
to any instrument of conveyance," signed by the equity seller. (Civ. Code §
1695.6(b)(2). This appears to clearly cover many different type of
documents by, or RETURN OF DOCUMENTS UPON CANCELLATION.

Within 10 days following receipt of the "Notice of Cancellation" from the equity
seller, the equity purchaser must return, without condition, any original contract signed
by the seller.
H. Representations.
Any equity purchaser "shall make no untrue or misleading statements regarding
the value of the residence in foreclosure, the amount of proceeds the equity seller will
receive after a foreclosure sale, any contract term, the equity seller's rights or
obligations, the nature of any document which the equity purchaser induces the equity
seller to sign, or any other untrue or misleading statement concerning the sale of the
residence in foreclosure to the equity purchaser. (Civ. Code § 1695.6(d)).
COMMENT: Real Estate Regulation § 2785 states that it is unlawful for a
licensee to "knowingly make a substantial misrepresentation of the likely market value
of real property to its owner, either for the purpose of securing the listing or for the
purpose of acquiring an interest in the property for the licensee's own account."
I.

Sale Option/Encumbrance Limitations.

Civil Code § 1695.6(E) provides:
"Whenever any equity purchaser purports to hold title as a result of
any transaction in which the equity seller grants the residence in
foreclosure by any instrument which purports to be an absolute
conveyance and reserves or is given by the equity purchaser an option to
repurchase such residence, the equity purchaser shall not cause any
encumbrance or encumbrances to be placed on such property or grant
any interest in such property to any other person without the written
consent of the equity seller. Nothing in this subdivision shall preclude
the application of paragraph (3) of subdivision (b).".
The bolded portion of the section was added in 1997 to confirm that bona fide
purchaser and encumbrancer exceptions still apply.
Note: Under real property security transactions law, the deed with the option
may be viewed as a mortgage or security instrument and, as such, it will have to be
foreclosed like a mortgage. Since most deeds, even those reserving an option, do not
provide a "power of sale," the equity purchaser could be put in the costly and time
consuming position of having to judicial foreclosure the equity seller's interest. That is,
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a normal contract action or action for a personal judgment may not be allowed. The
equity purchaser may be forced into judicial foreclosure if the court finds his deed to be
hidden security. (See, Code of Civ. Proc. § 726).
J.

Unconscionable Advantage.

Civil Code § 1695.13 provides that "(i)t is unlawful for any person to initiate, enter
into, negotiate, or consummate any transaction involving residential real property in
foreclosure . . . if such person, by the terms of the transaction, takes unconscionable
advantage of the property owner in foreclosure. (Civ. Code § 1695.13).
COMMENT: By the legislature using the words "any person" (as opposed to
equity purchaser) in the section relating to unconscionable advantage, it is highly likely
that they've intended this section to apply to real estate licensees or anyone else who
aids an equity purchaser in taking unconscionable advantage of an equity seller.
K. Purchaser’s Representative.
An equity purchaser will be liable for many of the statements made or acts
committed by the equity purchaser’s representative. Civil Code § 1695.15 provides:
“(a) An equity purchaser is liable for all damages resulting from any
statement made or act committed by the equity purchaser's representative
in any manner connected with the equity purchaser's acquisition of a
residence in foreclosure, receipt of any consideration or property from or
on behalf of the equity seller, or the performance of any act prohibited by
this chapter.
(b) "Representative" for the purposes of this section means a person
who in any manner solicits, induces, or causes any property owner to
transfer title or solicits any member of the property owner's family or
household to induce or cause any property owner to transfer title to the
residence in foreclosure to the equity purchaser.”
In addition, to be a purchaser’s representative, one my comply with Civil Code §
1695.17 provides:
“Any [purchaser] representative . . . deemed to be the agent or
employee, or both the agent and the employee of the equity purchaser
shall be required to provide both of the following:
(1) Written proof to the equity seller that the representative has a valid
current California Real Estate Sales License and that the representative is
bonded by an admitted surety insurer in an amount equal to twice the fair
market value of the real property which is the subject of the contract.
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(2) A statement in writing, under penalty of perjury, that the
representative has a valid current California Real Estate Sales License, is
bonded by an admitted surety insurer in an amount equal to at least twice
the value of the real property which is the subject of the contract and has
complied with paragraph (1). The written statement required by this
paragraph shall be provided to all parties to the contract prior to the
transfer of any interest in the real property which is the subject of the
contract.
(b) The failure to comply with subdivision (a) shall at the option of the
equity seller render the equity purchase contract void and the equity
purchaser shall be liable to the equity seller for all damages proximately
caused by the failure to comply.”
Comment: The problem with the purchaser representative section is that
anyone acting on behalf of a corporation, LLC, Limited or General Partnership may be
viewed as a purchaser’s representative. Even if they were a licensee and provided
written proof to the equity seller, the bonding requirement is vague and impossible to
meet. In Schweitzer v. Westminster Investments (2007) 157 Cal. App. 4th 1195, the
California Court of Appeal found the bonding requirement for purchaser representatives
to be unconstitutional because it is so vague that it violates due process. HESA was
amended the following year..
L. Contract Cannot Limit Liability.
Civil Code § 1695.16, provides that:
“(a) Any provision of a contract which attempts or purports to limit the
liability of the equity purchaser under Section 1695.15 shall be void and
shall at the option of the equity seller render the equity purchase contract
void. The equity purchaser shall be liable to the equity seller for all
damages proximately caused by that provision. Any provision in a
contract which attempts or purports to require arbitration of any dispute
arising under this chapter shall be void at the option of the equity seller
only upon grounds as exist for the revocation of any contract.
M. Remedies.
HESA provides that for any violation of the Act, the equity seller may bring a legal
action for damages. The equity seller may recover actual damages caused by the
violation plus reasonable attorneys' fees and costs; exemplary (punishing) damages
and equitable relief, or both. The statute states that "In addition, the court shall
exemplary damages or equitable relief, or both, if the court deems such award property,
but in any event shall award exemplary damages in the amount of not less than three
times the equity seller's actual damages for any violation of paragraph (3) of subdivision
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(b) of Section 1695.6 [transferring or encumbering the residence in foreclosure before
complying with cancellation requirements] or Section 1695.13 [violation of the
"unconscionable advantage" section}. (Civ. Code § 1695.7).
N. Homeowner in foreclosure may rescind contract despite general
release of claims where express notice of HESCA rights were not
disclosed.
Hoffman v. Lloyd (2009) 572 F.3d 999
Summary: Hoffman challenged Chapter 11 debtor Thomas R. Lloyd's exercise
of his right to rescind the sale of his foreclosed home under California's Home Equity
Sales Contract Act, known as "HESCA." See Cal. Civ. Code § 1695, et seq. The district
court affirmed the bankruptcy court's summary judgment in favor of the debtor, Lloyd,
because Hoffman never provided Lloyd with notice of his HESCA rights, as required by
California law.
HESCA provides protection to homeowners whose property is in foreclosure. Its
stated purpose is to "provide each homeowner with information necessary to make an
informed and intelligent decision regarding the sale of his or her home to an equity [*3]
purchaser." Cal. Civ. Code § 1695(d)(1). To effectuate its purpose, HESCA obligates a
buyer of property that is in foreclosure to provide to the seller, among other things,
notice of the seller's right to rescind the sale contract. Id. §§ 1695.4-1695.5(d). Until a
buyer complies with this obligation, the seller may cancel the sale contract. Id. §
1695.5(d).
The sale contract between Lloyd and Hoffman for the sale of Lloyd's foreclosed
property did not comply with HESCA, because it failed to give Lloyd notice of his right to
rescind. Lloyd executed a grant deed and Hoffman paid the purchase price. When Lloyd
defaulted on the lease payments, Hoffman filed an unlawful detainer action. The parties
entered into a Settlement Agreement before trial which contained a release of all claims
pursuant California Civil Code § 1542. Four months later, Lloyd filed bankruptcy and
rescinded the contract. The bankruptcy court ruled that as a matter of fact that Lloyd
was unaware of his rights under HESCA at the time he signed the Settlement
Agreement and therefore the Settlement Agreement did not relinquish Lloyd's HESCA
claims, including his right to rescind the original sale of the property. (Lloyd, 369 B.R. at
554 n. 3.) The district court agreed and the appellate court affirmed ruling that where an
equity purchaser fails to provide a sale contract that complied with the requirements of
HESCA, the right to rescind is not extinguished and survives even after the execution of
a broad release of all known and unknown claims.
O. Statute of Limitations.
(1)

The Statute of Limitations for criminal violation of HESA
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is four years from discovery of the violation.
People v. Shetty (2009) 174 Cal. App. 4th 1488.
Summary: Defendant, who had also been convicted of loan fraud in a separate
criminal action, apparently participated in an equity purchase of a residence in
foreclosure from an 80-year-old equity seller. The equity seller thought he was signing
loan documents but instead signed an equity purchase agreement that did not comply
with the Home Equity Sales Act (Civil Code §§ 1695 et seq.). The equity seller also
signed a deed and a leaseback agreement.
Defendant and others were charged with criminal offenses that could be a
misdemeanor or a felony. The court held that this type of offense involves fraud and
therefore is subject to the criminal statute of limitations which runs from 4 years after the
offense is discovered (rather than three years from the offense).
Had the statute of limitations been three years from the occurrence of the
offense, the court of appeal would have had to reverse defendant’s conviction.
However, based upon the 4 year statute of limitations, the conviction was affirmed.
Comment: Any person (including brokers or lenders) who violates HESA may
suffer serious civil and criminal penalties. While these difficult times encourage real
estate professionals to expand their business plans, extreme care must be taken when
engaging in equity purchases.
P. Criminal Penalties:
Any equity purchaser who violates any part of § 1695.6 (most acts discussed
above) "or who engages in any practice which would operate as a fraud or deceit upon
an equity seller shall, upon conviction, be punished by a fine of not more than . . .
($10,000), by imprisonment in county jail for not more than one year, or in state prison,
or by both that fine and imprisonment for each violation.” (Civ. Code § 1695.8).

Q. Remedies Are Cumulative.
The Act specifically states that all other remedies available to the equity seller
remain available and that any attempt, in writing or otherwise, to have the equity seller
waive his rights under the Act is unenforceable. (Civ. Code § 1695.9, 1695.10).
R. Rescission.
In any case where the equity seller is found to have violated the section referring
to taking "unconscionable advantage" of the equity seller, the transaction is voidable
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and may be rescinded within two years of the recordation of the conveyance. (Civ. Code
§ 1695.14(a).) Rescission is affected by giving the equity purchaser written notice of
rescission and by recording the notice with the county recorder in the county in which
the real property is located. (See, Civ. Code §§ 1691 and 1695.14 for contents of notice
of rescission).
Once the notice of rescission is properly given (Civ. Code § 1691), within 20
days, the equity purchaser, or his/her successor (excluding bona fide purchasers and/or
encumbrancers), must reconvey to the equity seller
free and clear of any
encumbrances created after the rescinded transaction. The seller may file a legal action
for cancellation of the deed if the purchaser fails to reconvey. This right of rescission
"shall not affect the interests of a bona fide purchaser or encumbrancer." Restoration to
the equity purchaser of his consideration is probably required. (Civ. Code § 1691,
1695.14).
NOTE: Nothing in HESA relieves a purchaser of the duty to determine what
rights if any exist as to persons in possession of residential real property. Therefore, if
someone other than the person holding legal title has possession of the property, it is
the obligation of the purchaser to ascertain what interest the occupant has. Failing to do
this may prevent the purchaser from becoming a bona fide purchaser for value.
S. Hidden Security Problem.
Section 1695.12, provides that conveyances to equity purchasers where the
equity seller retains a repurchase option will be presumed to be mortgages and treated
as such. The presumption may be overcome (i.e., shown not to be a loan/mortgage) but
the equity seller must provide "clear and convincing evidence." "Clear and convincing
evidence" is a higher standard of proof than is generally applied in civil cases.
The presumption will not apply to a bona fide purchaser or encumbrancer. A
bona fide purchaser (“b.f.p.”) . is a person who purchases the property for value and
without knowledge of the violation of the Act. Mere knowledge that the property is, or
was, a "residence in foreclosure" does not give notice of the violation, although the
statute does not abrogate any duty of inquiry the b.f.p. may otherwise have.
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12 BROKER DUTIES AND AGENCY
Mortgage Brokers In General (Agency Law). Many principals/plaintiffs confuse
the responsibilities and duties of a real estate broker (particularly of a mortgage loan
broker) with that of a parent, guardian, personal financial adviser, and/or guarantor of
his/her business decisions. Many plaintiffs testify or argue at trial or arbitration that they
expected their real estate broker/agent to take care of everything relating to the real
estate and loan transactions with which the principal was involved. Often, these
expectations go well beyond the scope of the agency for which the mortgage broker
was retained.
It is important that the roles of the various real estate agents be reviewed as to
the purpose of their agencies and their duties so that the scope of their respective
agencies can be determined.
Real estate licensee duties arise from both common law (court decisions) and
from statute. (See, Chapter on Broker Regulation).
1.

Common Law Duties in Sale Transaction (Seller and Agent).

“[W]here the seller knows of facts materially affecting the value or desirability of
the property . . . and also knows that such facts are not known to, or within the reach of
the diligent attention and observation of the buyer, the seller is under a duty to disclose
them to the buyer.” (Assilzadeh v. California Federal Bank, supra, at 410, see Karoutas
v. HomeFed Bank, supra, at 773-774.) The seller or his/her agent must have actual
knowledge in order to be liable for failing to disclose a material fact. (Id.)
A. Common Law Broker Fiduciary Duty.
The law dealing with the role and duties of a mortgage broker is best
summarized in Wyatt v. Union Mortgage Company (1979) 24 Cal.3d 773, where the
California Supreme Court stated:
"A mortgage loan broker is customarily retained by a borrower to act
as the Borrower's agent in negotiating an acceptable loan. All persons
engaged in this business in California are required to obtain real estate
licenses. (Bus. & Prof. Code, §§ 10130 and 10131, subd. (d).) Thus,
general principles of agency (Civ. Code §§ 2228 and 2322 subd. (3)
combine with statutory duties created by the Real Estate Law (see Bus. &
Prof. Code § 10176 subds. a), (i)) to impose upon mortgage loan brokers
an obligation to make a full and accurate disclosure of the terms of a loan
to borrowers and to act always in the utmost good faith toward their
principals. The law imposes on a real estate agent the same obligation of
undivided service and loyalty that it imposes on a trustee in favor of his
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beneficiary.” (Citation.) This relationship not only imposes upon him the
duty of acting in the highest good faith toward his principal but precludes
the agent from obtaining any advantage over the principal in any
transaction had by virtue of his agency. (Batson v. Sterehlow (1968) 68
Cal.2d 662, 674-675, . . ..) A real estate licensee is charged with the duty
of fullest disclosure of all material facts concerning the transaction that
might affect the principal's decision. (Rattray v. Scudder (1946) 28 Cal.2d
214, 223, 169 P.2d 371, 376; see also Realty Projects, Inc. v. Smith,
(1973) 32 Cal.App.3d 204, 210, . . .; Smith v. Zak (1971) 20 Cal.App.3d
785, 792-793, . . ..)
A mortgage loan broker clearly acts as agent for the borrower to
arrange a loan for plaintiff with third persons. (Civ. Code § 2295.) "An
agent for a particular act or transaction is called a special agent. All
others are general agents." (Civ. Code § 2297.) Generally, real estate
brokers are special agents whose authority is limited to specific acts and
transactions. (Id.; Rhodes v. Bartholomew (1949) 94 Cal.App.2d 272.)”
The context in which this fiduciary duty applies depends on "the agreement
between the broker and client." (Carleton v. Tortosa (1993) 14 Cal.App.4th 745, 751)
Where negligence is alleged, a real estate agent's duties come from two sources: (1)
statutes and regulations; and, (2) general agency law. (Id. at 755.) Whether or not a
duty exists is a question of law. (Id.) "The existence and extent of the duties of the
agent to the principal are determined by the terms of the agreement between the
parties, interpreted in light of the circumstances under which it is made . . .." (Id., citing
Rest.2d Agency, § 376.)
Generally the mortgage broker is not a party to the listing agreement or purchase
agreement in the real estate sales transaction for which the loan may be sought. Thus,
the duties of the mortgage broker may be much narrower than those of the sales and
listing brokers because the purpose and scope of the agencies are different. That is,
the mortgage broker is generally retained only to arrange a loan.
If the mortgage broker attempts to provide or give advice beyond the scope of
the agency (i.e., arrange the two requested loans; see, Santos v. Wing (1961) 197
Cal.App.2d 678), because of the fiduciary duties which are imposed on an agent,
he/she cannot be burdened with the obligations against his/her will. (See, Schmidt v.
Beckelman (1960) 187 Cal.App.2d 462, 468.) That is, a principal cannot, after the fact,
come in and pick one special agent in the transaction and attempt to charge him/her
with the duties of other special agents or of a general agent (e.g., to advise him/her as a
financial adviser, sales broker and/or as to the purchase and sale aspects of the
transactions he/she had already entered).
In Carleton v. Tortosa, supra, the principal was given a number of standard form
documents and disclosures and the real estate broker defendant admittedly did nothing
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to prevent him from reading the documents in their entirety. The principal in Carleton
stated he glanced through the documents. The court of appeal noted that the "failure to
read the documents does not permit him to avoid their legal effect . . .." (Id., at 755,
citing Bolanos v. Khalatian (1991) 231 Cal.App.3d 1586, 1590.)
One case favorable to the borrowers dealing with a mortgage loan broker's duties
is Wyatt v. Union Mortgage Co., supra, 24 Cal.3d 773 In Wyatt, the mortgage broker
advertised specific loans on television when, in fact, no such loans existed. In response
to the ads, the borrowers sought to have Union Home Loan ("Union") arrange a loan
with private, noninstitutional lenders (i.e., the same as in the instant case). The
borrowers agreed in writing to specific terms. (Id. at 779-780.) Union verbally advised
the borrowers that there would be a "small balloon payment" due in the 37th months.
(Id.) The borrower specifically asked the broker about the interest rate and payment
grace period. The broker told the borrower he would have a 10-day grace period and a
7% or 8% interest rate. (Id., at 780.) At the closing, the borrower was shown a pile of
loan documents and was not given an opportunity to read them. In fact, the terms of the
loan actually made had only a five-day grace period, a late charge which was in excess
of 50 percent of the monthly installment and a provision that allowed pyramiding of late
charges. The loan’s actual balloon payment was over 70% of the original loan balance,
if all installments were paid on a timely fashion. (Id.) The pyramiding of late charges
was never explained to the borrower. The borrower was late several times, causing the
pyramiding of loan charges to occur resulting in a balloon payment as large as the
original loan. (Id.) Union refused to extend the loan and the borrowers were forced to
refinance with Union, as they could not obtain financing elsewhere. (Id.) The second
loan involved similar misrepresentations about the loan and included the same type of
late charge. Late charges were assessed even though the borrower was not delinquent
on the second loan. There was evidence that the company (which was quite large) had
a known policy of pushing late charges very hard as a source of income (i.e., it kept the
late charges).
The court of appeal noted in Wyatt that, while the documents may have been
accurate, the borrowers asked questions about the loan terms and the answers were
materially misleading and incomplete (i.e., out-and-out untrue). Based on this, the court
found a breach of fiduciary duty. The duty, however, had only to do with accurately
disclosing the material terms of the loan. (Id. at 782-783.) The court of appeal did
require that the broker orally and accurately disclose the material terms of the loan
being made. (Id. at 783-784.)
There is nothing in the Wyatt decision which requires the disclosure by a
mortgage broker of matters other than the material terms relating to the loan being
made. There is certainly no case requiring a mortgage broker to give business advice
to the borrower, tell the borrower whether his/her real estate transaction (i.e., purchase,
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sale or exchange) is a good or prudent one, and/or verify that the borrower’s
cohabitation arrangement has a future.
The facts in Wyatt occurred between 1966 and 1970, well before the current
statutorily required disclosures mandating extensive written state and federal
disclosures of all of the material terms of the loan (discussed supra). Since Wyatt, there
have been extensive state and federal laws enacted, requiring written disclosures and
outlawing bait-and-switch loan practices and features such as late charge pyramiding.
(See, discussion below; and Bus. & Prof. Code § 10242.5 made applicable to all brokerarranged loans by § 10245.)
Generally, a nonfiduciary cannot be held liable for conspiracy to breach fiduciary
duty. (Everest Investors 8 v. Whitehall Real Estate Limited Partnership XI (2002) 100
Cal.App.4th 1102.) If the nonfiduciary is an agent or employee of the fiduciary, he/she
is entitled to the benefit of the “agent’s immunity rule” and cannot be held liable for
breach of fiduciary duty unless he/she was acting for his/her own benefit. (Id.)
2.

Statutory Mortgage Broker Duty (Lieu AB 260).

See discussion of Civil Code § 2923.1 and AB 260 in the following Chapters on
nonjudicial foreclosure and on High Cost Mortgages & Predatory Lending.
3.

DRE Pamphlets Updated 3-07.

To assist the real estate licensee is making disclosures to borrower or lenders
and to assist licensees in compliance, following DRE pamphlets were updated in March
of 2007 and are available on the DRE website.
•

“Trust Deed Investments: What You Should Know!!”

•

“What You Should Know: Using the Services of a Mortgage Broker” was updated
in March of 2007.

•

Frequently Asked Questions: Mortgage Loan Brokering in California.

•

The DRE “Mortgage Loan Broker Compliance Evaluation Manual” (“manual”)
covers both generic real estate laws that deal with any real estate broker as well
as that dealing with Mortgage Brokers. A copy of the manual may be printed
from the DRE website at http://www.dre.ca.gov/re7.htm. (New Edition 7/08).

•

The DRE has published the “DRE Compliance Checklist” containing various
checklists which should prove to be helpful to all licensees acting in making,
arranging and servicing loans secured by real property.
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Updated forms and publications can be viewed and downloaded at the DRE
website at: http://www.dre.cahwnet.gov/pub_categories.html
4.

Unlawful for an Unlicensed Person to Perform Activities Requiring a
License.

“It is unlawful for any person to engage in the business, act in the capacity of,
advertise or assume to act as a real estate broker or a real estate salesman within this
state without first obtaining a real estate license from the department.” (B&P Code §
10130.)
“It is the duty of the district attorney of each county in this state to prosecute all
violations of this section in their respective counties in which the violations occur.”
5.

Termination of Agency Relationship.

An agency may be terminated by the acts of one or both parties (rescission,
enunciation etc.). An agency terminates when one of the following occurs: (1)
expiration of agent's term (listing runs out); (2) extinction of the subject matter (e.g.,
house to be sold burns down or is foreclosed prior to sale under listing); (3) revocation
by principal; (a principal always has an absolute right to revoke the agency relationship;
such action may make the principal liable to the agent for damages, e.g., a commission
under the listing agreement); and, (4) death or incapacity of the principal or agent.
For example, a lender who took back at a nonjudicial foreclosure sale disclosed
the existence of a lawsuit to the party who then purchased the property from the lender.
That disclosure was deemed to satisfy the seller’s and lender’s disclosure requirements
regarding the construction defects of the property. (Assilzadeh v. California Federal
Bank (2d Dist. 2000) 82 Cal.app.4th at 416.)
Where there is litigation involving the property, the broker must disclose the fact
of the lawsuit which would put the buyer on notice that any defects not repaired would
obviously have an impact on value. (Pagaon v. Krohn (1997) 60 Cal.App.4th 1;
Assilzadeh v. California Federal Bank, supra.) The buyer’s agent is under no duty to
inform a buyer that the construction defects lawsuit might adversely affect the value of
the property. (Id.) As a licensee, however, what would be the harm in so advising the
buyer of what the court of appeal views as an obvious fact?

© 2009 Adleson, Hess & Kelly P.C.

Page 251

6.

Real Estate Broker Acting as a Principal.

7.

A Real Estate Licensee Acting As an Agent (e.g., With A Listing From
the Seller) Continues To Have A Fiduciary Duty To The Seller Even
Though The Broker later becomes A Principal (Buyer) In The
Transaction.

A real estate licensee who initially was acting as the seller’s listing agent but who
subsequently became the buyer from the seller at a price acceptable to the seller
continued to owe a fiduciary duty to seller. That duty was breached when the
agent/buyer refused to disclose to the seller the details of the licensee’s assignment to a
third-party purchaser even though the broker disclosed the existence of the assignment
to the seller. (Roberts v. Lomanto (2003) 112 Cal.App.4th 1553.) In the Robert’s case,
the agent purchase a shopping center at a price acceptable to the seller and even
disclosed that the agent was reselling the shopping center and receiving an
“assignment fee” but the agent refused to disclose the amount (i.e., $1,200,000.00) of
the assignment fee to the Seller.
8.

Traditional Real Estate Defenses May Not Apply Where a Fiduciary
Obtains Title To Property From her Principal Through Fraud or
Breaches Her Fiduciary Duty?

Where there was wrongdoing in the transaction by a fiduciary (real estate
licensee) who also acted as a principal, typical defenses used by real estate agents
may not be available. (Warren v. Merrill (2006) 143 Cal.App4th 96.)
The typical real estate defenses raised in the Warren case were statute of frauds,
unclean hands; requirement that conditions precedent be performed before one can
enforce a contract; and the limitation against equitable owner’s bringing quiet title
actions against legal (record) owners.
The court of appeal in Warren observed if the case were a standard real estate
transaction, Buyer’s failure to make his payments (i.e., as a condition precedent to a
contract i.e., to deliver title; See, Code of Civ. Proc. § 1439.) However, “Once fraud by
a fiduciary is shown by the evidence (1) a written contract for a real property
transaction is not required; (2) the absence of a written contract does not violate the
statute of frauds; (3) the defrauded person may be found to hold superior title to that
held by the defrauder; and (4) a wide variety of equitable remedies are available and
appropriate to remedy the fiduciary's fraud.”
Statute of Frauds. A fiduciary’s actual and constructive fraud, will estop him
from asserting the statute of frauds. In addition, part performance by paying the
downpayment may also take this type of case out of the statute of frauds.
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Equitable Owner Cannot Maintain a Quiet Title Actions Against the Legal
Owner. As a general matter an action to quiet title cannot be maintained by the owner
of equitable title as against the holder of legal title. However, because of the fiduciary’s
fraud in obtaining bare legal title which will be viewed as being held in a constructive
trust for the principal, who, based on the equities, may hold superior title. Quiet title,
constructive trust and other equitable remedies are available in cases where title is
acquired by fraud by a fiduciary. (Id.)
Unclean Hands.
Generally, where a plaintiff is guilty of unclean hands
(wrongdoing), he/she will not be allowed to obtain relief in an equitable action. “[T]he
Supreme Court long ago declared the doctrine of unclean hands does not automatically
bar equitable relief where the parties are not equally at fault. As the Supreme Court
explained it, " 'one cannot lay a trap for another, secure his confidence, induce him to
make a conveyance of his property in expectation that it will be returned, and thereafter
retain the fruits of his perfidy on the ground that the donor too readily yielded to
temptation to save himself at the possible expense of his creditors. The greater offense
of the tempter overshadows and renders innocuous the weakness of the one of whom
advantage is taken. Though a deed made for an improper purpose is unfairly procured
through the undue influence of the grantee, in violation of a fiduciary relationship,
abuse of confidence, oppression or fraud, a court of equity will still grant relief to
one in fault. Such relief will not be denied to a party least in fault against one who has
led him into the act by a violation of confidence. They are not in equal wrong. [Citation.]
Under the circumstances plaintiff should not be denied the relief he seeks.' "
Comment: Sometimes a little knowledge is dangerous. That is, a real estate
licensee may think that a principal cannot bring an action because of typical defenses
that apply in traditional real estate transactions only to find out that they do not apply in
the context of a fiduciary relationship.
9.

Seller Disclosure Statements upon Transfer of Residential Property.

As to 1-4 dwelling units, residential property, a statutory “Real Estate Transfer
Disclosure Statement” (“RETDS”) must be given to the prospective purchaser as soon
as practicable before transfer of title. (Civil Code §§ 1102, et seq. 1102.3(a).)
“[T]ransfers by … a beneficiary under a deed of trust who has acquired the real
property at a sale conducted pursuant to a power of sale under a … deed of trust” are
exempt from giving the RETDS. (Civil Code § 1102.2(c); Assilzadeh v. California
Federal Bank (2d Dist. 2000) 82 Cal.App.4th 399.) This exemption does not absolve
the seller or the broker of all other duties to disclose (merely of the obligation to
complete and deliver the RETDS).
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10. Real Estate Recovery Fund.
The Real Estate Fund’s Recovery Account, funded by real estate license fees,
was created to pay claims on unsatisfied final judgments from a court of competent
jurisdiction or an arbitration award that contains findings of fact and conclusions of law
against real estate licensees for fraud, misrepresentation, or deceit, made with intent to
defraud, or conversion of trust funds arising directly out of activities for which a license
was required. (Bus. & Prof. Code §§ 10470, et seq.) The claimant may recover up to
$20,000.00 for any one transaction with a limit of $100,000 against any one licensee for
all claimants. (Bus. & Prof. Code § 10474(c).)
Thus, if a broker is insolvent, the judgment creditor may apply for recovery from
the Fund. However, the judgment creditor is not entitled to payment from the Fund if
the judgment was based on professional negligence or breach of duty. (Yergan v.
Department of Real Estate (2d Dist. 2000) 77 Cal.App.4th 959.)
A claim may be based upon a settlement pursuant to which a judgment is
entered although the DRE and/or the Court may have to (and are permitted to) look at
the underlying facts to ascertain whether the underlying conduct that lead to the
settlement is the type that would support a claim against the recovery fund (e.g., fraud,
conversion etc.; Doyle v. Department of Real Estate (1994) 30 Cal.App.4th 893). There
is always a tendency for defense counsel for licensees to attempt to minimize the
underlying facts in the settlement agreement (i.e., reference negligence and breach of
duty rather than fraud or conversion). To maximize the likelihood of a successful
Recovery Fund application, the claimant or his/her attorney, should not to limit the
factual basis underlying the settlement nor reference that the settlement is only for
claims for negligence and/or breach of duty. Instead, the settlement agreement should
reference settlement of all causes of action in the complaint and the complaint should
include causes of action for fraud, conversion, etc.
Where the licensee has gone bankrupt, Business & Professions Code §
10471(c)(7)(F) requires that the claimant’s verified claim contain an allegation "[t]hat the
underlying judgment and debt have not been discharged in bankruptcy, or, in the case
of a bankruptcy proceeding that is open at the time of the filing of the application, that
the judgment and debt have been declared to be nondischargeable." (And see dicta in
Armenta v. Edmonds (1988) 247 Cal.Rptr. 205, fn. 1, and Zambrano v. Edmonds (1988)
201 Cal. App. 3d 720;.)
Thus, the claimant must pursue an action for
nondischargeability in the licensee’s bankruptcy, where possible, to preserve his/her
claim. Often, the legal fees of pursuing the licensee in the courts and then through
bankruptcy will exceed the meager amount available.
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11. Actions Constituting a Crime.
Duties are often be established by statute. Criminal statutes will often create
duties for the real estate licensee and can result in license discipline when is results in a
conviction for a a felony or for a crime which substantially relates to the qualifications,
functions, or duties of a real estate licensee. 352
A. Equity Skimming.
The crime of equity skimming may arise in the context of a brokerage activities.
“Equity skimming is the practice of purchasing one-to-four family dwellings subject to a
loan insured by either the [FHA] or the [VA] and applying the rent receipts for personal
gain rather than towards payment of the mortgages” (United States v. Weaver (9th Cir.
2002) 290 F.3d 1166). The crime of equity skimming merely requires proof of transfer
of title, not that the real estate was purchased for adequate consideration. (Id.)
Broker’s must be careful not to engage in rent skimming or equity skimming programs
as their knowledge and/or experience may be used to prove “intent to defraud.”
B.

Mortgage Fraud (SB 239 (Pavley) Ch 174; Mortgage Fraud. (Effective 1-12010)

Penal Code §532f replaces the prior statute with that same number and provides,
in pertinent part:
“(a) A person commits mortgage fraud if, with the intent to defraud, the
person does any of the following:
(1) Deliberately makes any misstatement, misrepresentation, or
omission during the mortgage lending process with the intention that it be
relied on by a mortgage lender, borrower, or any other party to the
mortgage lending process.
(2) Deliberately uses or facilitates the use of any misstatement,
misrepresentation, or omission, knowing the same to contain a
misstatement, misrepresentation, or omission, during the mortgage
lending process with the intention that it be relied on by a mortgage
lender, borrower, or any other party to the mortgage lending process.
(3) Receives any proceeds or any other funds in connection with a
mortgage loan closing that the person knew resulted from a violation of
paragraph (1) or (2) of this subdivision.
(4) Files or causes to be filed with the recorder of any county in
connection with a mortgage loan transaction any document the person

352

Bus. & Profs. Code § 10177(b)
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knows to contain a deliberate misstatement, misrepresentation, or
omission.
(b) An offense involving mortgage fraud shall not be based solely on
information lawfully disclosed pursuant to federal disclosure laws,
regulations, or interpretations related to the mortgage lending process.”
Comment:
• This bill replaced a prior version that excluded loan applicants from coverage and
which was limited to a misdemeanor.
• The bill also provides that mortgage fraud under Penal Code §532f will only be
prosecuted when the value of the fraud meets the threshold for grand theft.
• Established procedures to obtain documents from a “real estate record holder”
which includes real estate licensees, escrows, title insurance companies or
anyone that engages in making or servicing loans secured by real property.
• The DA may obtain an order for production from a judge pursuant to a sworn
declaration.
• “Real Estate Record holders” can notify the consumer whose records are being
requested unless the order provides to the contrary.
• Real Estate Record holders” are provided with protection for compliance with the
order to produce.
• If served with a court “order to produce” records, call your counsel immediately
even if the request may not directly involve you. Counsel should determine
whether production of records will adversely impact you and whether you
should notify the person whose records are sought.
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13 MORTGAGE BROKER REGULATION.
1.

SAFE ACT

Title V of P.L. 110-289, the Secure and Fair Enforcement for Mortgage Licensing
Act of 2008 (“SAFE Act”), was passed on July 30, 2008. The new federal law gave
states one year to pass legislation requiring the licensure of mortgage loan originators
(“MLO”) according to national standards and the participation of state agencies on the
Nationwide Mortgage Licensing System and Registry (NMLS). The SAFE Act is
designed to enhance consumer protection and reduce fraud through the setting of
minimum standards for the licensing and registration of state-licensed mortgage loan
originators.
The SAFE Act requires state-licensed MLOs to pass a written qualified test, to
complete pre-licensure education courses, and to take annual continuing education
courses. The SAFE Act also requires all MLOs to submit fingerprints to the Nationwide
Mortgage Licensing System (NMLS) for submission to the FBI for a criminal background
check; and state-licensed MLOs to provide authorization for NMLS to obtain an
independent credit report.
A. What Does The Federal Law Require?
The federal law requires that all residential mortgage loan originators (“MLO”)
must be either state-licensed or federally registered. It makes a distinction between
MLOs who are employed by depository institutions or subsidiaries of depository
institutions, and all other MLOs..
Under the SAFE Act, a MLO employed by a federally insured depository
institution or any credit union or an owned and controlled subsidiary that is federally
supervised must be registered.
All other MOLs, must be state licensed.
It also requires that all state licensed and federally registered MLOs must be
registered with the Nationwide Mortgage Licensing System & Registry maintained by
the Conference of State Bank Supervisors and the American Association of Residential
Mortgage Regulators.
B. California’s SAFE ACT
On October 11, Governor Schwarzenegger signed into law S.B. 36, a bill that
requires the employees of licensees under the California Finance Lenders Law and the
California Residential Mortgage Lending Act that are engaged in the business of
mortgage loan origination to be licensed, beginning July 1, 2010.
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The bill similarly requires licensees under the California Real Estate Law to
obtain an endorsement from the Commissioner of the California Department of Real
Estate to engage in the business of mortgage loan origination, beginning December 1,
2010. Mortgage loan originator license and endorsement applicants are required to,
among other things, (i) submit to fingerprinting for the purpose of a criminal history
background check, (ii) complete at least twenty hours of pre-license education, and (iii)
pass a qualified written test developed by the Nationwide Mortgage Licensing System
(“NMLS”). The bill further provides that licensed mortgage loan originators must
complete at least eight hours of continuing education annually and must disclose their
NMLS identifier on all residential mortgage loan application forms, solicitations, and
advertisements. The bill also enacts other related provisions, such as requiring Real
Estate licensees to submit an annual business activities report to the Commissioner of
the California Department of Real Estate.
C. Deadlines for Compliance with SAFE Act’s Licensing requirements
(1)

Consumer Finance Lenders

Companies holding a CFL license that make or broker loans secured by
residential real estate, have until May 28, 2010 to complete and submit through NMLS a
Form MU1 for their company and a Form MU2 for each of their control persons.
License information including license number and branch ID can be found on the
Department of Corporations’ website at: http://www.corp.ca.gov/fsd/licensees.
(2)

Real Estate Brokers

All Department of Real Estate real estate licensees who conduct residential or
commercial mortgage loan activities must report to the Department of Real Estate,
using Form RE 866, by January 31, 2010 or within 30 days of commencing the activity,
whichever is later. All REBs who conduct licensed activities as residential mortgage
loan originators, must have an endorsement on their real estate license by January 1,
2011. Endorsement applications for qualified MLO registrants must be submitted to the
DRE by September 12, 2010 to be issued by January 1, 2011. The initial MLO license
endorsements will expire on December 32, 2011. MLO endorsements are issued
annually. The failure to submit the required RE 866 report timely or to obtain the
required MLO endorsement can result in the assessment of penalties of $50 dollars per
day for the first 30 days the report is not filed, or if the MLO license endorsement is not
issued, and $100 per day for every day thereafter for a maximum penalty of $10,000.
You should check the Department of Real Estate website at www.dre.ca.gov for
the most up-to-date information.
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D. Who is a Loan Originator?
Different code sections govern Real Estate licensees, CFLs and RMLs.
(1)

Real Estate Licensee.

Are all California Real Estate Brokers required to have SAFE Act endorsements?
The answer turns on whether the REB is a “mortgage loan originator.”
The SAFE Act 353 is implemented new Business and Professions Code §§
10166.01 354 .
Section 10166.01(b)(1) provides:
“Mortgage loan originator” means an individual who takes a residential
mortgage loan application or offers or negotiates terms of a residential mortgage loan
for compensation or gain. An individual real estate licensee acting within the meaning
of paragraph (d) of Section 10131 is a mortgage loan originator for purposes of this
article with respect to activities involving residential mortgage loans. [Emphasis
added]
To determine whether a broker is a “mortgage loan originator”, we must look at
the definition of “residential mortgage loan”. Section 10166.01(d) provides:
“Residential mortgage loan” means any loan primarily for personal, family,
or household use that is secured by a mortgage, deed of trust, or other equivalent
consensual security interest on a dwelling, or residential real estate upon which
is constructed or intended to be constructed a dwelling. “Dwelling” means a
residential structure that contains one to four units, whether or not that structure is
attached to real property. The term includes an individual condominium unit,
cooperative unit, mobilehome, or trailer, if it is used as a residence. [Emphasis added]
While there is no guaranty as to how the Department of Real Estate or the courts
will interpret these terms, the phrase “primarily for personal, family, or household use” is
almost identical to the terms used in the Federal Truth in Lending Act (“TILA”) in
defining consumer credit and “consumer credit transaction”. 355 Although there is no
express “business purpose” exemption in §§ 10166.01 et seq., where the loan is not
“primarily for personal, family, or household use” or “purposes”, by implication the loan
is not a “residential mortgage loan”. As such, we would expect that licensed real estate
brokers making “business purpose” (non-consumer) loans, even if secured wholly or in
353

12 USC §§ 5101 et seq.
All section references are to the Business and Professions Code unless otherwise stated.
355
Reg. Z, §226.2(a)(12); and see, 15 U.S.C. § 1602(h)
354
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part by a 1-4 residential property regardless of whether the secured property is owneroccupied, will not require a residential mortgage loan originator endorsement.
If the when the DRE issues Regulations to interpret California’s statute
implementing the Safe Act this may be able to be clarified further.
(2)

CFLs?

The SAFE Act applies to CFLs through its incorporation of new and amended
sections in the California Finance Lenders Law, Finance Code §§ 22000 et seq. 356
Comments from the Senate Committee on Business, Professions and Economic
Development (hearing April 13, 2009) indicated quite clearly that implementation of the
SAFE Act would impact CFLs very differently than it would Real Estate Law licensees
(REBs). The Committee stated, in part:
“The SAFE Act will impact CFL Law and CRML Act licensees
very differently than it will impact Real Estate Law licensees. Under
existing law, DOC licenses financial lender and residential mortgage
lender corporations under the CFL Law and CRML Act and requires
background checks on the persons controlling these corporations.
Individual employees of these corporations are not licensed, nor are they
subject to background checks (unless, as noted above, they are
controlling persons in the organization). Pre-licensing education and
continuing education are not required
Under the SAFE Act, every CFL Law and CRML Act employee who
performs activities that meet the SAFE Act definition of a mortgage loan
originator must be both licensed by California and registered on NMLS
Registry. Thus, employees who were previously untracked by the state
will now be required to undergo a background check, submit to a credit
check, complete pre-licensing education classes, and satisfy the SAFE
Act's personal character requirements to obtain their licenses. They will
also have to comply with annual continuing education requirements and
continue to meet the SAFE Act's personal character requirements in order
to remain eligible to retain their licenses. These requirements represent a
significant change for CFL Law and CRML Act licensees, who have not
previously had to ensure that their mortgage loan originator employees
were licensed. The Department of Corporations, which implements the
licensing requirements for California Finance Lenders requires that each
company holding a finance lender and/or broker license that makes or
brokers residential mortgage loans in California, create a company record
for itself and each branch office.
356

All section references are to the Financial Code unless otherwise stated.
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(3)

Definition of “Mortgage Loan Originator” under California
Finance Code

Section 22013.(a) of the Financial Code, defines a “mortgage loan originator” as:
“Mortgage loan originator” means an individual who, for
compensation or gain, or in the expectation of compensation or gain,
takes a residential mortgage loan application or offers or negotiates
terms of a residential mortgage loan.
Among other things, a mortgage loan originator does not include:
An individual licensed as a mortgage loan originator pursuant to the
provisions of Article 2.1 (commencing with Section 10166.01) of Chapter 3
of Part 1 of Division 4 of the Business and Professions Code and the
SAFE Act. 357
Section 22012(e) of the Financial Code defines “residential mortgage loan as:
"Residential mortgage loan" means any loan primarily for personal,
family, or household use that is secured by a mortgage, deed of
trust, or other equivalent consensual security interest on a dwelling,
as defined in Section 103(v) of the federal Truth in Lending Act, or
residential real estate upon which is constructed or intended to be
constructed a dwelling. "Dwelling" means a residential structure that
contains one to four units, whether or not that structure is attached to real
property. The term includes an individual condominium unit, cooperative
unit, mobilehome, or trailer, if it is used as a residence. [Emphasis added.]
While this is quite similar to the regulation of REBs, for CFLs, section 22050 sets
up a number of exemptions. Among them, the SAFE Act provisions do not apply to:
… any person who makes no more than one loan in a 12-month
period as long as that loan is a commercial loan as defined in Section
22502. 358
In addition to requiring that all finance lenders or brokers be licensed, the law
requires that all employees of finance lenders or brokers be licensed. It also mandates
that a finance lender or broker cannot make or broker residential mortgage loans except
through a licensed mortgage loan originator. 359

357

Fin. Code §22013(b)(4).
Fin. Code §22050 (e).
359
Fin. Code §22100 (a)-(e).
358
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2.

Conduct Requiring a Real Estate License.

Business and Professions Code § 10131 provides:
A real estate broker within the meaning of this part is a person who,
for a compensation or in expectation of a compensation, regardless of the
form or time of payment, does or negotiates to do one or more of the
following acts for another or others:
(a) Sells or offers to sell, buys or offers to buy, solicits prospective
sellers or purchasers of, solicits or obtains listings of, or negotiates the
purchase, sale or exchange of real property or a business opportunity.
(b) Leases or rents or offers to lease or rent, or places for rent,
solicits listings of places for rent, or solicits for prospective tenants,
negotiates the sale, purchase or exchanges of leases on real property,
on a business opportunity, or collects rents from real property,
improvements thereon, or from business opportunities.

or
or
or
or

(c) Assists or offers to assist in filing an application for the purchase or
lease of, or in locating or entering upon, lands owned by the state or
federal government.
(d) Solicits borrowers or lenders for or negotiates loans or collects
payments or performs services for borrowers or lenders or note owners in
connection with loans secured directly or collaterally by liens on real
property or on a business opportunity.
(e) Sells or offers to sell, buys or offers to buy, or exchanges or offers
to exchange a real property sales contract, or a promissory note secured
directly or collaterally by a lien on real property or on a business
opportunity, and performs services for the holders thereof.
Certain Acts as a Principal Require a Broker’s License (Bus. & Prof. Code §
10131.1) (Amended 1-1-08)
In addition to broker performing services pursuant to Business and Professions
Code § 10131, certain individuals must be licensed merely for acting as a principal.
Business and Professions Code § 10131.1 provides:
“(a) A real estate broker . . . is also a person who engages as a
principal in the business of making loans or buying from, selling to, or
exchanging with the public, promissory notes 360 secured directly or
collaterally by liens on real property, or who makes agreements with the
360

The statute also includes “real property sales contracts” which we have excluded as few
brokers deal in these contracts.
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public for the collection of payments or for the performance of services in
connection with . . .promissory notes secured directly or collaterally by
liens on real property.
(b) As used in this section:
(1) "In the business" means any of the following:
(A) The acquisition for resale to the public, and not as an investment,
of eight or more real property sales contracts or promissory notes secured
directly or collaterally by liens on real property during a calendar year.
(B) The sale to or exchange with the public of eight or more real
property sales contracts or promissory notes secured directly or
collaterally by liens on real property during a calendar year. However, no
transaction negotiated through a real estate licensee shall be
considered in determining whether a person is a real estate broker
within the meaning of this section.
(C) The making of eight or more loans in a calendar year from the
person's own funds to the public when those loans are held or resold and
are secured directly or collaterally by a lien on residential real property
consisting of a single dwelling unit in a condominium or cooperative or on
any parcel containing only residential buildings if the total number of units
on the parcel is four or less. However, no transaction negotiated
through a real estate broker who meets the criteria of subdivision (a)
or (b) of Section 10232 [threshold broker] shall be considered in
determining whether a person is a real estate broker within the
meaning of this section.
(2) "Sale," "resale," and "exchange" include every disposition of any
interest in a real property sales contract or promissory note secured
directly or collaterally by a lien on real property, except the original
issuance of a promissory note by a borrower or a real property sales
contract by a vendor, either of which is to be secured directly by a lien on
real property owned by the borrower or vendor.
(3) "Own funds" means either of the following:
(A) Cash, corporate capital, or warehouse credit lines at commercial
banks, savings banks, savings and loan associations, industrial loan
companies, or other sources that are liability items on the person's
financial statements, whether secured or unsecured.
(B) Cash, corporate capital, or warehouse credit lines at commercial
banks, savings banks, savings and loan associations, industrial loan
companies, or other sources that are liability items on the financial
statement of an affiliate of the person, whether secured or unsecured.
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(4) "Own funds" does not include funds provided by a third party to
fund a loan on condition that the third party will subsequently purchase or
accept an assignment of the loan.”
3.

Exemptions from License Requirements.

There are a number of exemptions from the licensing provisions that apply to
mortgage brokers found in Business & Professions Code § 10133.1. Organizations
(and their employees) exempt from certain lending provisions of the real estate licensing
law Include state and federally chartered banks, savings associations, credit union,
trust companies, pension trusts, insurance companies, attorneys (with some limitations)
CFL and RMLs.
A. New Exemption for HUD Counselors.
SB 94 (effective 10-11-09) amended Business & Professions Code § 10133.1 to
provide new subdivision (11) which exempts counseling services and their employees
approved by HUD “to provide counseling services, . . ., when those services are
provided at no cost to the borrower and are in connection with the modification of the
terms of a loan secured directly or collaterally by a lien on residential real property
containing four or fewer dwelling units.”
4.

Disclosure of License Information -- Display and disclosure of license
number and license information telephone number.

Business & Professions §10236.4 provides:
“(a) In compliance with Section 10235.5, every licensed real estate
broker shall also display his or her license number on all advertisements
where there is a solicitation for borrowers or potential investors.
(b) The disclosures required by Sections 10232.4 and 10240 shall
include the licensee's license number and the department's license
information telephone number.”
5.

Threshold Brokers Notice and Reporting.
A. What is a Threshold Broker?

Business and Professions Code § 10232 provides that a broker becomes a
threshold broker when:
(a) Except as otherwise expressly provided, Sections 10232.2,
10232.25, 10233, and 10236.6 are applicable to every real estate broker
who intends or reasonably expects in a successive 12 months to do any of
the following:
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(1) Negotiate a combination of 10 or more of the following
transactions pursuant to subdivision (d) or (e) of Section 10131 or Section
10131.1 in an aggregate amount of more than one million dollars
($1,000,000):
(A) Loans secured directly or collaterally by liens on real property or
on business opportunities as agent for another or others.
(B) Sales or exchanges of real property sales contracts or promissory
notes secured directly or collaterally by liens on real property or on
business opportunities as agent for another or others.
(C) Sales or exchanges of real property sales contracts or promissory
notes secured directly or collaterally by liens on real property as the owner
of those notes or contracts.
(2) Make collections of payments in an aggregate amount of two
hundred fifty thousand dollars ($250,000) or more on behalf of owners of
promissory notes secured directly or collaterally by liens on real property,
owners of real property sales contracts, or both.
(3) Make collections of payments in an aggregate amount of two
hundred fifty thousand dollars ($250,000) or more on behalf of obligors of
promissory notes secured directly or collaterally by liens on real property,
lenders of real property sales contracts, or both.
Persons under common management, direction, or control in
conducting the activities enumerated above shall be considered as one
person for the purpose of applying the above criteria.
(b) The negotiation of a combination of two or more new loans and
sales or exchanges of existing promissory notes and real property sales
contracts of an aggregate amount of more than two hundred fifty thousand
dollars ($250,000) in any three successive months or a combination of five
or more new loans and sales or exchanges of existing promissory notes
and real property sales contracts of an aggregate amount of more than
five hundred thousand dollars ($500,000) in any successive six months
shall create a rebuttable presumption that the broker intends to negotiate
new loans and sales and exchanges of an aggregate amount that will
meet the criteria of subdivision (a).
(c) In determining the applicability of Sections 10232.2, 10232.25,
10233, and 10236.6, loans or sales negotiated by a broker, or for which a
broker collects payments or provides other servicing for the owner of the
note or contract, shall not be counted in determining whether the broker
meets the criteria of subdivisions (a) and (b) if any of the following apply:
(1) The lender or purchaser is any of the following:
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(A) The Federal National Mortgage Association, the Government
National Mortgage Association, the Federal Home Loan Mortgage
Corporation, the Federal Housing Administration, and the United States
Department of Veterans Affairs.
(B) A bank or subsidiary thereof, bank holding company or subsidiary
thereof, trust company, savings bank or savings and loan association or
subsidiary thereof, savings bank or savings association holding company
or subsidiary thereof, credit union, industrial bank or industrial loan
company, finance lender, or insurer doing business under the authority of,
and in accordance with, the laws of this state, any other state, or the
United States relating to banks, trust companies, savings banks or savings
associations, credit unions, industrial banks or industrial loan companies,
commercial finance lenders, or insurers, as evidenced by a license,
certificate, or charter issued by the United States or a state, district,
territory, or commonwealth of the United States.
(C) Trustees of a pension, profit-sharing, or welfare fund, if the
pension, profit-sharing, or welfare fund has a net worth of not less than
fifteen million dollars ($15,000,000).
(D) A corporation with outstanding securities registered under Section
12 of the Securities Exchange Act of 1934 or a wholly owned subsidiary of
that corporation.
(E) A syndication or other combination of any of the entities specified
in subparagraph (A), (B), (C), or (D) that is organized to purchase the
promissory note.
(F) The California Housing Finance Agency or a local housing finance
agency organized under the Health and Safety Code.
(G) A licensed residential mortgage lender or servicer acting under the
authority of that license.
(H) An institutional investor that issues mortgage-backed securities, as
specified in paragraph (11) of subdivision (i) of Section 50003 of the
Financial Code.
(I) A licensed real estate broker selling all or part of the loan, the note,
or the contract to a lender or purchaser specified in subparagraphs (A) to
(H), inclusive.
(2) The loan or sale is negotiated, or the loan or contract is being
serviced for the owner, under authority of a permit issued pursuant to
applicable provisions of the Corporate Securities Law of 1968 (Division 1
(commencing with Section 25000) of Title 4 of the Corporations Code).
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(3) The transaction is subject to the requirements of Article 3
(commencing with Section 2956) of Chapter 2 of Title 14 of Part 4 of
Division 3 of the Civil Code.
(d) If two or more real estate brokers who are not under common
management, direction, or control cooperate in the negotiation of a loan or
the sale or exchange of a promissory note or real property sales contract
and share in the compensation for their services, the dollar amount of the
transaction shall be allocated according to the ratio that the compensation
received by each broker bears to the total compensation received by all
brokers for their services in negotiating the loan or sale or exchange.
(e) A real estate broker who meets any of the criteria of subdivision (a)
or (b) shall notify the department in writing within 30 days after that
determination is made.”
B. Threshold Broker Notice.
Business and Professions Code § 10232 is a complex statute that, when boiled
down to its essence, requires a broker reaching particular thresholds in making,
arranging, selling or servicing loans secured by real property to file a Threshold Broker
notice (DRE Form RE 853 with the DRE within 30-days of hitting a threshold)
C. Special Threshold Broker Reporting Requirements.
Once a broker has become a threshold broker, he/she must timely file with the
DRE an annual threshold broker report and for the first 3 quarters of the fiscal quarters,
file with the DRE Trust Fund Status Reports (Form RE 855 and 856).
Business & Professions Code § 10232.2 and CCR § 2846.5 sets forth the
requirements for threshold broker reporting. Section 10232.2 provides:
“A real estate broker who meets the criteria of subdivision (a) of
Section 10232 shall annually file the reports referred to in subdivisions (a)
and (c) with the Department of Real Estate within 90 days after the end of
the broker's fiscal year or within any additional time as the Real Estate
Commissioner may allow for filing for good cause:
(a) The report of a review by a licensed California independent public
accountant of trust fund financial statements, conducted in accordance
with generally accepted accounting practices, which shall include within its
scope the following information for the fiscal year relative to the business
activities of the broker described in subdivisions (d) and (e) of Section
10131:
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(1) The receipt and disposition of all funds of others to be applied to
the making of loans and the purchasing of promissory notes or real
property sales contracts.
(2) The receipt and disposition of all funds of others in connection with
the servicing by the broker of the accounts of owners of promissory notes
and real property sales contracts including installment payments and loan
or contract payoffs by obligors.
(3) A statement as of the end of the fiscal year which shall include an
itemized trust fund accounting of the broker and confirmation that the trust
funds are on deposit in an account or accounts maintained by the broker
in a financial institution.
(b) A broker who meets the criteria of Section 10232, but who, in
carrying on the activities described in subdivisions (d) and (e) of Section
10131, has not during a fiscal year, accepted for the benefit of a person to
whom the broker is a trustee, any payment or remittance in a form
convertible to cash by the broker, need not comply with the provisions of
subdivision (a). In lieu thereof, the broker shall submit to the commissioner
within 30 days after the end of the broker's fiscal year or, within any
additional time as the commissioner may allow for a filing for good cause,
a notarized statement under penalty of perjury on a form provided by the
department attesting to the fact that the broker did not receive any trust
funds in cash or convertible to cash during the fiscal year.
(c) A report of all of the following aspects of the business conducted
by the broker while engaging in activities described in subdivisions (d) and
(e) of Section 10131 and in Section 10131.1:
(1) Number and aggregate dollar amount of loan, trust deed sales and
real property sales contract transactions negotiated.
(2) Number and aggregate dollar amount of promissory notes and
contracts serviced by the broker or an affiliate of the broker.
(3) Number and aggregate dollar amount of late payment charges,
prepayment penalties and other fees or charges collected and retained by
the broker under servicing agreements with beneficiaries and obligees.
(4) Default and foreclosure experience in connection with promissory
notes and contracts subject to servicing agreements between the broker
and beneficiaries or obligees.
(5) Commissions received by the broker for services performed as
agent in negotiating loans and sales of promissory notes and real property
sales contracts.
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(6) Aggregate costs and expenses as referred to in Section 10241
paid by borrowers to the broker.
(d) The commissioner shall adopt regulations prescribing the form and
content of the report referred to in subdivision (c) with appropriate
categories to afford a better understanding of the business conducted by
the broker.
(e) If the broker fails to file either of the reports required under
subdivisions (a) and (c) within the time permitted herein, the commissioner
may cause an examination and report to be made and may charge the
broker one and one-half times the cost of making the examination and
report. In determining the hourly cost incurred by the commissioner for
conducting an examination and preparing the report, the commissioner
may use the estimated average hourly cost for all department audit staff
performing audits of real estate brokers. If a broker fails to pay the above
amount within 60 days of the mailing of a notice of billing, the
commissioner may suspend the broker's license or deny renewal of the
broker's license. The suspension or denial shall remain in effect until the
above amount is paid or the broker's right to renew a license has expired.
The commissioner may maintain an action for the recovery of the above
amount in any court of competent jurisdiction.
(f) The reports referred to in subdivisions (a) and (c) are exempted
from any requirement of public disclosure by paragraph (2) of subdivision
(d) of Section 6254 of the Government Code. The commissioner shall
annually make and file as a public record, a composite of the annual
reports and any comments thereon which are deemed to be in the public
interest.”
D. NEW RE 881 Form (Annual Threshold Broker Report).
As of October 2007 the RE 881 (Mortgage Loan/Trust Deed Annual Report) form
was changed. This version should be used for all filings after October 2007.
The changes are the addition of Paragraph I.D and II.D, which require that the
broker include “Loans Covered Under Financial Code Section 4970”. These
questions apply both to loans originated as agent (Bus. & Prof. Code § 10131(d)) and
loans originated as principal (Funded by Broker) for resale. (Bus. & Prof. Code §
10131.1). In each case, the DRE wants the report to include the number of Section
4970 loans made in the previous year and the “aggregate principal amount” of such
loans. (See, new RE 881 10/07.)
(1)

Where Broker services the Loan.
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(2)

Where Broker uses Sub-services the loan.

(3)

Where Broker uses independent servicer but receives
servicing related compensation (fees, late charges and
prepayment penalties).

It can be a complex how to report revenue that is obtained where another
licensed broker is servicing the loans made or arranged by an originating broker. This
is particularly problematic when the originating broker receives part of the servicing fee,
late charges and prepayment penalties on the portfolio of loans, but does no direct
collection of payments, trust accounting or distribution to the investors.
There are three approaches, none of which are clear from the DRE RE 881
form or from the Business and Professions Code and regulations. However, many
originating brokers provide an array of post-funding services including overseeing a
non-broker controlled loan servicer (e.g., advising them regarding foreclosure, workout
agreements etc. for the lenders), coordinating with the investors, making advances, etc.
(where lawful).
Normally, servicing is thought of as the process of collecting payments on a loan
and forwarding the proceeds net of charges to the lender. In fact, this definition is
supported by BP Code section 10131(d) defining licensed activity. Clearly, making or
arranging a loan for a private investor is a licensed activity under that same code
section. However, the problem arises under BP Code § 10131(d) since it also requires
a license where one is to "performs services for borrowers or lenders". That is
what many originating brokers do when they perform the services referenced above in
providing post-funding services. Neither the RE 881 nor the Code provides an answer
for the situation when the originating broker contracts for certain fees as part of the
origination with the express or implied promise that the originating broker will provide
post-funding services other than actually collecting and distributing borrower payments
to the lenders. B&P Code § 10232.2, which established the content for the annual
report, independently requires the reporting of loans serviced, commissions for making
and arranging loans and the '[n]umber and aggregate dollar amount of late payment
charges, prepayment penalties and other fees or charged collected and retained by the
broker under servicing agreements with beneficiaries and obligees." The problem is
that these same items must be reported by a servicing broker who also happens to be a
threshold broker resulting in double reporting. At least one DRE auditor has indicated a
preference for that data to only be reported by the servicing threshold broker (and not
duplicated on the originating threshold broker’s annual report) even though the
originating broker is still receiving compensation.
Section I of the RE 881 merely references "total commissions" from "Loans
originated as Agent [B&P Code section 10131(d)]". Section VIII references "Note
Servicing" and provides no definition or statutory reference. This is complicated by the
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multi-lender rule, which requires a written servicing agreement. (B&P Code §
10238(k).) However, the multi-lender rule, requires an agreement that covers acts that
we would generally view as traditional servicing (i.e., as opposed to general
administrative oversight.)
E. Threshold Broker: Trust Fund Non-Accountability Report.
Where a Threshold Broker has no trust fund activity during one of the first three
quarters, he/she may submit an RE 854 “Trust Fund Non-Accountability Report” in lieu
of the three quarterly trust fund status reports (B&P Code § 10232.25) or, where
Threshold Broker did not accept trust funds during the calendar year, in lieu of the
Threhold Broker annual reporting requirement. If submitted in lieu of the annual report,
the RE 854 must be notarized.
F. Trust Fund Accountant Review Reports.
Sample trust account review (TAR) reports which set forth the format for the
accountant’s review of the broker’s trust account can be found on the DRE’s website.
These samples can be found on the DRE website. The DRE states that these forms
“are being provided solely as a guideline to assist threshold brokers and their
accountants in complying with Business and Professions Code Section 10232.2(a) and
Commissioner's Regulation 2846.5.” However the website indicates that these “two
sample formats will be acceptable by the Department”.
6.

Trust Fund Handling
A. Trust Funds and Trust fund Accounting
B. Broker as Trustee – Trust Funds.

The number one reason for REB discipline by the DRE appears to be trust fund
violations. The DRE takes trust fund violations, and timely and accurate trust fund
reporting, very seriously.
Generally, the handling of trust funds is set forth in Business & Professions Code
§ 10145 which provides:
“(a) (1) A real estate broker who accepts funds belonging to others in
connection with a transaction subject to this part shall deposit all those
funds that are not immediately placed into a neutral escrow depository or
into the hands of the broker's principal, into a trust fund account
maintained by the broker in a bank or recognized depository in this state.
All funds deposited by the broker in a trust fund account shall be
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maintained there until disbursed by the broker in accordance with
instructions from the person entitled to the funds.
(2) Notwithstanding the provisions of paragraph (1), a real estate
broker collecting payments or performing services for investors or note
owners in connection with loans secured by a first lien on real property
may deposit funds received in trust in an out-of-state depository institution
insured by the Federal Deposit Insurance Corporation, if the investor or
note owner is any one of the following:
(A) The Federal National Mortgage Association, the Government
National Mortgage Association, the Federal Home Loan Mortgage
Corporation, the Federal Housing Administration, or the United States
Department of Veterans Affairs.
(B) A bank or subsidiary thereof, bank holding company or subsidiary
thereof, trust company, savings bank or savings and loan association or
subsidiary thereof, savings bank or savings association holding company
or subsidiary thereof, credit union, industrial bank or industrial loan
company, or insurance company doing business under the authority of,
and in accordance with, the laws of this state, another state, or the United
States relating to banks, trust companies, savings banks or savings
associations, credit unions, industrial banks or industrial loan companies,
or insurance companies, as evidenced by a license, certificate, or charter
issued by the United States or a state, district, territory, or commonwealth
of the United States.
(C) Trustees of a pension, profit-sharing, or welfare fund, if the
pension, profit-sharing, or welfare fund has a net worth of not less than
fifteen million dollars ($ 15,000,000).
(D) A corporation with outstanding securities registered under Section
12 of the Securities Exchange Act of 1934 or a wholly owned subsidiary of
that corporation.
(E) A syndication or other combination of any of the entities specified
in subparagraph (A), (B), (C), or (D) that is organized to purchase the
promissory note.
(F) The California Housing Finance Agency or a local housing finance
agency organized under the Health and Safety Code.
(G) A licensed residential mortgage lender or servicer acting under the
authority of that license.
(H) A licensed real estate broker selling all or part of the loan, note, or
contract to a lender or purchaser specified in subparagraphs (A) to (G),
inclusive .
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(3) A real estate broker who deposits funds held in trust in an out-ofstate depository institution in accordance with paragraph (2) shall make
available, in this state, the books, records, and files pertaining to the trust
accounts to the commissioner or the commissioner's representatives or
pay the reasonable expenses for travel and lodging incurred by the
commissioner or the commissioner's representatives in order to conduct
an examination at an out-of-state location.
(b) A real estate broker acting as a principal pursuant to Section
10131.1 shall place all funds received from others for the purchase of . . .
promissory notes secured directly or collaterally by liens on real property
in a neutral escrow depository unless delivery of the . . . note is made
simultaneously with the receipt of the purchase funds.
(c) A real estate sales person who accepts trust funds from others on
behalf of the broker under whom he or she is licensed shall immediately
deliver the funds to the broker or, if so directed by the broker, shall deliver
the funds into the custody of the broker's principal or a neutral escrow
depository or shall deposit the funds into the broker's trust fund account.
(d) If not otherwise expressly prohibited by this part, a real estate
broker may, at the request of the owner of trust funds or of the principals
to a transaction or series of transactions from whom the broker has
received trust funds, deposit the funds into an interest-bearing account in
a bank, savings and loan association, credit union, or industrial loan
company, the accounts of which are insured by the Federal Deposit
Insurance Corporation, if all of the following requirements are met:
(1) The account is in the name of the broker as trustee for the
designated beneficiary or principal of a transaction or series of
transactions.
(2) All of the funds in the account are covered by insurance provided
by an agency of the United States.
(3) The funds in the account are kept separate, distinct, and apart
from funds belonging to the broker or to any other person for whom the
broker holds funds in trust.
(4) The broker discloses to the person from whom the trust funds are
received, and to a beneficiary whose identity is known to the broker at the
time of establishing the account, the nature of the account, how interest
will be calculated and paid under various circumstances, whether service
charges will be paid to the depository and by whom, and possible notice
requirements or penalties for withdrawal of funds from the account.
(5) Interest earned on funds in the account may not inure directly or
indirectly to the benefit of the broker or a person licensed to the broker.
© 2009 Adleson, Hess & Kelly P.C.

Page 273

(6) In an executory sale, lease, or loan transaction in which the broker
accepts funds in trust to be applied to the purchase, lease, or loan, the
parties to the contract shall have specified in the contract or by collateral
written agreement the person to whom interest earned on the funds is to
be paid or credited.
(e) The broker shall have no obligation to place trust funds into an
interest-bearing account unless requested to do so and unless all of the
conditions in subdivision (d) are met, nor, in any event, if he or she
advises the party making the request that the funds will not be placed in
an interest-bearing account.
(f) Nothing in subdivision (d) shall preclude the commissioner from
prescribing, by regulation, circumstances in which, and conditions under
which, a real estate broker is authorized to deposit funds received in trust
into an interest-bearing trust fund account.
(g) The broker shall maintain a separate record of the receipt and
disposition of all funds described in subdivisions (a) and (b), including any
interest earned on the funds.
(h) Upon request of the commissioner, a broker shall furnish to the
commissioner an authorization for examination of financial records of
those trust fund accounts maintained in a financial institution, in
accordance with the procedures set forth in Section 7473 of the
Government Code.
(i) As used in this section, "neutral escrow" means an escrow
business conducted by a person licensed under Division 6 (commencing
with Section 17000) of the Financial Code or by a person described in
paragraph (1) or (3) of subdivision (a) of Section 17006 of that code.”
C. Control records, Separate Records and Monthly Reconciliation
Regulation § 2831 requires:
"(a) Every broker shall keep a record of all trust funds received,
including uncashed checks held pursuant to instructions of his or her
principal. This record, including records maintained under an automated
data processing system, shall set forth in chronological sequence the
following information in columnar form:
(1)

Date funds received.

(2)

From whom funds received.

(3)

Amount received.
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(4)
deposit.

With respect to funds deposited in an account, date of said

(5)
With respect to funds previously deposited to an account,
check number and date of related disbursement.
(6)
With respect to trust funds not deposited in an account,
identity of other depository and date funds were forwarded.
(7)

Daily balance of said account.

(c) Except as provided in subdivision (c), a separate record of all trust
funds received and disbursed be maintained in accordance with
subdivision (a) for each account which contains trust funds.
"(c)
Maintenance of journals of account cash receipts and
disbursements, or similar records, or automated data processing systems,
including computer systems and electronic storage and manipulation of
information and documents, in accordance with generally accepted
accounting principles, shall constitute compliance with subdivision (a)."
(d) Nothing in this section shall be construed to permit a violation of
Section 10145 of this Code.
(e) A broker is not required to keep records pursuant to this section
of checks made payable to service providers, including but not limited to
escrow, credit and appraisal services, when the total amount of such
checks for any transaction does not exceed $1,000. Upon request of the
Department or the maker of such checks, a broker shall account for the
receipt and distribution of such checks. A broker shall retain for three
years copies of receipts issued or obtained in connection with the receipt
and distribution of such checks.”
D. Timely deposits
E. Authorized signatures: Who May Sign on a Trust Account?
Withdrawals may be made from the trust fund account of a corporate broker
only upon the signature of:
An officer through whom the corporation is licensed pursuant to
section 10158 [designated officer/broker] or 10211 [additional officers who
want to sign must apply to the DRE and pay an additional fee to act on
behalf of the corporate broker] of the Code; or
Providing that specific authorization in writing is given by the officer
through whom the corporation is licensed [designated officer/broker] and
that the officer is an authorized signatory of the trust fund account, any
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one of the following persons may also sign on the corporate broker's trust
account: (a) a salesperson licensed to the broker; (b) a person licensed as
a broker who has entered into a written agreement pursuant to section
2726 with the broker [written broker associate broker contract]; or (c) an
unlicensed employee of the broker with fidelity bond coverage at least
equal to the maximum amount of the trust funds to which the employee
has access at any time. (CRC § 2834(b).)
CRC § 2834(b) provides that withdrawals may be made from a trust fund account
of an individual broker only upon the signature of the broker or one or more of the
following persons if specifically authorized in writing by the broker:
•

A salesperson licensed to the broker [required in any case by CRC § 2725 to
have a written broker-salesperson contract].

•

A person licensed as a broker who has entered into a written agreement
pursuant to § 2726 [written broker-associate broker contract] with the broker.

•

An unlicensed employee of the broker with fidelity bond coverage at least equal
to the maximum amount of the trust funds to which the employee has access at
any time.

Regardless of which an arrangement is used to make withdrawals from a trust
fund account of a broker shall not relieve an individual broker, or the broker-officer of a
corporate broker licensee, from responsibility or liability as provided by law in handling
trust funds in the broker's custody.
F. Commingling.
Commingling broker funds or property with that of third parties (e.g., borrower,
lenders, etc.) is grounds for discipline. (Bus. & Prof. Code § 10176(e); Reg. §2835).
However, a broker may deposit into his/her trust account a reasonable sufficient
amount, not to exceed $200.00, to pay service charges or fees levied or assessed
against the account by the bank or financial institution where the trust funds are
maintained. (Reg. § 2835(a).)
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7.

Borrower Disclosures

There are a number of disclosures in addition to those that may be
required under TILA, Reg Z, RESPA, Reg X, and other special lending statutes.
A. Mortgage Loan Disclosure Statement
(1)

Who must give the MLDS.

Every real estate broker (acting within the meaning of BP § 10131(d)), 361
who negotiates a loan to be secured directly or collaterally by a lien on real
property must give the borrower a Mortgage Loan Disclosure Statement”
(“MLDS”) regardless of the type of loan (consumer or non-consumer loan) and
regardless of the type of security (i.e., owner-occupied dwelling or commercial
office building). (B&P § 10240(a); Bus. & Prof. Code §§ 10240.1 & 10245.)
Technically, § 10240 applies where the broker did any act within § 10131(d).
Those acts include may include “soliciting lenders”.
Technically, § 10240 applies where the broker did any act within 10131(d).
Those acts include may include “soliciting lenders”.
(2)

When Must the MLDS be Given?

The MLDS shall be given by the broker within three business days after
receipt of a completed written loan application or before the borrower becomes
obligated on the note, whichever is earlier, (B&P § 10240(a).)
While compliance should not be too difficult where there is only one broker
involved, it is unclear how to handle the situation where there are two or more
brokers. Neither the Business and Professions Code nor the commissioner’s
regulations answers the question of whether both brokers must give a MLDS to
the borrower. (Bus. & Profs. Code § 10240 & 10241; Regs §§ 2840, 2842 [for
non-traditional and subprime mortgages].) This can be problematic when one
broker solicits the borrower; packages the loan and circulates it to other brokers
for obtaining lenders or funding. The broker obtaining funding may not even
receive the loan package within 3 business days of the packaging broker
receiving the loan application. Technical compliance could be achieved by the
funding broker giving the MLDS within three business days after his/her receipt of
361

Business and Professions Code § 10131(d) provides that:
“A real estate broker within the meaning of this part is a person who, for a compensation
or in expectation of a compensation, regardless of the form or time of payment, does or
negotiates to do one or more of the following acts for another or others:
(d) Solicits borrowers or lenders for or negotiates loans or collects payments or performs
services for borrowers or lenders or note owners in connection with loans secured directly or
collaterally by liens on real property or on a business opportunity.”
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a completed written loan application or before the borrower becomes obligated
on the note, whichever is earlier. The question is: Whether the statute really
requires such redundant MLDSs to be given?
(3)

On What Type of Loans is a MLDS Required?

A MLDS must be given to the borrower for all loans made or arranged
by licensed real estate brokers except where the loan is a “federally regulated
residential mortgage loan transaction” in which the principal loan amounts
exceed the levels set forth in Business & Professions Code § 10245 ($30,000 or
more for a first deed of trust; and $20,000 or more for a junior deed of trust) the
broker satisfied the requirement to give an MLDS if the borrower receives:
•

A good faith estimate (GFE) that satisfies the requirements of RESPA
that set forth the broker’s real estate license number and a clear and
concise statement on the facts of the document stating that the GFE
does not constitute a loan commitment;

•

All applicable Truth-in-Lending (“TILA”) disclosures; and,

•

If the loan contains a balloon payment provision, the balloon payment
disclosure set forth in Bus. & Prof. Code § 10241(h); or one required
for that loan by Fannie May or FreddieMac; or an alternative disclosure
determined by the Commissioner to satisfy the requirements of TILA.

While most of the provisions in Article 7 are limited to loans secured by a
“dwelling”, § 10240 is excluded from this limitation. (Bus. & Prof. Code §
10240.1.) Therefore, the mortgage loan disclosure statement is required for
all loans made or arranged by a licensed real estate broker.
(4)

MLDS
must
Commissioner.

be

approved

by

the

DRE

The MLDS form must be approved by the DRE Commissioner and must
confirm to certain statutory requirements. (B&P Code § 10241; Regs. 2842 and
2844.)
(5)

Contents of MLDS.

The MLDS must set forth separately the following items:
“(a) The estimated maximum costs and expenses of making the
loan, which are to be paid by the borrower, including but not limited
to, the following:
(1) Appraisal fees.
(2) Escrow fees.
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(3) Title charges.
(4) Notary fees.
(5) Recording fees.
(6) Credit investigation fees.
If a real estate licensee performs or is to perform any of the
services for which costs and expenses are disclosed pursuant to
this subdivision, the licensee shall be entitled to those costs and
expenses in addition to the charges specified in subdivision (b).
(b) The total of the brokerage or commissions contracted for, or
to be received by, the real estate broker for services performed as
an agent in negotiating, procuring, or arranging the loan or the total
of loan origination fees, points, bonuses, and other charges in lieu
of interest to be received by the broker if he or she elects to act as
a lender rather than agent in the transaction.
(c) Any liens against the real property, as disclosed by the
borrower, the approximate amount thereof, and whether each lien
will remain senior, or will be subordinate, to the lien that will secure
the loan.
(d) The estimated amounts to be paid on the order of the
borrower, as disclosed by the borrower, including, but not limited to:
(1) Fire insurance premiums.
(2) Amounts due on prior liens, including interest or other
charges arising in connection with the payment, release,
reconveyance, extinction, or other removal of record of the prior
liens.
(3) Amounts due other creditors.
(4) Assumption, transfer, forwarding, and beneficiary statement
fees.
(e) The estimated balance of the loan funds to be paid to the
borrower after deducting the total of amounts disclosed pursuant to
subdivisions (a), (b), and (d).
(f) The principal amount of the loan.
(g) The rate of interest.
(h) The term of the loan, the number of installments, the
amount of each installment, and the approximate balance due at
maturity, and the following notice in 10-point bold typeface:
"NOTICE TO BORROWER: IF YOU DO NOT HAVE THE
FUNDS TO PAY THE BALLOON PAYMENT WHEN IT COMES
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DUE, YOU MAY HAVE TO OBTAIN A NEW LOAN AGAINST
YOUR PROPERTY TO MAKE THE BALLOON PAYMENT. IN
THAT CASE, YOU MAY AGAIN HAVE TO PAY COMMISSIONS,
FEES, AND EXPENSES FOR THE ARRANGING OF THE NEW
LOAN. IN ADDITION, IF YOU ARE UNABLE TO MAKE THE
MONTHLY PAYMENTS OR THE BALLOON PAYMENT, YOU
MAY LOSE THE PROPERTY AND ALL OF YOUR EQUITY
THROUGH FORECLOSURE. KEEP THIS IN MIND IN DECIDING
UPON THE AMOUNT AND TERMS OF THIS LOAN."
(i) A statement containing the name of the real estate broker
negotiating the loan, his or her license number, and the address of
his or her licensed place of business.
(j) If the broker anticipates that the loan to the borrower may be
made wholly or in part from broker-controlled funds, a statement to
that effect.
For purposes of this section, "broker-controlled funds" means
funds owned by the broker, by a spouse, child, parent, grandparent,
brother, sister, father-in-law, mother-in-law, brother-in-law, or sisterin-law of the broker, or by any entity in which the broker alone or
together with any of the above relatives of the broker has an
ownership interest of 10 percent or more.
(k) The terms of prepayment privileges and penalties, if any.
(l) A statement that the purchase of credit or credit disability
insurance is not required as a condition for the making of the loan.
(m) If the loan is one that is within the limits specified in Section
10245, a certification by the real estate licensee negotiating the
loan that the loan is being made in compliance with the provisions
of this article.”
(6)

Do Servicing Fees Paid by the Lender Have to be
Disclosed on the MLDS or otherwise?

While there is no precedent or guidance on this issue, nothing in the
statutes or DRE regulations requiring disclosure on the MLDS of post-closing
compensation (e.g., servicing fees) which are paid by someone other than the
borrower (e.g., the lender).
As noted above the contents of the MLDS are set forth in Business and
Professions Code § 10241. Section 10241 seems to apply only to “costs of
making the loan paid by the borrower” and for broker commission or origination
fees contracted for in “negotiating, procuring and arranging the loan.” While
arguably, servicing fees paid after the close of escrow might fall into these
categories, it appears to be reasonable not to disclose them on the MLDS.
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However, a broker’s thought process should not end with the sections regulating
the MLDS as that disclosure sets a floor for broker duties, not a ceiling. Business
and Professions Code § 10176(g) provides, in pertinent part:
“The commissioner may,. . .suspend or permanently revoke a
real estate license at any time where the licensee, while a real
estate licensee, in performing or attempting to perform any of the
acts within the scope of this chapter has been guilty of any of the
following:
(g) The claiming or taking by a licensee of any secret or
undisclosed amount of compensation, commission or profit or the
failure of a licensee to reveal to the employer of the licensee the full
amount of the licensee's compensation, commission or profit under
any agreement authorizing or employing the licensee to do any acts
for which a license is required under this chapter for compensation
or commission prior to or coincident with the signing of an
agreement evidencing the meeting of the minds of the contracting
parties, regardless of the form of the agreement, whether
evidenced by documents in an escrow or by any other or different
procedure.” (Emphasis Added).
While this section is not drafted with precision and some argue that it
applies to broker made or arranged loans, it should be carefully reviewed by
counsel with respect to fees paid to the broker by the lender for loan servicing.
In most broker arranged private loan situations, the broker is acting as a dual
agent: (1) to obtain a loan for the borrower; (2) to find a loan for the investor to
invest in; and (3) post-closing servicing of the loan for the lender. These are
really three separate, but related agency agreements each with a different
principal. Clearly, the broker has to disclose to the borrower all fees and
compensation received in making or arranging the loan, including anything paid
by the lender (e.g., like yield spread premiums). However, servicing really is a
separate employment agreement with the lender and all compensation received
must be disclosed to the lender.
In a dual agency situation, the broker may engage in acts requiring a
license and the loan servicing fee is “compensation” for providing licensed
services. As such, in a dual agency situation or where the broker represents the
borrower, out of an abundance of caution the broker may want to disclose the
broker’s servicing fee paid by the lender. Although this disclosure may not have
to be on the MLDS, there is no reason why that disclosure cannot be made on
the MLDS.
(7)

Before Giving the MLDS to the Borrower it Must be
Complete.
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No real estate licensee shall permit the statement to be signed by a
borrower if any information required by Section 10241 is omitted. (Bus. & Prof.
Code § 10240(a).)
(8)

Who Must Sign the MLDS?

The MLDS shall be personally signed by the borrower and by the real
estate broker negotiating the loan or by a real estate licensee acting for the
broker in negotiating the loan. The signed MLDS must be reviewed by the
broker and signed as having reviewed it.
(9)

Delivery of MLDS to the Borrower.

“When so executed, an exact copy thereof shall be delivered to the
borrower at the time of its execution.” (B&P § 10240(a).)
(10)

MLDS Must Contain License Number and DRE
Information.

The MLDS must include the licensee's license number and the DRE’s
license information telephone number which is: (916) 227-0931.
(11)

Record Retention.

“The real estate broker negotiating the loan shall retain on file for a period
of three years a true and correct copy of the statement as signed by the
borrower.” (B&P § 10240(a).)
(12)

Must a New or Amended MLDS be Given to the
Borrower When an Existing Loan is Modified?

Since Business and Professions Code § 10240 addresses only where a
licensee “negotiates a loan to be secured directly or collaterally by a lien on real
property . . .”, it is doubtful that an MLDS is required for a simple extension of an
existing loan. Nothing in SB 385 or in the new final Regs changes this
requirement.
(13)

Approved MLDS Forms

There are three DRE approved MLDS forms available English and in a
number of other languages. MLDS forms and information can be obtained from
the DRE website at http://www.dre.ca.gov/index.html.
(14)

New (8/08) Commissioner Approved MLDS Forms

Pursuant to comments made by CMA by letter and by testimony at the
hearing to adopt the emergency regulations and forms as permanent regulations
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and forms, the DRE proposed modified forms. These modified forms are posted
on the DRE along with instructions. READ THE INSTRUCTIONS THEY
CONTAIN IMPORTANT INFORMATION..
The current approved forms are:
•

RE 882 Mortgage Loan Disclosure Statement (Rev 8/08) for
Traditional Loans. To be used for all commercial loans and for
traditional residential loans. If the loan requires a Good Faith
Estimate (GFE) under RESPA, this form should only be used if a
separate GFE is given to the borrower.

•

RE 883 Mortgage Loan Disclosure Statement/Good Faith Estimate
(Rev 8/08) for Traditional Loans. This form may be used for
traditional residential loans and includes a RESPA Good Faith
Estimate eliminating the need for using a separate form.

•

RE 885 Mortgage Loan Disclosure Statement/Good Faith Estimate
(Rev 8/08) for Non-Traditional Mortgages. This form should be
used for non-traditional mortgages secured by 1-4 residential
properties. The form includes a GFE for RESPA compliance.

The new disclosure form and instructional guide can be found on the DRE
Web site at www.dre.ca.gov. All of the MLDS forms are available in English as
well as Spanish, Tagalog, Chinese, Vietnamese and Korean. Questions
regarding the form should be directed to the Mortgage Loan Activities Unit at
(916) 227-0770.
(15)

For REBs and CFLs -- Translated Mortgage Loan
Disclosure Statements as Alternative to Translating
the Note and Deed of Trust Where the Loan Was
Primarily Negotiated In One of the designated
Languages.

The DRE has translated each of the MLDS into Spanish, Chinese,
Tagalog, Vietnamese, or Korean. The foreign language MLDS forms should be
used.
Civil Code § 1632 was amended by legislation passed in 2003; the
amendments took effect on July 1, 2004. The statute, as amended, provides that
in situations where a loan or extension of credit has been negotiated primarily in
Spanish, Chinese, Tagalog, Vietnamese, or Korean, orally or in writing, the
lender or broker shall deliver to the other party to the contract or agreement, and
prior to the execution thereof, a translation of the contract or agreement in the
language in which the contract or agreement was negotiated, which includes a
translation of every term and condition in that contract or agreement.
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Section 1632 applies to loans or extensions of credit for use primarily for
personal, family or household purposes where the loan or extension of credit is
subject to the provisions of Article 7 (commencing with Bus. & Prof. Code §
10240 [for REBs], or Division 9 (commencing with Section 22000) of the
Financial Code [for CFLs]. Where the loan is primarily negotiated in one of
the designated languages, giving of a MLDS or TILA disclosure translated into
that language will satisfy the requirements of Civil Code § 1632 (i.e., as opposed
to translating the note and deed of trust).
Effective 1-1-07 reverse mortgages have been added to the type of loans
subject to the provisions of § 1632.
B. New Civil Code § 1632.5 Extends Required Translations of
Loan Documents or of Disclosures to Additional Lenders.
AB 1160 (Fong) Ch 274 Effective July 1, 2010, or 90 days after issuance
of a form as provided, whichever occurs later) added Civil Code § 1632.5 which
requires is very similar to Civil Code § 1632 except the new code section applies
to addition lenders. However, there are some significant differences between the
two sections.
Nothing in Civil Code § 1632.5 affects the obligations of a real estate
broker. However, CFLs may choose which of the two laws to follow. The good
news is this bill somewhat levels the playing field between REBs and CFLs with
other lenders (except federal banks, savings and loans and thrifts) when it comes
to the burdens and duties relating to loans negotiated primarily in Spanish,
Chinese, Tagalog, Vietnamese, or Korean. In addition, it creates alternative
compliance for certain supervised financial institutions covered by Civil Code §
1632.5.
Civil Code § 1632 (existing law) requires that where certain contracts are
primarily negotiated in any one of 5 designated foreign languages, certain
agreements must be translated into that foreign language and given to the
borrower before the borrower (contracting party) enters the agreement.
Generally, real property loans were exempt except for those for personal,
family and household purposes [consumer loans] that were made by a
licensed real estate broker, a licensed finance lender or by a licensed Industrial
loan company. However, in lieu of the required translation of all of the contract
documents, the broker/lender may give a mortgage loan disclosure statement
(RE 882, 883 or 885) or a TILA (Reg Z) disclosure translated into the language
primarily used to negotiate the loan. Civil Code § 1632 did not apply to federally
or state chartered banks, savings banks, credit unions making consumer loans
secured by residential real property.
With respect to loans or extensions of credit secured by residential real
property (not defined), new Civil Code § 1632.5, imposes similar obligations to
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those imposed on real estate brokers, CFLs and industrial loan companies under
Civil Code § 1632, on other “supervised financial organizations” (such as
state chartered or licensed banks, savings associations, credit unions, including
any affiliate, or subsidiary, and residential mortgage lenders) as well as CFL and
industrial loan companies which are already covered by Civil Code § 1632.
Federally chartered banks, credit unions, savings banks or thrifts are all
expressly excluded from coverage by Civil Code § 1632.5 (See, Civil Code §
1632.5(j).)
Civil Code § 1632.5 expressly excludes licensed real estate brokers who
remain subject to Civil Code § 1632. With respect to any loan or extension of
credit secured by residential real property (not defined and not limited to
owner-occupied properties or to consumer loans), any supervised institution
that complies with Civil Code § 1632.5, will be deemed to have complied with
Civil Code § 1632 and the reverse is also true (i.e., creating alternative
compliance for those entities covered by Civil Code § 1632.5). This is important
for CFLs and industrial loan companies that are covered by both Civil Code
§1632 and 1632.5. Under Civil Code § 1632.5, where a loan secured by
residential property is primarily negotiated in one of the 5 designated foreign
languages, the supervise financial organization must provide a borrower with a
new disclosure form within 3 business days of receiving the borrower’s written
loan application. The forms and translations will be made available by the
Department of Financial Institutions and by the Department of Corporations.
Since the form must contain the material terms of the loan we assume they will
be similar to a MLDS or a Reg Z TILA disclosure.
There appears to be no consumer loan limitation in Civil Code § 1632.5 as
there is under Civil Code § 1632(b)(4). Therefore, those required to or choosing
to comply with Civil Code § 1632.5 must do so with respect to all loans secured
by
There is an exception for when the borrower has an independent
interpreter, but this exception will rarely be used because of the limitations on
interpreters in both Civil Code §§ 1632 and 1632.5.
Civil Code § 1632.5 provides for administrative penalties of $2,500 for the
first violation, $5,000 for the second violation and $10,000 for each subsequent
violation. However, this section may only be enforced by the supervised financial
institutions licensing agency or by the attorney general. Therefore, unlike Civil
Code § 1632 which is silent on what remedies are available and who may
enforce the code section, Civil Code § 1632.5 appears to expressly exclude a
private right of action in favor only of government action and penalties.
For CFLs and industrial loan companies covered by both laws, compliance
with Civil Code § 1632.5 would appear to be the best practice since the
unpublished Section of the bill, states that it is the legislative intent, that entities
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subject to both Civil Code §§ 1632 and 1632.5 who attempt to comply with Civil
code § 1632.5, will only be subject to the remedies under Civil Code § 1632.5,
eliminating a private right of action.
8.

SB 385 (2006 Stats. 301) Statutory Authority: What did it Do?

SB 385 was intended to apply the provisions of four related lending
guidances created since 2006 to licensees regulated by the Department of
Corporations (“DOC”) and by the Department of Real Estate (“DRE”).
A. The Stealth Provisions.
One of the problems for licensees and attorneys alike is that the
substantive terms of SB 385 are primarily set out in Section 1 of the bill which is
what is referred to as an “uncodified” provisions. While SB 385 modified various
code sections relating to licensed Real Estate Brokers (“REB”); to licensed
California Finance Lenders (“CFL”) and to licensed Residential Mortgage
Lenders (“RML”), the portion of SB 385 that defines the Guidances and defines
what loans are covered remain in the uncodified provisions and can only be read
in annotated codes or in the original chaptered bill.
B. The Guidances.
Section 1of SB 385 describes 4 Guidances, which the legislature declared
“contain important risk management and consumer protection principles.” The
Legislatures stated intention is to impose a “consistent application” of the
Guidance “to state-regulated persons and institutions engaged in the brokering,
originating, servicing, underwriting, and issuance of nontraditional and subprime
mortgage products” to protect borrowers and lenders. (Section 1(d).)
The Legislature directed the DOC, DRE and the Department of Financial
Institutions, to “take steps to ensure that state-licensed mortgage lenders and
brokers are aware of the existence and content of the [Guidance] . . . as soon as
possible and are encouraged to comply with those documents at the earliest
possible date.” Pursuant to this directive the DOC and DRE issued emergency
regulations. (Section 1(e).)
The guidance are:
•

The Interagency Guidance on Nontraditional Mortgage Product
Risks issued in September 2006 by the Office of the Comptroller of
the Currency, the Board of Governors of the Federal Reserve
System, the Federal Deposit Insurance Corporation, the Office of
Thrift Supervision, and the National Credit Union Administration.
[“Nontraditional Mortgage Guidance”]

© 2010 Adleson, Hess & Kelly P.C.

Page 286

•

The Statement on Subprime Mortgage Lending issued in June
2007 by the Office of the Comptroller of the Currency, the Board of
Governors of the Federal Reserve System, the Federal Deposit
Insurance Corporation, the Office of Thrift Supervision, and the
National Credit Union Administration.

•

The guidance on nontraditional mortgage product risks issued in
November 2006 by the Conference of State Bank Supervisors and
the American Association of Residential Mortgage Regulators.
[“Subprime Mortgage Guidance”]

•

The Statement on Subprime Mortgage Lending issued in July 2007
by the Conference of State Bank Supervisors, the American
Association of Residential Mortgage Regulators, and the National
Association of Consumer Credit Administrators.

C. What is a Covered Loan?
(1)

Products that Defer the Payment of Principal or
Interest.

In Section 1(b) the Legislature stated that the Nontraditional Mortgage
Guidance “covers all residential mortgage loan products that allow
borrowers to defer repayment of principal or interest, including all interestonly products and negative amortization mortgages.”
(2)

Residential Mortgage Loan Products.

The term “residential” in “residential mortgage loan products” refers to a
one-to-four unit single-family residence. There is no carve-out for non-owner
occupied 1-4 properties, bridge loans, construction loans or for non-consumer
loans secured by a 1-4 residential property. However, because of this definition,
a loan on a vacant lot for residential construction may not be covered by SB 385.
Clean up legislation may be needed to clarify this point for the timid.
(3)

ARM Products with the Potential for Payment
Shock.

Section 1(c) applies the Subprime Mortgage Guidance “to adjustable-rate
mortgage products that are typically offered to subprime borrowers and that
have the potential for payment shock.”
D. What is Not a Covered Loan?
The Nontraditional Mortgage Guidance does not cover:
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•

Reverse mortgages

•

Home equity lines of credit (HELOCs), other than simultaneous
second-lien loans (piggy-back HELOCS).

•

While not expressly covered, by virtue of the definitions in Section 1
of SB 385, the following may not be covered:
o Fully amortized loans;
o Fully Indexed ARMs
o Partially amortized loans that are fixed rate (e.g., fixed rate,
fixed payment loans amortized over 30 years but due in a
shorter period of time e.g., 7 years).
o All commercial loans;
o Probably all loans secured by mixed use properties i.e., part
commercial and part 1-4 residential; and,
o Loans for new construction of residential properties on vacant
lots (as opposed to loans to remodel an existing 1-4 residential
property).

E. Key Business Plan Decisions.
There are a number of key business plan decisions arising from SB 385.
•

Make loans that are not covered by SB 385 and, therefore, do not
require compliance with (i.e., policies and procedures
implementing) the Guidance;

•

Adopt a business plan avoiding being a § 10131.1(b)(1)(C) broker
subject new reg. § 2844.

•

If your business plan includes covered loans, you must adopt
policies and procedures to comply with the Guidance and use the
RE 885 form.

•

If you are a § 10131.1(b)(1)(C) broker, you must adopt policies and
procedures to comply with Reg. 2844 and, if the loan is a covered
loan, adopt policies and procedures to comply with the Guidance
and use the RE 885 form.

F. SB 385, Amended B&P Code § 10131.1 to add provisions
requiring a real estate license for principals who make (as
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well as buy or sell) loans to the public (i.e., are viewed as
being “in the business” even though acting as principals).
(1)

Tradition Real Estate Loan Broker.

Most licensed brokers are brokers within the meaning of Business and
Professions Code § 10131(d)&(e) which provides:
Section 10131 provides in pertinent part:
“A real estate broker within the meaning of this part is a person
who, for a compensation or in expectation of a compensation,
regardless of the form or time of payment, does or negotiates to
do one or more of the following acts for another or others:
(d) Solicits borrowers or lenders for or negotiates loans or
collects payments or performs services for borrowers or lenders or
note owners in connection with loans secured directly or collaterally
by liens on real property or on a business opportunity.
(e) Sells or offers to sell, buys or offers to buy, or exchanges or
offers to exchange a real property sales contract, or a promissory
note secured directly or collaterally by a lien on real property or on
a business opportunity, and performs services for the holders
thereof.”
This definition does not include brokers who make loans as a principal
although other sections of the Business & Professions, constitution and Civil
Codes clearly contemplate covering loans “made or arranged” by real estate
brokers. (B&P Code § 10240 et seq.; Cal. Const. Article XV and Civil Code §
1916.1)
(2)

New § 10131.1 Loan Broker (Making Loans as a
Principal).

. Business & Professions Code § 10131.1 previously covered principals
who bought, sold or exchanged 362 eight or more notes secured directly or
collaterally real property in a calendar year, SB 385 amended that section to add
a new category of broker, as follows:
“10131.1. (a) A real estate broker within the meaning of this
part is also a person who engages as a principal in the business of
making loans or buying from, selling to, or exchanging with the
public, real property sales contracts or promissory notes secured
362

Bus. & Prof. Code § 10131.1(b)(1)(A)limits notes secured by real property for resale to
the public and not for investment. Bus. & Prof. Code § 10131.1(b)(1)(B) excludes from the
number sold or exchanged by a principal for the purpose of § 10131.1, notes sold through a
licensed real estate broker.
© 2010 Adleson, Hess & Kelly P.C.

Page 289

directly or collaterally by liens on real property, or who makes
agreements with the public for the collection of payments or for the
performance of services in connection with real property sales
contracts or promissory notes secured directly or collaterally by
liens on real property.
(b) As used in this section:
(1) “In the business” means any of the following:
(A) [acquisition of loans for resale to the public].
(B) [sale to or exchange with the public.]
(C) The making of eight or more loans in a calendar year from
the person’s own funds to the public when those loans are held or
resold and are secured directly or collaterally by a lien on
residential real property consisting of a single dwelling unit in a
condominium or cooperative or on any parcel containing only
residential buildings if the total number of units on the parcel is four
or less. However, no transaction negotiated through a real
estate broker who meets the criteria of subdivision (a) or (b) of
Section 10232 shall be considered in determining whether a
person is a real estate broker within the meaning of this
section.
(3) “Own funds” means either of the following:
(A) Cash, corporate capital, or warehouse credit lines at
commercial banks, savings banks, savings and loan associations,
industrial loan companies, or other sources that are liability items
on the person’s financial statements, whether secured or
unsecured.
(B) Cash, corporate capital, or warehouse credit lines at
commercial banks, savings banks, savings and loan associations,
industrial loan companies, or other sources that are liability items
on the financial statement of an affiliate of the person, whether
secured or unsecured.
(4) “Own funds” does not include funds provided by a third
party to fund a loan on condition that the third party will
subsequently purchase or accept an assignment of the loan.”
The modification to Business and Professions Code § 10131.1 has
created more confusion than any other provision of SB 385. There is some (off
record) indication that the intention of this provision was to bring within DRE
jurisdiction loans “made” by real estate brokers. Loans arranged by licensed real
estate brokers is already clearly covered by Business & Professions Code §
10131(d).
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Unfortunately, the express language of Business and Professions Code §
10131.1 is uncertain at best and, to a large extent, may belie this intention. First,
the exception in the amended provision for Threshold brokers would render the
amendments inapplicable to loans (even loans made by) a licensed “threshold
broker”.
Making interpretation even more difficult, the statute retains the
exemptions in § 10131.1(b)(1)(B) which states:
“However, no transaction negotiated through a real estate
licensee shall be considered in determining whether a person is a
real estate broker within the meaning of this section.”
By using the word “section” instead of “subparagraph” or “subsection”, it appears
any loan negotiated through any licensed real estate broker would be exempt
from the principal broker rules in § 10131.1.
BECAUSE OF THESE
UNCERTAINTIES IN THE LANGUAGE OF §10131.1, POLICIES REGARDING
LOANS MADE DIRECTLY BY A BROKER USING THE BROKER’S OWN
FUNDS SHOULD BE DEVELOPED ONLY AFTER SEEKING ADVICE OF
YOUR OWN COUNSEL.
In addition, the current wording of § 10131.1(b)(1) creates confusion because an
investor making 8 or more loans in a calendar year, excluding those made
through a licensed “threshold” broker, would have to be licensed and would be
subject to the more rigid underwriting standings under Reg § 2844 which
expressly applies only to § 10131.1 brokers. How would a broker arranging a
loan for multi-lenders know if one of the investors has become a § 10131.1
broker during the year. For the time being (until clarification is given), the best
practice may be to question whether any investor has made 8 or more loans in
the calendar year. If so, it may be wise to determine if any of those loans were
negotiated through a threshold broker. A list of threshold brokers can be
obtained from the DRE by filing a DRE Form RE 850 (rev. 6/97).
G. Implementation of New Provision.
It appears from information (non-binding) discussions with the DRE that
they view a § 10131.1(b)(1)(C) broker as a new class of broker which is one
making loans with the broker’s own money whether those loans are held or
resold to the public. The DRE appears to view a § 10131.1(b)(1)(C) broker as
distinct from a § 10131(d)&(e) broker. This is critical when reviewing the new
emergency regulations. If you are defined as a § 10131.1(b)(1)(C) broker, you
may want to change your business plan so avoid being classified as such. The
elements of a new § 10131.1(b)(1)(C) broker:
•

Making of eight or more loans in a calendar year. A calendar year
is January 1 to December 31.
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•

From the Broker’s own funds to the public when those loans are
held or resold. Almost all funds (cash, lines of credit etc.) from a
broker or his affiliate will be included (see definition above)..

•

No transaction “negotiated” through a threshold real estate broker
(who meets the criteria of B&P Code § 10232 (a) or (b) shall be
considered in determining whether a person is a § 10131.1(b)(1)(C)
broker. As mentioned above, this is a substantially different than §
10131.1(b)(1)(B) (which deals with the sale or exchange or 8 or
more notes to the public) which excludes any “transaction
negotiated through a real estate licensee shall be considered in
determining whether a person is a real estate broker within the
meaning of this section.” If one interprets this latter section as
only applying to sales or exchanges of existing notes (not any
transaction within the section), then this may put a premium of
being a threshold broker.

•

The loans are secured directly or collaterally by a lien on residential
real property (i.e., single dwelling unit in a condominium or
cooperative or on any parcel containing only residential buildings
if the total number of units on the parcel is four or less.)
o 1-4 residential definition appears to apply to all 1-4 residential
properties whether owner-occupied or not.
o The word “only” appears to limit this qualification so it does not
apply to mixed use (commercial and residential properties).
o A loan secured by a collateralized (pledge) note and deed of
trust secured by a 1-4 residential real property will count
towards the 8 or more.
(1)

Consequences of Being a § 10131.1(b)(1)(C) broker.

The consequences of being a § 10131.1(b)(1)(C) broker are:
•

The Broker is subject to all statutes and regulations relating to real
estate licensees.

•

The Broker is subject to the provisions of emergency regulation §
2844 relating to underwriting requirements (discussed later).
(2)

New Section 10240.3 Implementing the Guidance.

Section 10240.3 does three things:
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•

It directs the DRE Commissioner shall apply the guidance (1 and 3
discussed above) to real estate brokers acting within the meaning
of Section 10131.1 or Section 10131(d). (§ 10240.3(a).)

•

It authorized the Commissioner to adopt emergency and final
regulations to clarify the application of this section as soon as
possible. (§ 10240.3(b).)

•

It requires a real estate broker acting within the meaning of §§
10131.1 or10131(d) to adopt and adhere to policies and procedures
that are reasonably intended to achieve the objectives set forth in
the Guidance. (§ 10240.3(c).)
(3)

The Guidances

As to real estate brokers, SB 385 seeks to apply two guidances to real
estate brokers:
•

The guidance on nontraditional mortgage product risks published
on November 14, 2006, by the Conference of State Bank
Supervisors and the American Association of Residential Mortgage
Regulators (herein “Nontraditional Mortgage Guidance”), and;

•

The Statement on Subprime Mortgage Lending published on July
17, 2007, by the aforementioned entities and the National
Association of Consumer Credit Administrators (“Subprime
Mortgage Guidance”).
(4)

Nontraditional Mortgage Guidance.

The Nontraditional Mortgage Guidance (“NMG”) defines “nontraditional
mortgages” as “products that allow borrowers to defer repayment of principal
and, sometimes, interest.” These products “include such products as ‘interest
only’ mortgages where a borrower pays no loan principal for the first few years of
the loan and “payment option” adjustable-rate mortgages (ARMs) where a
borrower has flexible payment options with the potential for negative
amortization.” (NMG p. 2). The Guidance expressly excludes reverse
mortgages, HELOCs (except for Simultaneous Second-Lien Loans) or “fully
amortizing residential mortgage loan products.” (Id., at fn. 1). This raises the
question of whether the Guidance was intended to include partially amortized
loans (e.g., 30 due in 5).
The NMG discourages “Collateral-Dependent Loans” that “heighten the
need for a borrower to rely on the sale or refinancing of the property once
amortization begins.” This is a risk feature of a nontraditional mortgage and
should not mean that all equity loans are prohibited, only those involving
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nontraditional mortgages. (NMG 4-5). Warning: pending Reg Z changes may
substantially do away with 1-4 equity financing (This should be covered in CMA’s
October 2008 seminar).
The NMG provides that where there is Risk Layering of multiple features
of nontraditional mortgages, the “provider should demonstrate that mitigating
factors support the underwriting decision and the borrower’s repayment capacity.
Mitigating factors could include higher credit scores, lower LTV and DTI ratios,
significant liquid assets, mortgage insurance and other credit enhancements.”
Higher pricing of the product alone it does not replace sound underwriting.
The NMG suggests that “reduced documentation” loans should be used
with caution. “As the level of credit risk increases, it is expected that a provider
will more diligently verify and document a borrower’s income and debt reduction
capacities. Clear policies should govern the use of reduced documentation.”
Caution: The DRE has been pursuing accusations against licensees who
placed borrowers in “low doc” or “no doc” loans based upon existing laws and
regulations and the fact that a broker is a fiduciary to the borrower.
(5)

Subprime Mortgage Guidance.

The “Statement on Subprime Mortgage Lending” (“Subprime Mortgage
Guidance” or “SMG”) The SMG addresses “emerging risks associated with
certain subprime mortgage products and lending practices. In particular, the
Agencies are concerned about the growing use of adjustable rate mortgage
(ARM) products' that provide low initial payments based on a fixed introductory
rate that expires after a short period, and then adjusts to a variable rate plus a
margin for the remaining term of the loan. These products could result in
payment shock to the borrower.” (SMG p. 1).
The SMG defines “subprime borrowers” as generally those borrowers
that “display a range of credit risk characteristics that may include one or more of
the following:
•

Two or more 30-day delinquencies in the last 12 months, or one or
more 60-day delinquencies in the last 24 months;

•

Judgment, foreclosure, repossession, or charge-off in the prior 24
months;

•

Bankruptcy in the last 5 years ;

•

Relatively high default probability as evidenced by, for example, a
credit bureau risk score (FICO) of 660 or below (depending on the
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product/collateral), or other bureau or proprietary scores with an
equivalent default probability likelihood; and/or
•

Debt service-to-income ratio of 50% or greater, or otherwise limited
ability to cover family living expenses after deducting total monthly
debt-service requirements from monthly income.

The SMG states that this list is not meant to be exhaustive. (SMG p.3).
The SMG is “concerned that borrowers may not fully understand the risks
and consequences of obtaining products that can cause payment shock.' In
particular . . . adjustable-rate mortgage (ARM) products typically" offered to
subprime borrowers that have one or more of the following characteristics:
•

Low initial payments based on a fixed introductory rate that expires
after a short period and then adjusts to a variable index rate plus a
margin for the remaining term of the loan',

•

Very high or no limits on how much the payment amount or the
interest rate may increase ("payment or rate caps") on reset dates;

•

Limited or no documentation of borrowers' income;

•

Product features likely to result in frequent refinancing to maintain
an affordable monthly payment; and/or

•

Substantial prepayment penalties and/or prepayment penalties that
extend beyond the initial fixed interest rate period.

Products with one or more of these features present substantial
risks to both consumers and providers.
The SMG appears to be limited to ARM’s that can subject the borrower to
payment shock and which include one or more of the above characteristics.
Therefore, nothing in the SMG appears to apply these factors or the SMG to
fixed rate, fixed payment, amortized loans (i.e., whether fully or partially
amortized) or to fully indexed ARMs.
The SMG states that subprime products are not “predatory”. The SMG
states that: “[t]ypically, predatory lending involves at least one of the following
elements:
•

Making loans based predominantly on the foreclosure or liquidation
value of a borrower's collateral rather than on the borrower's ability
to repay the mortgage according to its terms [equity loans];
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•

Inducing a borrower to repeatedly refinance a loan in order to
charge high points and fees each time the loan is refinanced ("loan
flipping"); or,

•

Engaging in fraud or deception to conceal the true nature of the
mortgage loan obligation, or ancillary products, from an
unsuspecting or unsophisticated borrower.”

(SMG p. 5.)
The SMG adopts similar underwriting standards as those set forth in the
NTM Guidance. The SMG encourages “prudent workout agreements” as being
in the best interest of both the lender and the borrower.
(6)

Emergency Regs Dated 1-14-08.

The emergency regulations effective 1/08 modify or add 10 CCR §§ 2840,
2842 and 2844 and were, at best, confusing. With the encouragement and
testimony CMA, many (but not all) of these ambiguities and problems were
resolved in final regulations that became effective in August 2008..
(7)

Section 2840.

Reg 2840 (8/08) authorized the DRE Commissioner to publish new RE882 (MLDS) and RE-883 (MLDS/GFE) forms.
The regulation purports to be for the “purpose of aiding real estate
licensees in providing the disclosure of material information to prospective
borrower in a uniform and effective manner. (10 CCR § 2840(b).) Both the
instructions to the forms and the DRE website state that the RE 882 and RE 883
forms are for use only with “traditional loans”.
(8)

Section 2842.

Reg § 2842 is entitled “Approved Borrower Disclosure Statement for
Nontraditional and Subprime Mortgage Products”. Section 2842 authorizes the
Commissioner to publish and make available to interested persons as an official
form of the Department of Real Estate (RE Form 885) which is the form of
MLDS/GFE that should be used for “nontraditional mortgage products.” That
form is the RE 885 which is a combination MLDS/GFE. Section 2842 states that
the RE 885 “is for the purpose of aiding real estate licensees in providing the
disclosure of material information in a uniform and effective manner to
prospective borrowers relating to home loans on one-to-four unit single-family
residences whose loans involve a ‘nontraditional mortgage product’ . . .”
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Comment: Prior references in the temporary and proposed regulations to
Borrowers "who are not able to qualify for prime loan products due to credit
characteristics indicating a higher risk of default, in a uniform and effective
manner”, at the request of CMA, were removed from the final version of Reg
2842.
Section 2842(c) defines a "’nontraditional mortgage product’ is a loan that
allows borrowers to defer repayment of principal or interest. Such products
include, but are not limited to, interest only loans where a borrower pays no loan
principal for a period of time and payment option loans where one or more of the
payment options may result in negative amortization.”
Again, reverse
mortgages and HELOCS (other than simultaneous second lien loans) are
excluded from the definition of “nontraditional mortgage products.”
The following loans, although not referenced in Reg § 2842 probably do
not defer payment of principal and interest so as to fall within the definition of
“nontraditional mortgage product”:
•

A fully amortized loan;

•

A loan that its amortized over 30 years, but due in 5 years.

•

A fully indexed adjustable rate loan.
(9)

New RE 885 for Nontraditional Mortgage Products
(SB 385).

SB 385, the new DRE and DOC Regs, and the new RE 885 will be
discussed in a separate section. The following is the DRE’s Summary, reprinted
from its Fall 2007, Mortgage Loan Bulletin. (Emphasis Added).
(10)

Completing the Forms.

The final regulations and forms (8/08) greatly clarify ambiguities in the
(1/08) emergency Reg forms both as to selecting the proper form and as to how
to completed the forms. Each form includes instructions to assist the licensee in
selecting the proper form and in completing them. CAREFULLY READ THE
INSTRUCTIONS TO EACH FORM.
RE 885 (MLDS/GFE for nontraditional mortgage products) still has a “loan
comparison chart” as part of the form. Unfortunately, unlike the DOC Regs, the
DRE will still require that the comparative loan chart be completed whether or not
the broker offers the type of loans listed on RE 885 loan comparison chart.
However, the revised RE 885, when it become operative, will allow the broker to
indicate in a checked box whether the loan listed in the comparison boxes “is” or
“is not” offered by the broker completing the RE 885. This will lessen the risk of
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borrowers being confused that they may obtain one of the comparative loans
from the broker giving the RE 885.
The informal opinion from the DRE is that where the loans are offered by
the broker, the comparisons should be based on the terms of the actual loans
offered by the broker unless such products are offered merely to evade the
purposes of SB 385 and the Regs (i.e., not a loan the broker really intends to
make because the terms are unrealistic). Where the broker does not offer such
products, the terms disclosed should be those offered by other lenders (not
necessarily the best or worst loans, but loans representative of those offered in
the market place.)
CFLs may use the RE 885 or a similar form and are only required to list on
the loan comparison chart loans actually offered by the CFL. (Reg. 1436(d).)
(11)

Section 2844.

10 CCR § 2844 sets forth “lending practices for nontraditional and
subprime mortgage products" and provides:
“(a) A Section 10131.1 real estate broker shall adopt and
adhere to the policies and procedures set forth in the Guidances (1
and 3) which are incorporated by reference into the regulation.”
Reg § 2844 (a), requires that a § 10331.1 broker shall, at a minimum,
adopt and adhere to the following:
“(1) Risk Management Practices
(A) Consider a borrower’s ability to repay the mortgage loan
according to its terms as the primary basis for making the loan
rather than the foreclosure or liquidation value of the collateral.
(B)
Ensure that a loan results in an identifiable benefit to
the borrower and refrain from inducing a borrower to repeatedly
refinance a loan in order to charge high points and fees each time
the loan is refinanced.
(C)
Fully disclose the true nature of the mortgage loan
obligation, or ancillary products to the borrower.
(2) Underwriting Standards
(A)
Analyze a borrower’s repayment capacity to include
an evaluation of his/her ability to repay the loan by final maturity at
the fully indexed rate, assuming a fully amortizing repayment
schedule. For products that permit negative amortization, a
repayment analysis should be based on the initial loan amount plus
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any balance increase that may accrue from the negative
amortization.
(B)
Avoid combining nontraditional loan features such as
interest-only or negative amortization loans with reduced
documentation or simultaneous second-lien loans (piggyback)
unless there are mitigating factors such as high credit scores, low
loan to value ratios (LTVs) and debt to income ratios (DTI),
significant liquid assets, mortgage insurance or other credit
enhancements.
(C)
Accept stated income or reduced documentation only
if there are mitigating factors that clearly minimize the need for
direct verification of the borrower’s repayment. The mitigating
factors shall be documented.
(D)
When setting introductory rates on adjustable rate
mortgages, consider the spread between the introductory rate and
the fully indexed rate to minimize negative amortization, payment
shock and earlier-than-scheduled recasting of monthly payments.
Pursuant to the Statement on Subprime Mortgage Lending"...
[payment shock refers to a significant increase in the amount of the
monthly payment that generally occurs as the interest rate adjusts
to a fully indexed basis. Products with a wide spread between the
initial interest rate and the fully indexed rate that do not have
payment caps or periodic interest rate caps, or that contain very
high caps, can produce significant payment shock" [Italicize bold
material added to proposed regulation when the final regulation
was approved].
(E)
When making loans to borrowers, ensure that such
programs do not feature terms that could become predatory or
abusive as described in the “Statement on Subprime Mortgage
Lending” under “Predatory Lending Considerations” and the
“Guidance on Nontraditional Mortgage Product Risks” under
“Lending to Subprime Borrowers”. [references in the proposed reg
to “subprime borrowers” was removed in the final reg].
(F)
Qualify borrowers financing non-owner occupied
investment properties on their ability to service the debt over the life
of the loan and require evidence that the borrower has sufficient
cash reserves to service the loan considering the possibility of
extended periods of property vacancy and the variability of debt
service requirements associated with nontraditional mortgage loan
products.
(G)
Qualify a borrower’s repayment capacity by a debt-toincome (DTI) ratio that includes an assessment of the borrower’s
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total monthly housing-related payments (e.g. principal, interest,
taxes and insurance) and total monthly obligations as a percentage
of gross income.
(3) Control Systems
(A)
Design compensation programs that avoid providing
incentives for originations inconsistent with sound underwriting and
consumer protection principles. Such programs should not result in
the steering of consumers to products resulting in payment shock
or containing prepayment penalties, balloon payments or a higher
cost due to reduced documentation or stated income, to the
exclusion of other products for which the consumer may qualify.
(B)
Monitor the quality of third-party originations so that
they reflect the broker’s lending standards and compliance with the
Real Estate Law, Regulations of the Real Estate Commissioner and
other applicable state and federal laws and regulations.
(4) Consumer Protection
(A)
In approving loans, primarily consider the borrower's
ability to repay the mortgage loan according to its terms.
(B)
Assist the consumer in selecting a product by
providing information that enables the consumer to understand
material terms, costs, and risks of loan products.
(C)
When offering mortgage product descriptions and
advertisements, provide clear, detailed information about the costs,
terms, features, and risks of the loan to the borrower including:
Potential payment shock
Negative amortization
Prepayment penalties
Balloon payments
Cost of reduced documentation loans
Responsibility for taxes and insurance
(D)
Provide monthly statements to consumers who have
Payment Option adjustable rate mortgages (ARMs) which include
information that enables consumers to make informed payment
choices, and which include an explanation of each payment option
available and the impact of that choice on loan balances.
(E) Avoid leading borrowers who have Payment Option ARMs
to select a non-amortizing or negatively amortizing payment.”
(12)

SB 385 and Regs from DOC for CFLs

© 2010 Adleson, Hess & Kelly P.C.

Page 300

The Department of Corporations (“DOC”) enacted 10 CCR §1436 which
was effective January 1, 2008.
Section 1436 adopts both the Nontraditional Mortgage Guidance and the
Subprime Mortgage Guidance (discussed above) and incorporates them by
reference. In addition, § 1436 now requires an Addendum to the CFL licensee’s
annual report which must be completed and returned to the DOC by March 15,
2008. This addendum is intended to report on Non-traditional, Adjustable Rate
and Mortgage Loan Products and new DOC 10 CCR §1436.
(13)

All CFLs Must Implement Best Practices under
Guidance.

All CFLs must implement best practices under guidance “to manage loan
product risk on a continuous basis” (10 CCR § 1436(a).) The best practices
shall include the practices set forth in the Guidance which are incorporated into §
1436 by reference.
(14)

Compliance Report, New Addendum and Survey for
Non-Traditional Mortgages.

The new addendum to the annual report and the new Non-traditional,
Adjustable Rate and Mortgage Loan Survey must be completed and returned
with the CFL licensee’s annual report required by Financial Code § 22159The
report and survey are due on or before March 15, 2008. (10 CCR § 1436(b).)
The annual report must be filed by every licensee even if no business was
conducted under its CFL license in 2007. Copies of the notice and addendum
can be obtained from the DOC website at: http://www.corp.ca.gov/.
In addition, the CFL must attach a “separate written document” as an
addendum to the annual report stating:
•

Whether it made or arranged (during the reporting period)
nontraditional mortgage products and adjustable rate mortgage
products as defined in the Guidance;

•

If such loans were made, “explain how it has implemented best
practices;

•

Explain “whether and how it has put into effect the following internal
controls or procedures during the reporting period: adopted
processes, policies and procedures to ensure compliance with the
Guidance; designated a compliance officer (including contact
information of that officer) to ensure compliance with the Guidance;
implemented a consumer complaint process to resolve consumer
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complaints involving loans covered by the Guidance; and educated
employees and agents to help them understand how to apply the
best practices.”
•

“In addition, the finance company shall indicate the number of any
consumer complaints it received during the reporting period
regarding loans that are subject to the Guidance, including the
number of resolved complaints and unresolved complaints and the
number of workout arrangements used for resolved complaints.”
The regulation defines “workout arrangement is a rather nontraditional fashion .
That is, § 1436(b) states, “’workout
arrangement’ shall mean a modified or converted loan product with
predictable payment requirements to help the financially-stressed
borrower.”
(15)

Books and Records.

For each consumer complaint under § 1436(b), the CFL must maintain
and make available to the Commissioner “a copy of the complaint and the
finance company’s written response or explanation of how the company resolved
the complaint including any workout arrangement.” (10 CCR § 1436(c).)
(16)

CFL Loan Disclosure to Borrower.

Section 1436(d) requires a CFL, “within three business days after receipt
of a completed application for a nontraditional loan or an adjustable rate loan that
is subject to the Guidance, or before the borrower becomes obligated on the
note, whichever is earlier, cause to be delivered to the borrower statements in
writing disclosing, in a clear and conspicuous manner, information comparing
payment scenarios and loan balance scenarios among any nontraditional loan
and adjustable rate loan products offered by the finance company and that are
subject to the Guidance.” An RE 885 may be used by a CFL.
(17)

Advertising Prohibitions.

10 CCR § 1436(e) establishes advertising prohibitions as follows:
“For purposes of Section 22161 of the Financial Code, the
following are considered false, misleading, or deceptive advertising
prohibited by that section for loans that are subject to the Guidance:
(1) Any advertisement of an installment in repayment of an
adjustable rate, interest only or payment-option loan without an
equally prominent disclosure of the following information about the
loan as applicable:
(A) Principal amount
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(B) Term of loan
(C) Initial interest rate
(D) Number of months the initial interest rate will be in effect
(E) Fully-indexed interest rate
(F) Maximum interest rate
(G) If different, an explanation of the difference between the
payment rate, initial interest rate and fully-indexed rate
(H) Annual percentage rate
(I) How often the interest rate and payments can change
(J) Maximum periodic change in the interest rate and payments
(periodic caps)
(K) Number of months and percentage of original loan amount
after which minimum payments will not be accepted and the loan
re-amortizes
(L) The monthly payment based on the maximum interest rate,
and the loan balance after all negative amortization is included,
assuming minimum payments are made
(M) If the loan contains a prepayment penalty, a statement to
that effect
(N) If the loan contains a balloon payment, a statement to that
effect Document PRO 01/07 - Order 4
(2) Any advertisement that the licensee can arrange “low
doc/no doc”, “no income/no asset”, “stated income”, “stated asset”,
“no ratio” or similar loan products without a statement that these
products may have a higher interest rate, more points or more fees
than other products requiring documentation.”
The regulation states that the advertising prohibitions apply “to loans
secured by residential real property” located in California “improved by a
one-to-four family dwelling” but “not apply to a commercial loan.” (10 CCR
§ 1436(f).) There appears to be some ambiguity as the regulation on the
one hand refers to a type of loan (“commercial loan”) and on the other
hand refers to loans secured by 1-4 residential properties. What if the
commercial loan is secured by a 1-4 residential property?
(18)

HELOCS

Under SB 385 (unpublished Section 1(b)) HELOC’s (other than
“simultaneous second-lien loans” (“piggy-backs)) are expressly excluded from
the definition of “nontraditional mortgage product”.
Such loans should be
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excluded from the emergency regulations and not treated as a “nontraditional
mortgage”.
H. Fair Lending Notice
A Fair Lending Notice (RE 867) must be posted in a conspicuous place for
public inspection. At the time of the written loan application is taken, the broker
must give the prospective borrower a Fair Lending Notice in at least 10 point
type. (Form RE 867A) and obtain a signed acknowledgement of receipt from the
prospective borrower which must be maintained by the broker for a minimum of 3
years. (Cal Health & Saf. Code § 35830).
I.

Additional Notice required for of Fin. Code §§ 4970 et seq.
(High Cost Mortgages).

If a loan is covered by Section 32 or by Financial Code § 4970 et seq.
additional borrower notices are mandated and must be given. (See discussion in
Chapter on Hight Cost Mortgage and Predatory Lending).
J.

New Agency Disclosure for Brokers Arranging Loans.

“When an agent undertakes to arrange financing in connection
with a sale, lease, or exchange of real property, or when a person
or entity arranging financing in connection with the sale, lease, or
exchange of real property undertakes to act as an agent with
respect to that property, that agent, person, or entity shall,
within 24 hours, make a written disclosure of those roles to all
parties to the sale, lease, or exchange, and any related loan
transaction.”
(Bus. & Prof. Code § 10177.6.) Agent has the same meaning as defined in the
agency disclosure statute relating to real estate sales. (Civil Code §2079.13(a).)
Comment: This statute added effective 1-1-09, would appear to require a
disclosure to the lender and borrower in a loan transaction (not just a sales
transaction). Tacitly, it appears to recognize dual and bifurcated agency in loan
transactions. No form of disclosure is provided in the statute and, therefore,
licensees should obtain disclosure forms approved by counsel.
9.

Fees and Payment of Compensation.
A. Costs, expenses and fees

No "costs and expenses of making the loan" referred to in Section
10241(a) which have not been paid, incurred or reasonably earned by the
loan broker shall be charged to the borrower. No fee may be charged to a
borrower as part of the costs and expenses of making the loan which exceeds
© 2010 Adleson, Hess & Kelly P.C.

Page 304

the fee customarily charged for the same or comparable service in the
community where the service was rendered. (Reg § 2943).
B. No Add-ons or Mark up for Services Provided by a Third
Party Escrow or title Company.
“If the escrow depositary for a loan transaction is a licensed escrow
agent, a title insurance company, a bank or trust company or a savings and
loan association, and a fee is charged to the borrower by the escrow
depositary for the escrow function, no additional fee may be charged by the
broker, a salesperson licensed to the broker or any entity controlled by the
broker for services related to the conduct of an escrow. (Reg § 2943).
C. Disclosure of compensation
Compensation that the broker anticipates receiving from all sources,
including lender rebates must be disclosed on the appropriate form. (See,
Bus. & Prof. Code §§ 10176(g), 10240(a) & (c).)
D. Disclosure
buyer/seller

of

loan

compensation

when

representing

It shall constitute misrepresentation under Business and Professions
Code § 10176(a) for a real estate licensee who acts as an agent for either
party in a transaction for the sale, lease or exchange of real property, a
business opportunity or a mobilehome, and who receives compensation, or
who anticipates receiving compensation, from a lender in connection with the
securing of financing for the transaction, to fail to disclose to both parties,
prior to the closing of the transaction, the form, amount and source of
compensation received or expected. (Reg § 2904).
E. No Payment of Compensation to Unlicensed Persons.
A broker cannot employ or pay compensation to an unlicensed person,
directly or indirectly, for performing acts requiring a license. (Bus. & Prof. Code §
10137). However, a commission may be paid to a broker of another state. (Id.)
This is not a loophole in the licensing law. The out-of-state broker must be
licensed in California to directly collect a commission for licensed activities;
however, a California broker may share a commission with an out-of-state broker
presumable where work is performed or pursuant to an agreement with the outof-state broker. (Watch RESPA § 8 problems where the commission is merely a
referral fee for settlement services).
Frequently, loan brokers or their agents hire persons to process and do
various task (clerical help and assistants). These persons must either be
licensed or the broker must assure that they are not performing services
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requiring a license.
It is more difficult when the assistant is hired by the
salesperson rather than the broker since
F. Salesperson Compensation only From Broker.
A salesperson may not “be employed by or accept compensation from any
person other than the broker under whom he is at the time licensed.” (Id.) It is
unlawful for a salesperson to pay any compensation for performing any of the
acts requiring a license except through the broker under whom he is licensed.
Therefore, all compensation for licensed conduct must be through the employing
broker. (Id.)
G. Advance Fees.
(1)

2009 Amendment (SB 94).

As amended by SB 94 (effective 10-11-09) an advance fee is defined as
“a fee , regardless of the form, claimed, demanded, charged, received, or
collected * * * by a licensee from a principal before fully completing each and
every service the licensee contracted to perform, or represented would be
performed. Neither an advance fee nor the services to be performed shall
be separated or divided into components for the purpose of avoiding the
application of this section.” 363 [Bold indicates additions and “***” indicates
deletions from prior versions of this section].
(2)

Advertising as Advance Fee.

The term “advance fee” “applies to a fee for a listing, advertisement or
offer to sell or lease property, other than in a newspaper of general circulation,
issued primarily for the purpose of promoting the sale or lease of business
opportunities or real estate or for referral to real estate brokers or salesmen, or
soliciting borrowers or lenders for, or to negotiate loans on, business
opportunities or real estate.” 364
(3)

Rental Property Security Deposit and Screening
Fee Exceptions.

An “advance fee” does not include “security” as that term is used in Civil
Code § 1950.5, or a “screening fee” as that term is used in Civil Code § 1950.6.
The purpose of this exception was to regulate fees that are not subject to those
Civil Code §§ 1950.5 or 1950.6 365

363

Bus. & Profs. Code § 10026.
Id.
365
Id.
364
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(4)

An Approved Advance Fee Agreement Not
Required for Appraisal Report Or Credit Report.

A broker may collect a fee for an appraisal report and/or credit report in
advance without having an advance fee agreement. However, these funds must
be treated as trust funds unless the broker is being reimbursed for advancing
payment of these fees.
When a broker collects an advance fee pursuant to an approved
agreement, the fee must be held in a trust account and the funds remain the
property of the principal (client) until the service or services are completed. An
accounting must be provided to the principal at the end of each calendar quarter
and when the contract has been completed. (See, DRE Mortgage Loan Broker
Compliance Evaluation Manual, § 2, p. 5; § 6, p. 12; and Bus. & Profs. Code §
10026, 10027, 10085, 10085.5, 10131.2, 10146, Regs 2970 and 2972).
(5)

Advanced Fee Agreement Must Be Approved by the
DRE (Penalties Increased in SB 94 effective 10-1109).

“The [DRE] commissioner may require that any or all materials
used in obtaining advance fee agreements, including but not limited
to the contract forms, letters or cards used to solicit prospective
sellers, and radio and television advertising be submitted to him or
her at least 10 calendar days before they are used. Should the
commissioner determine that any such matter, when used alone or
with any other matter, would tend to mislead he or she may, within
10 calendar days of the date he or she receives same, order that it
not be used, disseminated, nor published. Any person using,
disseminating, or publishing any matter which the commissioner
has ordered, pursuant to this section, not to be used, published, or
disseminated shall be guilty of a misdemeanor punishable by a fine
not exceeding two thousand five hundred dollars ($2,500) or by
imprisonment in the county jail not exceeding six months, or both,
for each such use, dissemination, or publication.
The commissioner may determine the form of the advance fee
agreements, and all material used in soliciting prospective owners
and sellers shall be used in the form and manner which he or she
determines is necessary to carry out the purposes and intent of this
part.”
(Bus. & Prof. Code § 10085; Reg § 2970).
Any person who proposes to collect an advance fee must submit to the DRE
Commissioner not less than ten calendar days before publication or other use, all
materials to be used in advertising, promoting, soliciting and negotiating an
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agreement calling for the payment of an advance fee including the form of
advance fee agreement proposed for use. (Reg § 2970(a).)
The DRE Commissioner will not approve material used in advertising,
promoting, soliciting and negotiating an advance fee agreement shall not be
approved if it:
“(1) Includes any representation which is false, misleading or
deceptive.
(2) Does not set forth a specific, complete description of the
services to be rendered for the advance fee.
(3) Does not set forth the total amount of the advance fee along
with the date on which the fee shall become due and payable.
(4) Contains any provision which purports to relieve or exempt
the person collecting the advance fee from an obligation to fulfill
verbal commitments and representations made by employees and
agents of the person contracting for the advance fee.
(5) Contains any provision which purports to give a guarantee
that the real property or business opportunity in question will be
purchased, leased or exchanged or that a loan secured by real
property will be obtained as a result of the services rendered by the
person collecting the advance fee.
(6) Does not set forth a definite date for full performance of the
services promised under the advance fee agreement.”
(Reg § 2970(b).)
Not less than 10-point type shall be used in advance fee agreements.
(6)

Advanced Fee Accounting Rules.

Any real estate broker who contracts for or collects an advance fee from
any other person (i.e., "principal,") must deposit the advanced fee, when
collected in a trust account. Advance fees are trust funds and not the funds of the
agent. (Bus. & Prof. Code 10146.)
Amounts may be withdrawn therefrom for the benefit of the agent only
when actually expended for the benefit of the principal or five days after the
verified accounts mentioned hereinafter have been mailed to the principal. Upon
request of the commissioner, a broker must furnish to the DRE an authorization
for examination of financial records of the trust account. (Id.)
The DRE commissioner may issue such rules and regulations to regulate
the method of accounting relating to advance fees including, but not limited to,
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establishing forms for and determining information to be included in such
accountings. Each principal shall be furnished a verified copy of such
accountings at the end of each calendar quarter and when the contract has been
completely performed by the licensee. The DRE Commissioner must be
furnished a verified copy of any account or all a-counts on his demand.
Improper handling of advance fee trust funds is presumed to be a crime
(Pen. Code §§ 506 and 506a). The principal may recover treble damages for
amounts so misapplied and shall be entitled to reasonable attorneys' fees
in any action brought to recover the same.
The DRE has established regulations relating to advance fee trust fund
accounting. (Reg § 2972). These rules require that each verified accounting to a
principal or to the commissioner as required by Section 10146 of the Code shall
include at least the following information:
•

The name of the agent.

•

The name of the principal.

•

Description of the services rendered or to be rendered.

•

Identification of the trust fund account into which the advance fee
has been deposited.

•

The amount of the advance fee collected.

•

The amount allocated or disbursed from the advance fee for each
of the following:

•

In providing each of the services enumerated under (c) above.

•

Commissions paid to field agents and representatives.

•

Overhead costs and profit.

•

In cases in which disbursements has been made for advertising, a
copy of the advertisement, the name of the publication, the number
of the advertisements actually published and the dates that they
were carried.

•

In the case of an advance fee for the arrangement of a loan
secured by a real property or a business opportunity, a list of the
names and addresses of the persons to whom information
pertaining to the principal's loan requirements were submitted and
the dates of the submittal.
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(7)

Violation of Advance Fees Rules are Grounds for
Discipline.

Violation of the advance fee statutes, rules, regulations, orders or
requirements of the DRE commissioner is grounds for license discipline or for the
Commissioner to bring a court order restraining the activity, appointing a receiver
or for restitution. (Bus. & Prof. Code §§ 10081 and 10085.)
Generally, in mortgage loan transactions it is unlawful for a broker to
claim, demand, charge, receive, collect, or contract for an advance fee (1) for
soliciting lenders on behalf of borrowers or performing services for borrowers in
connection with loans to be secured directly or collaterally by a lien on real
property, before the borrower becomes obligated to complete the loan or, (2) for
performing any other activities for which a license is required, without first
submitting, and obtaining approval of, an advance fee agreement and related
materials from the Department. (Bus. & Prof. Code § 10085.5.)
Violation of this rule is a crime punishable by a fine not exceeding ten
thousand dollars ($10,000), by imprisonment in the county jail for a term not to
exceed six months, or by both, or if by a corporation, the violation is punishable
by a fine not exceeding fifty thousand dollars ($50,000). (Bus. & Prof. Code §
10085.5(c).)
Business and Profession Code § 10085(b) does not prohibit the
acceptance or receipt of an advance fee by any bank, savings association, credit
union, industrial loan company, or CFL, in connection with loans to be secured
directly or collaterally by a lien on real property. In addition the advanced fee rule
do not apply to charges made by title insurers and controlled escrow companies.
(Bus. & Prof. § 10085(b).)
(8)

Collecting an Advance Fee Makes a Person a
Licensee.

A real estate broker within the meaning of this part is also a person who
engages in the business of claiming, demanding, charging, receiving, collecting
or contracting for the collection of an advance fee in connection with any
employment undertaken to promote the sale or lease of real property or of a
business opportunity by advance fee listing, advertisement or other offering to
sell, lease, exchange or rent property or a business opportunity, or to obtain a
loan or loans thereon. (Bus.& Profs. Code § 10131.2).
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10. Lender/Purchaser (Investor) Disclosures.
A. Lender/Purchaser Disclosure Statement
BP Code §§ 10232.4 and 10232.5 require that a Lender Purchaser
Disclosure Statement (“LPDS”) be delivered by the broker to the investors or
purchaser. BP Code § 10232.4 provides that the LPDS shall be delivered to the
investor/purchaser “as early as practicable before he or she becomes obligation
to make the loan or purchase and, except as provided in subdivision (c), before
the receipt by or on behalf of the broker of any funds from that person.” 366
Versions available from the DRE are: RE 851A (Rev 2/04) Lender/Purchaser
Disclosure Statement (Loan Origination); RE 851B (Rev 2/04) Lender/Purchaser
Disclosure Statement (Sale of Existing Note); RE 851C (Rev 9/01)
Lender/Purchaser Disclosure Statement (Collateral Loan) and RE 851D (Rev
2/04). Lender/Purchaser Disclosure Statement Multi-Property (CrossCollateralization) Addendum.
B. LPDS Forms Established By Regulation But Are Not The
Exclusive Disclosures
The DRE has established regulations relating to forms of LPDS to be
provided. Commissioner’s Regulation 10 CCR § 2846 provides:
(a) The commissioner shall publish and make available to
interested persons as an official form of the Department of Real
Estate, an approved format and content for the disclosure
statements referred to in subdivisions (a) and (b) of Section
10232.5 of the Code.
(b) The publication of a form pursuant to subdivision (a)
hereof is for the purpose of aiding real estate licensees in
providing information of significance to prospective lenders
and purchasers of promissory notes secured by real property
and real property sales contracts in a uniform and effective
manner. The form shall not constitute the only format or prescribed
content that will satisfy the requirements of Section 10232.5 of the
Code. The commissioner will entertain requests for approval of a
366

BP Code § 10232.4(c) provides that: “When the broker has custody of funds of a
prospective lender or purchaser which were received and are being maintained with the express
permission of the owner and in accordance with law, and the broker retains the funds in an
escrow depository or a trust fund account pending receipt of the owner's express written
instructions to disburse the funds for a loan or purchase, the broker shall cause the disclosure
statement to be delivered to the owner and shall obtain the owner's written consent to the
proposed disbursement before making the disbursement. Unless the broker has a written
agreement with the owner as provided in Section 10231.1, the broker shall transmit to the owner
not later than 25 days after receipt, all funds then in the broker's custody for which the owner has
not given written instructions authorizing disbursement.”
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proposed disclosure statement not in conformance with the form
published pursuant to subdivision (a) only from persons who have
established to the satisfaction of the commissioner that the request
for approval is made on behalf of 25 or more real estate brokers
who are subject to subdivision (e) of Section 10232 of the Code.”
Section 2846 makes it clear that the DRE approved forms are merely
intended to “aid” the MLB in providing information of significance to lenders or
purchasers of notes secured by real property and that these disclosures are not
intended to be exhaustive or exclusive. A review of the DRE approved forms
reveals that the approved disclosures go beyond the minimum content
established by BP Code § 10232.5.
C. LPDS: When Given, By Whom and To Whom
BP Code §§ 10232.4(a) provides:
“In making a solicitation to a particular person and in
negotiating with that person to make a loan secured by real
property or to purchase a real property sales contract or a note
secured by a deed of trust, a real estate broker shall deliver to the
person solicited the applicable completed statement described in
Section 10232.5 as early as practicable before he or she becomes
obligated to make the loan or purchase and, except as provided in
subdivision (c), before the receipt by or on behalf of the broker of
any funds from that person. The statement shall be signed by the
prospective lender or purchaser and by the real estate broker, or by
a real estate salesperson licensed to the broker, on the broker's
behalf. When so executed, an exact copy shall be given to the
prospective lender or purchaser, and the broker shall retain a true
copy of the executed statement for a period of three years.”
The exception to giving the LPDS before funds are received is found in BP
Code §§ 10232.4(c) provides:
“When the broker has custody of funds of a prospective lender
or purchaser which were received and are being maintained with
the express permission of the owner and in accordance with law,
and the broker retains the funds in an escrow depository or a trust
fund account pending receipt of the owner's express written
instructions to disburse the funds for a loan or purchase, the broker
shall cause the disclosure statement to be delivered to the owner
and shall obtain the owner's written consent to the proposed
disbursement before making the disbursement. Unless the broker
has a written agreement with the owner as provided in Section
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10231.1 367 , the broker shall transmit to the owner not later than 25
days after receipt, all funds then in the broker's custody for which
the owner has not given written instructions authorizing
disbursement.”
D. Exemptions:
BP Code §§ 10232.4(b) provides:
The requirement of delivery of a disclosure statement
pursuant to subdivision (a) shall not apply with respect to the
following persons:
(1) The prospective purchaser of a security offered under
authority of a permit issued pursuant to Article 6 (commencing with
Section 10237) of this chapter or applicable provisions of the
Corporate Securities Law of 1968 (Division 1, commencing with
Section 25000) of Title 4 of the Corporations Code) which requires
that each prospective purchaser of a security be given a prospectus
or other form of disclosure statement approved by the department
issuing the permit.
(2) The seller of real property who agrees to take back a
promissory note of the purchaser as a method of financing all or a
part of the purchase of the property.
(3) The prospective purchaser of a security offered pursuant to
and in accordance with a regulation duly adopted by the
Commissioner of Corporations granting an exemption from
qualification under the Corporate Securities Law of 1968 for the
offering if one of the conditions of the exemption is that each
prospective purchaser of the security be given a disclosure
statement prescribed by the regulation before the prospective
purchaser becomes obligated to purchase the security.
(4) A prospective lender or purchaser, if that lender or
purchaser is any of the following:
(A) The United States or any state, district, territory, or
commonwealth thereof, or any city, county, city and county, public
district, public authority, public corporation, public entity, or political
subdivision of a state, district, territory, or commonwealth of the
United States, or any agency or corporate or other instrumentality
367

BP Code § 10231.1 provides: “No person in doing any of the acts set forth in
subdivision (d) of Section 10131, subdivision (e) of Section 10131, and Section 10131.1 shall, as
agent or principal, retain funds payable according to the terms of a promissory note or real
property sales contract secured directly or collaterally by a lien on real property, for a period
longer than 25 days, except pursuant to a written agreement with the purchaser or lender.”
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of any one or more of the foregoing, including the Federal National
Mortgage Association, the Government National Mortgage
Association, the Federal Home Loan Mortgage Corporation, the
Federal Housing Administration, and the Veteran's Administration.
(B) Any bank or subsidiary thereof, bank holding company or
subsidiary thereof, trust company, savings bank or savings and
loan association or subsidiary thereof, savings bank or savings
association holding company or subsidiary thereof, credit union,
industrial bank or industrial loan company, personal property
broker, commercial finance lender, consumer finance lender, or
insurance company doing business under the authority of, and in
accordance with, the laws of this state, any other state, or of the
United States relating to banks, trust companies, savings banks or
savings associations, credit unions, industrial banks or industrial
loan companies, commercial finance lenders, or insurance
companies, as evidenced by a license, certificate, or charter issued
by the United States or any state, district, territory, or
commonwealth of the United States.
(C) Trustees of pension, profit-sharing, or welfare fund, if the
pension, profit-sharing, or welfare fund has a net worth of not less
than fifteen million dollars ($ 15,000,000).
(D) Any corporation with outstanding securities registered
under Section 12 of the Securities Exchange Act of 1934 or any
wholly owned subsidiary of that corporation.
(E) Any syndication or other combination of any of the entities
specified in subparagraph (A), (B), (C), or (D) which is organized to
purchase the promissory note.
(F) A licensed real estate broker engaging in the business of
selling all or part of the loan, note, or contract to a lender or
purchaser to whom no disclosure is required pursuant to this
subdivision.
(G) A licensed residential mortgage lender or servicer when
acting under the authority of that license.”
E. Content of LPDS:
BP Code § 10232.5 specifies the information that must be in included in
the LPDS, as follows:
“(a) If the real estate broker is performing acts described in
subdivision (d) of Section 10131 in negotiating a loan to be secured
by a lien on real property or on a business opportunity, the
statement required to be given to the prospective lender shall
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include, but shall not necessarily be limited to, the following
information:
(1) Address or other means of identification of the real property
that is to be the security for the borrower's obligation.
(2) Estimated fair market value of the securing property as
determined by an appraisal, a copy of which shall be provided to
the lender. However, a lender may waive the requirement of an
independent appraisal in writing, on a case-by-case basis, in which
case, the real estate broker shall provide the broker's written
estimated fair market value of the securing property, which shall
include the objective data upon which the broker's estimate is
based.
(3) Age, size, type of construction and a description of
improvements to the property if contained in the appraisal, or as
represented to the broker by the prospective borrower.
(4) Identity, occupation, employment, income, and credit data
about the prospective borrower or borrowers as represented to the
broker by the prospective borrower or borrowers.
(5) Terms of the promissory note to be given to the lender.
(6) Pertinent information concerning all encumbrances which
constitute liens against the securing property and, to the extent of
actual knowledge of the broker, pertinent information about other
loans that the borrower expects or anticipates will result in a lien
being recorded against the property securing the promissory note
to be created in favor of the prospective lender.
As used in this paragraph, actual knowledge with respect to
any anticipated or expected loan, means knowledge gained by the
broker through arranging that other loan or receipt of written
notification of that other loan. In this regard, the broker shall also
provide to the prospective lender the option to apply to purchase a
title insurance policy or an endorsement to an existing title
insurance policy covering the securing property, and a copy of a
written loan application, and a credit report.
(7) Provisions for servicing of the loan, if any, including
disposition of the late charge and prepayment penalty fees paid by
the borrower. [See, following discussion of multi-lender loans].
(8) Detailed information concerning any proposed arrangement
under which the prospective lender along with persons not
otherwise associated with him or her will be joint beneficiaries or
obligees.
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(9) If the solicitation is subject to the provisions of Section
10231.2 [e.g. self dealing] 368 , a detailed statement of the intended
use and disposition of the funds being solicited including an
explanation of the nature and extent of the benefits to be directly or
indirectly derived by the broker.
(b) If the real estate broker is performing acts described in
subdivision (e) of Section 10131 or in Section 10131.1 in
negotiating the sale of a real property sales contract or promissory
note secured directly or collaterally by a lien on real property, the
statement required to be given to the prospective purchaser by
Section 10232.4 shall include, but shall not necessarily be limited
to, the following information:
(1) Address or other means of identification of the real property
that is the security for the trustor's or vendee's obligation.
(2) Estimated fair market value of the real property as
determined by an appraisal, a copy of which shall be provided to
the prospective purchaser. However, a purchaser may waive the
requirement of an independent appraisal in writing, on a case-by368

BP Code § 10231.2 provides: “(a) A real estate broker who, through express or
implied representations that the broker or any salesperson acting on the broker's behalf is
engaging in acts for which a real estate license is required by subdivision (d) or (e) of Section
10131, proposes to solicit and accept funds, or to cause the solicitation and acceptance of funds,
to be applied to a purchase or loan transaction in which the broker will directly or indirectly obtain
the use or benefit of the funds other than for commissions, fees, and costs and expenses as
provided by law for the broker's services as an agent, shall, prior to the making of any
representation, solicitation, or presentation of the statement described in subdivision (b), submit
the following to the Department of Real Estate:
(1) A true copy of the statement described in subdivision (b) complete except for the
signature of the prospective lender or purchaser.
(2) A statement that the submittal is being made to the department pursuant to Section
10231.2.
(b) A broker making a solicitation pursuant to subdivision (a) shall deliver, or cause to be
delivered, to the person solicited, the applicable completed statement described in Section
10232.5 not less than 24 hours before the earlier of the acceptance of any funds from that person
by or on behalf of the broker or the execution of any instrument obligating the person to make the
loan or purchase. The statement shall be signed by the prospective lender or purchaser and by
the real estate broker or, on the broker's behalf, by a real estate salesperson licensed to the
broker. When so executed, an exact copy of the executed statement shall be given to the
prospective lender or purchaser, and the broker shall retain a true copy of the executed statement
for a period of four years.”
(c) None of the provisions of subdivision (a) or (b) shall apply in the case of an offering of
a security authorized pursuant to applicable provisions of the Corporate Securities Law of 1968
(Division 1 (commencing with Section 25000 of Title 4 of the Corporations Code).
(d) In the case of a solicitation by a corporate real estate broker, the provisions of
subdivisions (a) and (b) shall apply if the funds solicited are intended for the direct or indirect use
or benefit of an officer or director of the corporation or of a person with a 10 percent or greater
ownership interest in the corporation.”
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case basis, in which case, the real estate broker shall provide the
broker's written estimated fair market value of the securing
property, which shall include the objective data upon which the
broker's estimate is based.
(3) Age, size, type of construction and a description of
improvements to the real property if known by the broker.
(4) Information available to the broker relative to the ability of
the trustor or vendee to meet his or her contractual obligations
under the note or contract including the trustor's or vendee's
payment history under the note or contract.
(5) Terms of the contract or note including the principal balance
owing.
(6) Provisions for servicing of the note or contract, if any,
including disposition of late charge, prepayment penalty or other
fees or charges paid by the trustor or vendee. [See, following
discussion of multi-lender loans].
(7) Detailed information concerning any proposed arrangement
under which the prospective purchaser along with persons not
otherwise associated with him or her will be joint beneficiaries or
obligees. In this regard, the broker shall also provide to the
prospective purchaser the option to apply to purchase a title
insurance policy or an endorsement to an existing title insurance
policy covering the real property and, if available from the seller of
the note or contract or from the original lender, a copy of a written
loan application, and a credit report.
(8) A statement as to whether the dealer is acting as a principal
or as an agent in the transaction with the prospective purchaser.”
F. Review of Standard LPDS and Addendums
RE 851A (Rev 2/04) Lender/Purchaser Disclosure Statement (Loan
Origination);
RE 851B (Rev 2/04) Lender/Purchaser Disclosure Statement (Sale of
Existing Note);
RE 851C (Rev 9/01) Lender/Purchaser Disclosure Statement (Collateral
Loan);
RE 851D (Rev 2/04) Lender/Purchaser Disclosure Statement MultiProperty (Cross-Collateralization) Addendum.
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11. Multi-Lender Rule (Bus. & Prof. Code § 10237 et seq.)
A. Multi-Lender Notice.
A broker must submit to the DRE of “Notice of Multi-Lender transaction”
(DRE Form RE 860) within 30-days of the broker’s first multi-lender transaction.
B. Investor Suitability and Required Questionnaire.
Business & Professions Code § 10238(f)(1).
C. Multi-Lender Investors Limited to 10.
The multi-lender rule (a securities law exemption) is limited to no more
than 10 investors. (Bus. & Profs. Code § 10238(f)(1).)
D. Multi-Lender Majority Control.
Generally, there are few problems with multiple lenders loans when the
loan is being paid. However, historically once a default occurs, servicing multiple
lender deeds of trust can be a nightmare. To address this problem, effective on
January 1, 1997, the Legislature enacted Civil Code § 2941.9 for the purpose of
establishing a process through which all of the beneficiaries under a trust deed
may agree to be governed by beneficiaries holding more than 50 percent of the
record beneficial interest of a series of notes secured by the same real property
or of undivided interests in a note secured by real property equivalent to a series
transaction, exclusive of any notes or interests of a licensed real estate broker
that is the issuer or servicer of the notes or interests or any affiliate of that
licensed real estate broker. 369
E. The Agreement.
The beneficiaries of notes secured by the same real
property 370 may agree in writing to be governed by the desires of
the holders of more than 50 percent of the record beneficial interest
of those notes or interests, exclusive of any notes or interests of a
licensed real estate broker that is the issuer or servicer of the notes
or interests of any affiliate of the licensed real estate broker, with
respect to actions to be taken on behalf of all holders in the
event of default or foreclosure for matters that require
direction or approval of the holders, including designation of
the broker, servicing agent, or other person acting on their
behalf, and the sale, encumbrance, or lease of real property
369

Civ. Code § 2941.9(a).
. Section 2941.9 also applies to “a series of undivided interests in notes secured by
real property equivalent to a series transaction”
370
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owned by the holders resulting from foreclosure or receipt of a
deed in lieu of foreclosure.
F. Agreement must be Referenced in the LPDS and in the Deed
of Trust.
A description of the multi-lender agreement must be
disclosed in the Lender Purchaser Disclosure Statement [LPDS]
and shall be included in a recorded document such as the deed of
trust or the assignment of interests. 371 Also, the multi-lender rule
mandates that such an agreement exist in all multi-lender loans and
that it be referenced in the documentation of the transaction. The
terms of the agreement may be in the deed of trust, assignment or
“in any other documentation as is necessary or appropriate to make
them binding on the parties.” 372
G. Majority Action Affidavit.
Any action taken pursuant to the authority in § 2941.9 is not
effective unless all the parties agreeing to the action sign, under
penalty of perjury, a separate written document entitled "Majority
Action Affidavit" stating the following:
“(1) The action has been authorized pursuant to [§ 2941.9].
(2) None of the undersigned is a licensed real estate broker or
an affiliate of the broker that is the issuer or servicer of the
obligation secured by the deed of trust.
(3) The undersigned together hold more than 50 percent of the
record beneficial interest of a series of notes secured by the same
real property or of undivided interests in a note secured by real
property equivalent to a series transaction.
(4) Notice of the action was sent by certified mail, postage
prepaid, with return receipt requested, to each holder of an interest
in the obligation secured by the deed of trust who has not joined in
the execution of the substitution or this document.
This document shall be recorded in the office of the county
recorder of each county in which the real property described in the
deed of trust is located. Once the document in this subdivision is
recorded, it shall constitute conclusive evidence of compliance with
the requirements of this subdivision in favor of trustees acting
pursuant to this section, substituted trustees acting pursuant to
371
372

Civ. Code § 2941.9(c); Bus. & Prof. Code § 10232.5.
Bus. & Prof. Code § 10238(i).
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Section 2934a, subsequent assignees of the obligation secured by
the deed of trust, and subsequent bona fide purchasers or
encumbrancers for value of the real property described therein.
(e) For purposes of this section, "affiliate of the licensed real
estate broker" includes any person as defined in Section 25013 of
the Corporations Code who is controlled by, or is under common
control with, or who controls, a licensed real estate broker.
"Control" means the possession, direct or indirect, of the power to
direct or cause the direction of management and policies.”
[Emphasis added].
H. Secured Property Cannot be Outside of California.
Each parcel of real property securing a multi-lender loan must be located
in California. (Bus. & Profs. Code § 10238(d).)
I.

Broker is the Issuer and May Not Self Deal.

To qualify for the multi-lender exemption, the notes or interests are sold by
or through a real estate broker, “as principal or agent” i.e., whether funded by the
broker and resold or whether initially funded by multiple investors. (Bus. & Profs.
Code § 10238(e).) At the time the interests are originally sold or assigned,
neither the broker nor an affiliate of the broker shall have an interest as owner,
lessor, or developer of the property securing the loan, or any contractual right to
acquire, lease, or develop the property securing the loan. However this does not
prohibit the broker from conducting the following transactions if, in either case,
the disclosure statement furnished by the broker pursuant to under Business &
Professions Code § 10238 (l) discloses the interest of the broker or affiliate in the
transaction and the circumstances under which the broker or affiliate acquired
the interest:
“(a) A transaction in which the broker or an affiliate of the
broker is acquiring the property pursuant to a foreclosure under, or
sale pursuant to, a deed of trust securing a note for which the
broker is the servicing agent or that the broker sold to the holder or
holders.
(b) A transaction in which the broker or an affiliate of the broker
is reselling from inventory property acquired by the broker pursuant
to a foreclosure under, or sale pursuant to, a deed of trust securing
a note for which the broker is the servicing agent or that the broker
sold to the holder or holders.” (Bus. & Profs. Code § 10238(e).)

© 2010 Adleson, Hess & Kelly P.C.

Page 320

J.

Maximum Loan to Value Ratios

Where there are multiple lenders on a loan, the multi-lender rule as
reconstituted in Business & Professions Code §10238(h) provides:
“(1) Except as provided in paragraph (2), the aggregate
principal amount of the notes or interests sold, together with the
unpaid principal amount of any encumbrances upon the real
property senior thereto, shall not exceed the following percentages
of the current market value of the real property, as determined in
writing by the broker or appraiser pursuant to Section 10232.6, plus
the amount for which the payment of principal and interest in
excess of the percentage of current market value is insured for the
benefit of the holders of the notes or interests by an insurer
admitted to do business in this state by the Insurance
Commissioner:
(A)

Single family residence, owner-occupied 80%

(B)

Single family residence, not owner-occupied 75%

(C)

Commercial and income-producing properties 65%

(D)
Single family residentially zoned lot or parcel which
has installed off site improvements including drainage, curbs,
gutters, sidewalks, paved roads, and utilities as mandated by the
political subdivision having jurisdiction over the lot or Parcel 65%
(E)
Land that has been zoned for (and if required,
approved for subdivision as) commercial or residential development
50%
(F)

Other real property 35%”

“(2) The percentage amounts specified in paragraph (1) may be
exceeded when and to the extent that the broker determines that
the encumbrance of the property in excess of these percentages is
reasonable and prudent considering all relevant factors pertaining
to the real property. However, in no event shall the aggregate
principal amount of the notes or interests sold, together with the
unpaid principal amount of any encumbrances upon the property
senior thereto, exceed 80 percent of the current fair market value of
improved real property or 50 percent of the current fair market
value of unimproved real property, except in the case of a singlefamily zoned lot or parcel as defined in paragraph (1), which shall
not exceed 65 percent of the current fair market value of that lot or
parcel, plus the amount insured as specified in paragraph (1). A
written statement shall be prepared by the broker that sets forth the
material considerations and facts that the broker relies upon for his
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or her determination, which shall be retained as a part of the
broker's record of the transaction. Either a copy of the statement or
the information contained therein shall be included in the
disclosures required pursuant to subdivision (k).” (Emphasis
added.)
K. For Multi-Lender Loans a Written Servicing Agreements and
the Minimum Contents of the Agreement are Required by
Statute.
While BP Code § 10232.5(a)(7)&(b)(6) generally require disclosure of the
terms of the servicing agreement in the LPDS, the multi-lender rule requires that
there be a written servicing agreement in a multi-lender loan. (BP Code §
10238(k).)
A WRITTEN MULTI-LENDER SERVICING AGREEMENT SHOULD BE
OBTAINED IN EVERY MULTI-LENDER LOAN AND SHOULD BE SIGNED BY
EVERY INVESTOR. BP Code § 10238(k) provides, in part:
“The notes or interests shall be sold subject to a written
agreement that obligates a licensed real estate broker, or a person
exempted from the licensing requirement for real estate brokers
under this chapter, to act as agent for the purchasers or lenders to
service the note or notes and deed of trust, including the receipt
and transmission of payments and the institution of foreclosure
proceedings in the event of a default. A copy of this servicing
agreement shall be delivered to each purchaser. The broker shall
offer to the lenders or purchasers the services of the broker or one
or more affiliates of the broker, or both, as servicing agent for each
transaction conducted pursuant to this article. The agreement shall
require all of the following:
(1)(A) That payments received on the note or notes be
deposited immediately to a trust account maintained in accordance
with this section and with the provisions for trust accounts of
licensed real estate brokers contained in Section 10145 and Article
15 (commencing with Section 2830.1) of Chapter 6 of Title 10 of the
California Code of Regulations.
(B) That payments deposited pursuant to subparagraph (A)
shall not be commingled with the assets of the servicing agent or
used for any transaction other than the transaction for which the
funds are received.
(2) That payments received on the note or notes shall be
transmitted to the purchasers or lenders pro rata according to their
respective interests within 25 days after receipt thereof by the
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agent. If the source for the payment is not the maker of the note,
the agent shall inform the purchasers or lenders of the source for
payment. A broker or servicing agent who transmits to the
purchaser or lenders the broker's or servicing agent's own funds to
cover payments due from the borrower but unpaid as a result of a
dishonored check may recover the amount of the advances from
the trust fund when the past due payment is received. However,
this article does not authorize the broker, servicing agent, or any
other person to issue, or to engage in any practice constituting, any
guarantee or to engage in the practice of advancing payments on
behalf of the borrower.
(3) If the broker or person who is or becomes the servicing
agent for notes or interests sold pursuant to this article upon which
the payments due during any period of three consecutive months in
the aggregate exceed one hundred twenty-five thousand dollars ($
125,000) or the number of persons entitled to the payments
exceeds 120, the trust account or accounts of that broker or affiliate
shall be inspected by an independent certified public accountant at
no less than three-month intervals during the time the volume is
maintained. Within 30 days after the close of the period for which
the review is made, the report of the accountant shall be forwarded
as provided in paragraph (5) of subdivision (j). If the broker is
required to file an annual report pursuant to subdivision (o) or
pursuant to Section 10232.2, the quarterly report pursuant to this
subdivision need not be filed for the last quarter of the year for
which the annual report is made. For the purposes of this
subdivision, an affiliate of a broker is any person controlled by,
controlling, or under common control with the broker.
(4) Unless the servicing agent will receive notice pursuant to
Section 2924b of the Civil Code, the servicing agent shall file a
request for notice of default upon any prior encumbrances and
promptly notify the purchasers or lenders of any default on the prior
encumbrances or on the note or notes subject to the servicing
agreement.
(5) The servicing agent shall promptly forward copies of the
following to each purchaser or lender:
(A) Any notice of trustee sale filed on behalf of the purchasers
or lenders.
(B) Any request for reconveyance of the deed of trust received
on behalf of the purchasers or lenders.”
L. Upon Request of a Multi-Lender Investor, the Broker Must
Furnish Name and Address of the Other Investors to the
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Requesting Investor.
“The broker or servicing agent shall furnish any purchaser of a note or
interest, upon request, with the names and addresses of the purchasers of the
other notes or interests in the loan.” (Bus. & Profs. Code § 10238(m).)
12. Value of the Secured Property.
While BP Code § 10232.5(a)(2)&(b)(2) generally require disclosure of the
estimated fair market value of the real property:
Business and Professions Code §10232.6 provides:
“(a) A real estate broker, acting within the course and scope of
his or her license, who arranges for or engages the services of an
appraiser licensed or certified by the Office of Real Estate
Appraisers for the applicable transaction, and delivers the resulting
appraisal to the prospective lender and prospective purchaser as
required by Section 10232.5, has met the broker's obligation of
full and complete disclosure solely pursuant to paragraph (2)
of subdivision (a) of Section 10232.5 and paragraph (2) of
subdivision (b) of Section 10232.5, and is not required to
provide a separate estimate of fair market value under Section
10232.5.” (Emphasis added.)
“(b) This section shall not apply in instances where the
licensed or certified appraiser is an employee of the broker.
However, the duty of disclosure shall not be deemed met
where the broker knew or should have known that the referral
was negligently made or that the fair market value provided by
the appraiser was inaccurate.” (Emphasis added.)
These statutes create incentives to retain appraisers who are not
employees of the broker and for adopting hiring practices for independent
contractor appraisers that would dispel any assertion of negligent referral.
Section 10232.6(b) is not clear as to what knowledge would render the “value of
the appraiser” to be inaccurate. At this point, the licensee should always
determine whether they have information that may render the appraiser’s
valuation inaccurate.
13. Broker’s Duty to Record Deeds of Trust and Assignments.
Business and Professions Code § 10234 provides:
“(a) Except as provided in subdivision (d), every real estate
licensee who negotiates a loan secured by a trust deed on real
property shall cause the trust deed to be recorded, naming as
beneficiary the lender or his or her nominee (who shall not be the
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licensee or the licensee's nominee), with the county recorder of the
county in which the real property is located prior to the time that any
funds are disbursed, except when the lender has given written
authorization for prior release.
(b) If funds are released on the lender's written authorization as
described in subdivision (a), the trust deed shall be recorded, or
delivered to the lender or beneficiary with a written
recommendation that it be recorded forthwith, within 10 days
following release.
(c) Every real estate licensee who sells, exchanges, or
negotiates the sale or exchange of a real property sales contract or
a promissory note secured by a trust deed on real property shall
cause a proper assignment of the real property sales contract or
trust deed to be executed and shall cause the assignment to be
recorded, naming as assignee the purchaser or his or her nominee
(who shall not be the licensee or the licensee's nominee), with the
county recorder of the county in which the real property is located
within 10 working days after the licensee or seller receives any
funds from the buyer or after close of escrow; or shall deliver the
real property sales contract or trust deed to the purchaser with a
written recommendation that the assignment thereof be recorded
forthwith.
(d) A trust deed may be recorded in the name of the real estate broker
negotiating the loan if all of the following apply: (1) the lender or purchaser is any
person or entity set forth in paragraph (1) of subdivision (c) of Section 10232, (2)
the trust deed is recorded with the county recorder of the county in which the real
property is located, and (3) the real property securing the loan as described in
the trust deed is not a dwelling as defined in Section 10240.2 or unimproved real
property.”
14. ADVERTISING (Lender and Broker)
A. Introduction:
Adverting by lenders and/or brokers is regulated by a number of California
and Federal laws and regulations.
In California, the primary law dealing with advertising by real estate
brokers is found in Business and Professions Code §§ 10140, 10140.6 10235,
10235.5, 10236.4, 17200 et seq., 17500 et seq. (including § 17539.4) and in the
Commissioner’s Regs. §§ 2770, 2770.1, 2847, 2847.3 and 2848.
Federal Laws impacting lender or broker advertising are: the Truth-inLending Act (15 U.S.C. §§ 1601, et seq.) (“TILA”), including Regulation Z, the
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Equal Credit Opportunity Act (15 U.S.C. §§ 1691, et seq.) (“ECOA”), the Fair
Housing Act (42 U.S.C. §§ 3601, et seq.) (“FHA”), and the Telemarketing and
Consumer Fraud and Abuse Prevention Act of 1994 (15 U.S.C. §§ 6101, et seq.)
(“TCFAPA”).
B. California Laws
What is “advertising” (Generally under Real Estate Law)?
Reg. § 2705 defines “advertising” as follows:
Unless otherwise expressly indicated or compelled by the
context in which used, words, phrases and short form references
appearing in this Chapter shall have meanings as ascribed herein.
(a) "Advertising." Any written or printed communication or oral
communication made in accordance with a text or outline that has
been reduced to written form, which is published for the purpose of
inducing persons to purchase or use a product or service.
(1)

DRE Approval of Ads (Bus. & Prof. Code § 10232.1).

A real estate broker may obtain prior approval from the DRE on ads used
in connection with mortgage broker activities (Bus. & Prof. Code §§ 10232.1;
10131(d)&(e) and 10131.1.) Approvals are good for 5-years. (Bus. & Prof. Code
§§ 10232.1(d).)
To obtain approval:
•

Submit a true copy to the DRE for approval;

•

Proposed advertising copy shall be submitted to the Sacramento
office of the Department. Written or graphic advertising shall be
submitted in the format in which it will be displayed to the public. A
written script shall be submitted for radio or television
advertisements. (10 CCR § 4847(b).)

•

Accompanied by Fee (Not to exceed $40.00 check with DRE);

•

If not disapproved in 15 calendar days, ad is deemed approved
(although DRE is not prejudiced in disapproving a use of the same
or similar ad submitted in the future). (Bus. & Prof. Code §
10232.1(a).)

•

Proposed advertising copy shall be submitted to the Sacramento
office of the Department. Written or graphic advertising shall be
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submitted in the format in which it will be displayed to the public. A
written script shall be submitted for radio or television
advertisements. A submission of advertisement to the Department
shall be accompanied by the maximum fee set forth in Section
10232.1 of the Code.
An "’advertisement’ includes dissemination in any newspaper, circular,
form letter, brochure or similar publication, display, sign, radio broadcast or
telecast, which concerns (1) the use, terms, rates, conditions, or the amount of
any loan or sale referred to in subdivisions (d) and (e) of Section 10131 or
Section 10131.1 or (2) the security, solvency, or stability of any person carrying
on the activities described in those sections.” (Id.)
(2)

Exceptions:

An “’Advertisement’ does not include a letter or brochure that meets both
of the following criteria: (1) It is restricted in distribution to other real estate
brokers and to persons for whom the broker has previously acted as an agent in
arranging a loan secured by real property or in the purchase, sale, or exchange
of a deed of trust or real property sales contract.; (2) It is restricted in content to
the identification and a description of the terms of loans, mortgages, deeds of
trust, real property sales contracts, or any combination thereof offered for funding
or purchase through the broker as agent.” (Bus. & Prof. Code § 10232.1(b).)
Excluded is advertising that is used exclusively in connection with
an offering authorized by permit issued pursuant to the applicable
provisions of the Corporate Securities Law of 1968. (Bus. & Prof. Code §
10232.1(c).)
(3)

Advertising Criteria Regulation (10 CCR § 2848)

Regulation 2848 sets for the criteria the DRE will use in approving (or
disapproving advertising). The main guidance is that “the commissioner shall
take such action as is appropriate to prevent or halt the publication of advertising
that is false, misleading or deceptive in itself or through the omission of
information necessary to make a representation not misleading in the context in
which it is used.” (10 CCR § 2848(a).) The Regulation provides, in part:
“In addition to the actual text, consideration shall be given to
such factors as format, pictorial display and emphasis in
determining whether an advertisement is likely to create a false
impression.
By way of illustration and not of limitation, advertising
containing any of the following is considered to be false, misleading
or deceptive and will not ordinarily be approved for publication by
the commissioner:
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(1) The use of "guaranteed," "insured," "bonded," "sure," "safe,"
"sound" or other words or phrases of similar import to describe or
characterize the security of lenders' or purchasers' funds, or the
return to lenders or purchasers from the use of their funds, without
an accompanying statement of fact supporting the use of the words
or phrases implying high security. A representation to the effect that
no losses or minimal losses have been sustained by lenders or
purchasers doing business with the licensee shall include the
period of time to which the representation applies.
(2) The use of terms in the comparative or superlative degree
to describe any aspect of the business of the licensee, or any terms
applicable to loans negotiated by the licensee, without such
additional information as necessary to make the representation
unambiguous in the context in which it is used.
(3) A statement that the licensee represents any lender
enumerated in Section 10133.1(a) of the Code unless the licensee
has a contractual arrangement to act as agent or representative for
such lender.
(4) An implication contrary to the fact that the licensee will act in
the capacity of a lender rather than as an agent or that a borrower
will be able to obtain a loan without deductions from the principal
amount for the payment of commissions, costs and expenses
customarily attendant upon mortgage loan broker transactions.
(5) A representation of a specific installment in repayment of a
loan without an equally prominent disclosure of the following
information about the loan:
(A) Principal amount
(B) Simple annual interest rate
(C) Annual percentage rate
(D) Number, amount and period of payments scheduled to the
date of maturity
(E) Balance due at maturity (balloon payment) if not fully
amortized.
(6) A representation of a specific installment payment, interest
rate, annual percentage rate or other provision concerning a loan
unless it is clearly indicated whether the advertised terms are
available for first loans, junior loans or for both first and junior loans.
(7) A representation or implication that loans are available on
terms more favorable to the borrower than terms then generally
available in the community through mortgage loan brokers or other
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sources for loan funds unless the advertised terms are in fact then
available to a borrower without the application of undisclosed,
special conditions or restrictions to qualify the borrower or the
security for the loan.
(8) A representation or implication that loans are available on
terms more favorable to the borrower than terms then generally
available in the community through mortgage loan brokers or other
sources for loan funds unless the broker has previously presented
evidence satisfactory to the commissioner that the advertising is not
illusory or deceptive in light of all relevant factors of the broker's
business practices including the amount of loan funds prospectively
available to meet borrower demands in response to the advertising.
(9) A representation that loans are available at or to a
maximum percentage of market value unless there is a disclosure
as to how market value will be determined for purposes of a loan
transaction.
(10) A representation or implication that the credit rating or
other personal financial data of the prospective borrower will not be
a factor in determining eligibility for a loan unless the broker in fact
neither conducts nor causes to be conducted any investigation or
inquiry into any aspect of any prospective borrower's credit rating or
into his personal financial circumstances for the purpose of
determining his qualifications for a loan.
(11) A representation or implication that a loan can or will be
approved by telephone.
(12) A representation implying that the Department or any other
governmental agency has endorsed or approved any aspect of the
licensee's business activities. A statement that the offering referred
to in the advertisement is being made under authority of a permit
issued by the Department or by the Department of Corporations
without more, will not be considered to be a representation implying
endorsement or approval by a governmental entity.
(13) A representation or implication contrary to fact as to the
number and location of offices maintained by the licensee for the
conduct of his/her mortgage loan brokerage business.
(14) Use of "investment plan," "growth plan," or similar term to
describe a program of a licensee carrying on activities described in
Section 10131.1.
(15) The use of "savings," "savings plan" or terms of similar
import indicating that the licensee is engaged in business activities
requiring a particular license, permit or authority unless the licensee
then has such a license, permit or authority.
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(16) A representation of a simple annual interest rate without an
equally prominent disclosure of the annual percentage rate.
(4)

[NEW PROVISIONS AS OF 9-28-07]

(17) A representation of an installment in repayment of an
adjustable rate, interest only or payment-option loan without an
equally prominent disclosure of the following information about the
loan:
(A) Principal amount
(B) Term of loan
(C) Initial interest rate
(D) Number of months the initial interest rate will be in effect
(E) Fully-indexed interest rate
(F) Maximum interest rate
(G) If different, an explanation of the difference between the
payment rate, initial interest rate and fully-indexed rate.
(H) Annual percentage rate
(I) How often the interest rate and payments can change
(J) Maximum periodic change in the interest rate and payments
(periodic caps)
(K) Number of months and percentage of original loan amount
after which minimum payments will not be accepted and the loan
re-amortizes
(L) The monthly payment based on the maximum interest rate,
and the loan balance after all negative amortization is included,
assuming minimum payments are made
(M) If the loan contains a prepayment penalty, a statement to
that effect
(N) If the loan contains a balloon payment, a statement to that
effect
(18) A statement that the licensee can arrange "low doc/no
doc", "no income/no asset", "stated income", "stated asset", "no
ratio" or similar loan products without a statement that these
products may have a higher interest rate, more points or more fees
than other products requiring documentation.”
(5)

Business & Professions Code § 10140 (sale or lease
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of land or subdivided land).
Business & Professions Code § 10140 provides:
“Every officer, agent or employee of any company, and every
other person who knowingly authorizes, directs or aids in the
publication, advertisement, distribution or circularization of any false
statement or representation concerning any land or subdivision
thereof, as defined in Chapter 1 (commencing at Section 11000) of
Part 2 of this division, offered for sale or lease, or, if the land is
owned by the State or Federal Government, which such person
offers to assist another or others to file an application for the
purchase or lease of, or to locate or enter upon, and every person
who, with knowledge that any advertisement, pamphlet, prospectus
or letter concerning any said land or subdivision, as defined in
Chapter 1 (commencing at Section 11000) of Part 2 of this division,
contains any written statement that is false or fraudulent, issues,
circulates, publishes or distributes the same, or causes the same to
be issued, circulated, published or distributed, or who, in any other
respect, willfully violates or fails to comply with any of the provisions
of this section, or who in any other respect willfully violates or fails,
omits or neglects to obey, observe or comply with any order,
permit, decision, demand or requirement of the commissioner
under this section, is guilty of a public offense, and shall be
punished by a fine not exceeding one thousand dollars ($1,000), or
by imprisonment in a county jail not exceeding one year, or by both
such fine and imprisonment, and, if a real estate licensee, he shall
be held to trial by the commissioner for a suspension or revocation
of his license, as provided in the provisions of this part relating to
hearings. The district attorney of each county in this State shall
prosecute all violations of the provisions of this section in respective
counties in which the violations occur.”
(6)

Business & Professions Code § 10140.5 (land &
subd. name broker & required statement).

Business & Professions Code § 10140.5 provides:
“Each advertisement or other statement which is published by a
real estate broker or salesman offering to assist persons to file
applications for the purchase or lease of, or to locate or enter upon,
lands owned by the State or Federal Government shall, when
published, indicate the name of the broker for whom it is published
and state that he is licensed as a real estate broker by the State of
California.”
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(7)

Business & Professions Code 10140.6 (any licensed
activity).

Business & Professions Code § 10140.6 provides:
“A real estate licensee shall not publish, circulate, distribute,
nor cause to be published, circulated, or distributed in any
newspaper or periodical, or by mail any matter pertaining to any
activity for which a real estate license is required which does not
contain a designation disclosing that he is performing acts for which
a real estate license is required [emphasis added].
The provisions of this section shall not apply to classified rental
advertisements reciting the telephone number at the premises of the
property offered for rent or the address of the property offered for
rent.”
Reg. § 2770.1 amplifies on what constitutes compliance with Bus. & Prof.
Code § 10140.6, with respect to disclosing that one is performing acts for which a
real estate license is required. Reg. § 2770.1 provides:
“Use of the terms broker, agent, Realtor, loan correspondent or
the abbreviations bro., agt., or other similar terms or abbreviations,
is deemed sufficient identification to fulfill the designation
requirements of Section 10140.6 of the Business and Professions
Code.”
Use of the terms and abbreviations set forth above do not satisfy the
requirements of Sections 10235.5 and 17539.4 of the Code [emphasis added].
Most activities of making, arranging, servicing loans, selling and buying
loans secured by real property are activities for which a real estate license is
required. (B&P Code 10130(d) & (e).
(8)

Business & Professions Code 10235 (misleading
loan rates & terms).

Business & Professions Code § 10235 provides:
“No real estate licensee shall knowingly advertise, print,
display, publish, distribute, telecast or broadcast, or cause or permit
to be advertised, printed, displayed, published, distributed,
televised or broadcast, in any manner any statement or
representation with regard to the rates, terms, or conditions for
making, purchasing or negotiating loans or real property sales
contracts which is false misleading or deceptive [emphasis added].
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Indicating or otherwise implying any specific yield or return on
any note other than the interest rate specified in said note shall be
prima facie evidence that such advertisement is misleading or
deceptive unless the advertisement sets forth the actual interest
rate specified in the note and the discount from the outstanding
principal balance at which it is being offered for sale.”
(9)

Business & Professions Code 10235.5 (identify
license).

Business & Professions Code § 10235.5 provides:
“No real estate licensee shall place an advertisement
disseminated primarily in this state for a loan unless there is
disclosed within the printed text of that advertisement, or the oral
text in the case of a radio or television advertisement, the license
under which the loan would be made or arranged.”
(10)

Business & Professions Code 10236.4 (display
license number and DRE license phone number).

Business & Professions Code § 10236.4 provides:
“(a) In compliance with Section 10235.5, every licensed real
estate broker shall also display his or her license number on all
advertisements where there is a solicitation for borrowers or
potential investors [emphasis added].
(b) The disclosures required by Sections 10232.4 [LPDS] and
10240 [MLDS] shall include the licensee's license number and the
department's license information telephone number.
(c) This section shall become operative July 1, 1998.”
(11)

Business & Professions Code §§ 17200 and 17500
(Unfair Competition Law “UCL”).

Business & Professions Code § 17200 provides:
“As used in this chapter, unfair competition shall mean and
include any unlawful, unfair or fraudulent business act or practice
and unfair, deceptive, untrue or misleading advertising and any act
prohibited by Chapter 1 (commencing with Section 17500) of Part 3
of Division 7 of the Business and Professions Code.”
(12)

Business & Professions Code § 17500:

Business & Professions Code § 17500, provides:
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“It is unlawful for any person, firm, corporation or association, or
any employee thereof with intent directly or indirectly to dispose of
real or personal property or to perform services, professional or
otherwise, or anything of any nature whatsoever or to induce the
public to enter into any obligation relating thereto, to make or
disseminate or cause to be made or disseminated before the public
in this state, or to make or disseminate or cause to be made or
disseminated from this state before the public in any state, in any
newspaper or other publication, or any advertising device, or
by public outcry or proclamation, or in any other manner or
means whatever, including over the Internet, any statement,
concerning that real or personal property or those services,
professional or otherwise, or concerning any circumstance or
matter of fact connected with the proposed performance or
disposition thereof, which is untrue or misleading, and which is
known, or which by the exercise of reasonable care should be
known, to be untrue or misleading, or for any person, firm, or
corporation to so make or disseminate or cause to be so made or
disseminated any such statement as part of a plan or scheme with
the intent not to sell that personal property or those services,
professional or otherwise, so advertised at the price stated therein,
or as so advertised. Any violation of the provisions of this
section is a misdemeanor punishable by imprisonment in the
county jail not exceeding six months, or by a fine not
exceeding two thousand five hundred dollars ($2,500), or by
both that imprisonment and fine.” [Emphasis added].
Comments:
•

Advertising copy should not deceive in any way. A court may find
the ad to be unfair or deceptive even though it does not deceive a
reasonable person as long as some members of the public are
likely to be deceived. (This may be using the dumbest person
standard).

•

Each advertising statement should be reviewed to make sure the
public is not likely to be deceived.

•

Watch out for ads that could be construed as bait and switch ads.
(13)

Business & Professions Code § 17539.4.

Business & Professions Code § 17539.4 provides:
“No person shall place an advertisement disseminated primarily
in this state for a loan which utilizes real property as collateral
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unless there is disclosed within the printed text of that
advertisement, or the oral text in the case of a radio or television
advertisement, the license under which the loan would be made or
arranged, the state regulatory entity supervising that type of loan
transaction or, in the case of unlicensed lending activity, a
statement that the loan is being made or arranged by an unlicensed
party who is not operating under the regulatory supervision of a
state agency [emphasis added].
“This section shall not apply to any bank or bank holding
company, or to any savings association or federal association as
defined by Section 5102 of the Financial Code, or to any industrial
loan company or credit union, or to any subsidiary or affiliate of
these entities if the subsidiary or affiliate is not separately licensed.”
(14)

Miscellaneous Matters

•

Use of the word “guarantee” or “guaranty” should be avoided.

•

Copyrights and Service Marks

•

Use of the term “Realtor”.

C. Federal Laws.
(1)

Real World Examples: Federal Truth-In-Lending

TILA and Federal Reserve Regulation Z (12 C.F.R. Part 226) which
implements it are designed to promote the informed use of credit by requiring
disclosures about credit terms and cost. They help consumers who are shopping
for credit to compare the terms offered by various creditors and, once in the loan
process, to be disclosed certain information and the right to cancel loans for
which their homes serve as the security.
What is “Advertising” (generally under TILA)?
Advertising includes only commercial messages that promote consumer
credit transactions. (Reg Z 12 CFR § 226.2(a)(2) Official Staff Commentary).
This would include, among other things:
•

Messages in a newspaper, magazine, leaflet, promotional flyer, or
catalog

•

Announcements on radio, television, or public address system.

•

On-line messages (i.e., such as those on the Internet).
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•

Direct mail literature or other printed material on any exterior or
interior sign.

•

Point-of-sale displays.

•

Telephone solicitations.

•

Letters sent to customers as part of an organized solicitation (i.e.,
not customized letters to an individual customer).

•

Communications promoting a new open-end plan or closed-end
transaction.

•

Messages on monthly statements offering mortgage loan products
or services.
(2)

Specific Reg Z Rules for Mortgage Brokers and
Lenders.

•

“Actually available terms.” -- If specific credit terms are advertised,
they must be available. (12 CFR § 226.24(a).)

•

“APR”-- If an ad mentions a finance charge, it must state the rate
as an “annual percentage rate” (“APR”). If the ad states an APR
and it may increase during the loan term, the advertisement must
mention that the APR may increase.

•

“Other Rates.” -- An ad cannot state any rate other than an APR,
except it may mention a simple annual interest rate or periodic rate
that is applied to an unpaid balance along with (BUT NOT MORE
CONSPICUOUSLY THAN) the APR.

•

“Triggering Terms” – For closed-end mortgage loans, if the ad
mentions (12 CFR § 226.24(c).):
o Amount or percentage of down payment,
o The number of payments or period of repayment (30-year loan);
or,
o The amount of any payment; or
o The amount of any finance charge,
o Then the ad must also state, as applicable, the terms of
repayment and the APR.
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•

“Buydowns” – As stated in the Reg Z, Official Staff Commentary
to § 24(b):

“When a third party (such as a seller) or a creditor wishes to
promote the availability of reduced interest rates (consumer or
seller buydowns), the advertised annual percentage rate must be
determined in accordance with the rules in the commentary to §
226.17(c) regarding the basis of transactional disclosures for
buydowns. The seller or creditor may advertise the reduced simple
interest rate, provided the advertisement shows the limited term to
which the reduced rate applies and states the simple interest rate
applicable to the balance of the term. The advertisement may also
show the effect of the buydown agreement on the payment
schedule for the buydown period without triggering the additional
disclosures under § 226.24(c)(2). For example, the advertisement
may state that ‘with this buydown arrangement, your monthly
payments for the first 3 years of the mortgage terms will be only
$350 or ‘this buydown arrangement will reduce your monthly
payments for the first 3 years of the mortgage term by $150.’”
(3)

Open End Credit—Home Equity Lines Of Credit –
Reg-Z addresses this issue as follows in § 226.16
Advertising, which provides:

“(a) Actually available terms. If an advertisement for credit
states specific credit terms, it shall state only those terms that
actually are or will be arranged or offered by the creditor.
(b) Advertisement of terms that require additional disclosures.
If any of the terms required to be disclosed under § 226.6 are set
forth in an advertisement, the advertisement shall also clearly and
conspicuously set forth the following:
(1) Any minimum, fixed, transaction, activity or similar charge
that could be imposed.
(2) Any periodic rate that may be applied expressed as an
annual percentage rate as determined under § 226.14(b). If the
plan provides for a variable periodic rate, that fact shall be
disclosed.
(3) Any membership or participation fee that could be imposed.
(c) Catalogs or other multiple page advertisements; electronic
advertisements:
(1) If a catalog or other multiple page advertisement, or an
advertisement using electronic communication, gives information in
a table or schedule in sufficient detail to permit determination of the
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disclosures required by paragraph (b) of this section, it shall be
considered a single advertisement if:
(i) The table or schedule is clearly and conspicuously set forth;
and
(ii) Any statement of terms set forth in § 226.6 appearing
anywhere else in the catalog or advertisement clearly refers to the
page or location where the table or schedule begins.
(2) A catalog or other multiple page advertisement or an
advertisement using electronic communication complies with this
paragraph if the table or schedule of terms includes all appropriate
disclosures for a representative scale of amounts up to the level of
the more commonly sold higher priced property or services offered.
(d) Additional requirements for home equity plans:
(1) Advertisement of terms that require additional disclosures.
If any of the terms required to be disclosed under § 226.6(a) or (b)
or the payment terms of the plan are set forth, affirmatively or
negatively, in an advertisement for a home equity plan subject to
the requirements of § 226.5b, the advertisement also shall clearly
and conspicuously set forth the following:
(i) Any loan fee that is a percentage of the credit limit under the
plan and an estimate of any other fees imposed for opening the
plan, stated as a single dollar amount or a reasonable range.
(ii) Any periodic rate used to compute the finance charge,
expressed as an annual percentage rate as determined under
section § 226.14(b).
(iii) The maximum annual percentage rate that may be imposed
in a variable rate plan.
(2) Discounted and premium rates. If an advertisement states
an initial annual percentage rate that is not based on the index and
margin used to make later rate adjustments in a variable rate plan,
the advertisement also shall state the period of time such rate will
be in effect, and, with equal prominence to the initial rate, a
reasonably current annual percentage rate that would have been in
effect using the index and margin.
(3) Balloon payment. If an advertisement contains a statement
about any minimum periodic payment, the advertisement also shall
state, if applicable, that a balloon payment may result.
(4) Tax implications. An advertisement that states that any
interest expense incurred under the home equity plan is or may be
tax deductible may not be misleading in this regard.
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(5) Misleading terms. An advertisement may not refer to a
home equity plan as "free money" or contain a similarly misleading
term.
[54 FR 13867, April 6, 1989; 54 FR 24688, June 9, 1989; 54
FR 28665, July 7, 1989; 58 FR 40583, July 29, 1993; 59 FR
40204, Aug. 5, 1994; 59 FR 63715, Dec. 9, 1994; 66 FR 17338,
March 30, 2001; 66 FR 41440, Aug. 8, 2001]”
(4)

Federal Real Estate Settlement Procedures Act
(RESPA)
(a) “Joint Advertising.”

Mortgage lenders and mortgage brokers should not engage in joint
advertising (seminars, promotions, etc.) with any real estate broker, appraiser,
title company or real estate attorney, without carefully considering the
implications of RESPA § 8 (e.g., sharing the costs of a homebuyer’s or
borrowers’ seminar where the lender or mortgage broker does not share the
floor). If done incorrectly, this could look like a hidden referral fee.
(b) “Gifts of Advertising”
A mortgage lender or broker should not prepare customer directed
advertising to be used by any other real estate brokers, appraisers, title
companies or real estate attorneys unless: (1) the advertising promotes the
mortgage broker’s or mortgage lender’s products or services; (2) the
advertisement does not promote any particular real estate broker, other
mortgage broker, appraiser, title company; etc.
(5)

Equal Credit Opportunity Act (ECOA)

The ECOA and Federal Reserve Regulation B (12 C.F.R. §§ 202.1, et
seq.) which implements it are designed to prohibit mortgage lenders and brokers
from discriminating on the basis of race, color, religion, national origin, sex,
marital status, age, income from public assistance, or exercise of consumer
protection rights. ECOA also prohibits lenders and brokers from advertising or in
any other way making oral or written statements to loan applicants or prospective
applicants which would discourage a reasonable person from making the
application or pursuing it if those statements are based on the foregoing
categories of discrimination. Mortgage lenders and brokers must provide notices
of their decision to the credit applicants. There is also limited self-testing for
compliance with ECOA’s criteria, which lenders and brokers may use.
(6)

Fair Housing Act (FHA)
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The FHA, which is Title VIII of the Civil Rights Act of 1964, prohibits
lenders from discriminating in their loan processes on the basis of race, color,
religion, sex, handicap, familial status, and national origin. The prohibition
applies to “residential real estate-related transactions” which are: the making or
purchasing of loans or providing other financial assistance (1) for purchasing,
constructing, improving, repairing, or maintaining a dwelling, or (2) secured by
real estate, the selling, brokering, or appraising of residential real property.
Lenders and mortgage brokers must comply with the FHA’s general
antidiscrimination prohibition, requirement that lenders and mortgage brokers
post a fair housing poster at their places of business, prohibition of discriminatory
advertising, and the limited self-testing conducted by a lender or mortgage broker
to determine its level or effectiveness of compliance.
Penalties for
noncompliance are also provided.
(7)

Telemarketing and Consumer Fraud and Abuse
Prevention Act. (TCFAPA )

The TCFAPA regulates certain aspects of telephone sales, along with the
Telephone Consumer Protection Act of 1991 (47 U.S.C. § 227). They are
designed to protect the public from telemarketing calls that may pose a threat to
health and safety or might otherwise be considered undesirable by their
receivers. The Federal Communications Commission (“FCC”) at 47 C.F.R. §§
64.1200 – 64.1201 and the Federal Trade Commission (“FTC”) at 16 C.F.R. Part
310 implement these Acts. The rules affect some of the activities of mortgage
lenders and brokers by requiring them to disclose certain information and follow
specified procedures.
15. Denial of License.
Licenses may be denied based upon Business & Professions Code § 480
which provides:
“(a) A board may deny a license regulated by this code on the
grounds that the applicant has one of the following:
(1) Been convicted of a crime. A conviction within the meaning
of this section means a plea or verdict of guilty or a conviction
following a plea of nolo contendere. Any action which a board is
permitted to take following the establishment of a conviction may be
taken when the time for appeal has elapsed, or the judgment of
conviction has been affirmed on appeal, or when an order granting
probation is made suspending the imposition of sentence,
irrespective of a subsequent order under the provisions of Section
1203.4 of the Penal Code.
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(2) Done any act involving dishonesty, fraud or deceit with the
intent to substantially benefit himself or another, or substantially
injure another; or
(3) Done any act which if done by a licentiate of the business or
profession in question, would be grounds for suspension or
revocation of license.
The board may deny a license pursuant to this subdivision only
if the crime or act is substantially related to the qualifications,
functions or duties of the business or profession for which
application is made. [See later discussion under license discipline].
(b) Notwithstanding any other provision of this code, no person
shall be denied a license solely on the basis that he has been
convicted of a felony if he has obtained a certificate of rehabilitation
under Section 4852.01 and following of the Penal Code or that he
has been convicted of a misdemeanor if he has met all applicable
requirements of the criteria of rehabilitation developed by the board
to evaluate the rehabilitation of a person when considering the
denial of a license under subdivision (a) of Section 482.
(c) A board may deny a license regulated by this code on the
ground that the applicant knowingly made a false statement of fact
required to be revealed in the application for such license.”
Comment: One of the most frequent reasons for denial or revocation of a
license is the applicants failure to disclose prior convictions, even if those
convictions were expunges. The necessity to disclose these convictions is very
clearly set forth in the instructions for the license application.
16. License Education Requirements. (Effect October 2007)
AB 2429 (Negrete McLeod), as of October 1, 2007, changes the DRE
rules relating to the minimum educational requirements necessary to obtain a
real estate salesperson’s license. Current law allows an applicant to take the real
estate salesperson license examination upon demonstrating to the Real Estate
Commissioner enrollment in, or completion of, a real estate principles course
and, after passing the examination, is required to submit to the commissioner
evidence of the successful completion of specified courses in real estate either
prior to issuance of the license or within 18 months after its issuance.
AB 2429, amends Business and Professions Code §§ 10151 et seq. to
provide that a person whose application for the salesperson license examination
or for both the examination and license is received by the commissioner on or
after October 1, 2007, to demonstrate completion of the real estate principles
course as well as the other specified real estate courses required for a license
before taking the real estate salesperson license examination. The bill
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waives these requirements for members of the State Bar of California and
applicants who qualified to take the original real estate broker license
examination by satisfying certain requirements. The bill applies to licensee
applicants whose applications are received by the commissioner prior to October
1, 2007.
17. Continuing Education Requirements (New 2007 – Effective 7-1-07)
AB 223 (Negrete McLeod) which was effective Real estate licensure:
education requirements. Existing law, the Real Estate Law, requires the
licensure of a person by the Real Estate Commissioner to engage in the
business of, act in the capacity of, or advertise or assume to act as, a real estate
broker or a real estate salesman. Existing law requires applicants for a real
estate license renewal to meet certain education requirements.
This bill would revise these requirements on July 1, 2007, to include,
among other things, completion of a 3-hour course in risk management that
includes principles, practices, and procedures calculated to avoid errors and
omissions in the practice of real estate licensed activities.
Business and Professions Code § 10170.5 provides for the required
continuing education courses and programs required for renewal. Section
10170.5 reads, in pertinent part, as follows [changes taking effect in 2007 are in
bold, italics and underlined]:
“(a) Except as otherwise provided in Sections 10153.4 and
10170.8, no real estate license shall be renewed unless the
commissioner finds that the applicant for license renewal has,
during the four-year period preceding the renewal application,
successfully completed the 45-clock hours of education provided
for in Section 10170.4, including all of the following:
(1) A three-hour course in ethics, professional conduct, and
legal aspects of real estate, which shall include, but not be limited
to, relevant legislation, regulations, articles, reports, studies, court
decisions, treatises, and information of current interest.
(2) A three-hour course in agency relationships and duties in a
real estate brokerage practice, including instruction in the
disclosures to be made and the confidences to be kept in the
various agency relationships between licensees and the parties to
real estate transactions.
(3) A three-hour course in trust fund accounting and handling.
(4) A three-hour course in fair housing.
(5) A three-hour course in risk management that shall
include, but need not be limited to, principles, practices, and
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procedures calculated to avoid errors and omissions in the
practice of real estate licensed activities.
(6) Not less than 18-clock hours of courses or programs related
to consumer protection, and designated by the commissioner as
satisfying this purpose in his or her approval of the offering of these
courses or programs, which shall include, but not be limited to,
forms of real estate financing relevant to serving consumers in the
marketplace, land use regulation and control, pertinent consumer
disclosures, agency relationships, capital formation for real estate
development, fair practices in real estate, appraisal and valuation
techniques, landlord-tenant relationships, energy conservation,
environmental regulation and consideration, taxation as it relates to
consumer decisions in real estate transactions, probate and similar
disposition of real property, governmental programs such as
revenue bond activities, redevelopment, and related programs,
business opportunities, mineral, oil, and gas conveyancing, and
California law that relates to managing community associations that
own, operate, and maintain property within common interest
developments, including, but not limited to, management,
maintenance, and financial matters addressed in the Davis-Stirling
Common Interest Development Act.
(7) Other courses and programs that will enable a licensee to
achieve a high level of competence in serving the objectives of
consumers who may engage the services of licensees to secure
the transfer, financing, or similar objectives with respect to real
property, including organizational and management techniques that
will significantly contribute to this goal.”
(b) Except as otherwise provided in Section 10170.8 [i.e., a real
estate licensee for 30 continuous years in California and is over 70
years old], no real estate license shall be renewed for a licensee
who already has renewed under subdivision (a), unless the
commissioner finds that the applicant for license renewal has,
during the four-year period preceding the renewal application,
successfully completed the 45-clock hours of education provided
for in Section 10170.4, including an eight-hour update survey
course that covers the subject areas specified in paragraphs (1) to
(5), inclusive, of subdivision (a).
(c) . . . . ¶ (d) . . ..”
18. Broker Records.
Business & Professions Code § 10148 provides:
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“(a) A licensed real estate broker shall retain for three years
copies of all listings, deposit receipts, canceled checks, trust
records, and other documents executed by him or her or obtained
by him or her in connection with any transactions for which a real
estate broker license is required. The retention period shall run
from the date of the closing of the transaction or from the date of
the listing if the transaction is not consummated. After notice, the
books, accounts, and records shall be made available for
examination, inspection, and copying by the commissioner or his or
her designated representative during regular business hours; and
shall, upon the appearance of sufficient cause, be subject to audit
without further notice, except that the audit shall not be harassing in
nature.
(b) The commissioner shall charge a real estate broker for the
cost of any audit, if the commissioner has found, in a final desist
and refrain order issued under Section 10086 or in a final decision
following a disciplinary hearing held in accordance with Chapter 5
(commencing with Section 11500) of Part 1 of Division 3 of Title 2
of the Government Code that the broker has violated Section 10145
or a regulation or rule of the commissioner interpreting Section
10145.
(c) If a broker fails to pay for the cost of an audit as described in
subdivision (b) within 60 days of mailing a notice of billing, the
commissioner may suspend or revoke the broker's license or deny
renewal of the broker's license. The suspension or denial shall
remain in effect until the cost is paid or until the broker's right to
renew a license has expired.
The commissioner may maintain an action for the recovery of
the cost in any court of competent jurisdiction. In determining the
cost incurred by the commissioner for an audit, the commissioner
may use the estimated average hourly cost for all persons
performing audits of real estate brokers.”
Notwithstanding the express provisions, Business & Professions Code §
10148 appears to allow unannounced inspections without a warrant or
administrative subpoena and notwithstanding the fact that the real estate
brokerage business is probably a “closely regulated business” and such
inspection may violate the Fourth Amendment to the U.S. Constitution. (De la
Cruz v. Quackenbush (2d Dist. 2000) 80 Cal.App.4th 775; and see New York v.
Burger (1987) 482 U.S. 691). Although most DRE audits are scheduled, it is not
uncommon for the DRE to show up and request to inspect documents pursuant
to § 10148. The DRE has taken the position that refusal to allow such
inspections violates real estate law and subjects the licensee to discipline. (See,
Bus & Prof. Code § 10177(d) re willfully disregarding or violating real estate law
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[i.e., applicable statutes and regulations].) The Residential Mortgage Lending
Law also contains similar provisions allowing the Commissioner of Corporations
to inspect without prior notice. (Fin. Code § 50314.)
However, where the licensee fails to maintain the required records and to
bring them to an administrative hearing, the licensee may be disciplined. (Apollo
Estates, Inc. v. Department of Real Estate (1985) 174 Cal.App.3d 625.) Note,
however, generally, the DRE does request documents for administrative hearings
pursuant to the Administrative Procedure Act, avoiding the issues that arise from
searches without warrants or administrative subpoenas. (Gov’t. Code §§ 11500,
et seq.).
19. Broker Supervision.
Business & Professions Code § 10177(h) provides that a broker may be
disciplined by the DRE for is she has “failed to exercise reasonable supervision
over the activities of his or her salespersons, or, as the officer designated by a
corporate broker licensee, failed to exercise reasonable supervision and control
of the activities of the corporation for which a real estate license is required.”
DRE Regulation 10 CCR § 2725 provides that:
“A broker shall exercise reasonable supervision over the
activities of his or her salespersons. Reasonable supervision
includes, as appropriate, the establishment of policies, rules,
procedures and systems to review, oversee, inspect and manage:
(a) Transactions requiring a real estate license.
(b) Documents which may have a material effect upon the
rights or obligations of a party to the transaction.
(c) Filing, storage and maintenance of such documents.
(d) The handling of trust funds.
(e) Advertising of any service for which a license is required.
(f) Familiarizing salespersons with the requirements of federal
and state laws relating to the prohibition of discrimination.
(g) Regular and consistent reports of licensed activities of
salespersons.
The form and extent of such policies, rules, procedures
and systems shall take into consideration the number of
salespersons employed and the number and location of
branch offices.
A broker shall establish a system for monitoring compliance
with such policies, rules, procedures and systems. A broker may
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use the services of brokers and salespersons to assist in
administering the provisions of this section so long as the broker
does not relinquish overall responsibility for supervision of the acts
of salespersons licensed to the broker.”
Prior to November 1996, Reg. 2725 required the broker, designated officer
or other qualified person appointed by the broker (e.g., experienced salesperson
or associate broker pursuant to a written agreement) to review, initial and date,
within a specified time, every instrument that may have a material effect on a
party to the transaction which was prepared or signed by a licensed salesperson
or associate broker. (DRE Mortgage Loan Bulletin, Fall 2006). Reg. 2725 was
amended in 1996 (as set forth above) to required that the broker or designated
officer to establish policies, rules, procedures and systems to review, oversee
and manage the enumerated items in Reg. 2725.
As noted in the Fall, 2006 DRE Mortgage Loan Bulletin:
“While the Mortgage Loan Disclosure Statements (RE882 and
883) still contain signature lines for the broker or designated officer
to indicate their review, simply signing and dating these forms does
not satisfy all of the Regulation’s requirements. Brokers and
designated officers should carefully review Regulations 2725 to
ensure they are in compliance.”
20. Broker Liability for Acts of Salespersons and Associate Brokers.
As noted in 2 Miller and Starr, Cal. Real Estate (3rd Ed.) Agency:
“It is clear that for purposes of the administration of the Real
Estate Law [fn. om.] and the obligations of the broker and
salesperson to the public or to the principal, the salesperson is an
employee of the real estate broker.[fn. om.]
All acts of a
salesperson (or any licensed broker acting under the license of
another broker) are considered as the acts of the employing broker,
[fn. om.] and the employing broker is responsible for the acts of all
salesperson and brokers licensed under the employing broker
within the course and scope of their employment.[fn. om.]
Regardless of the characterization of the relationship between a
broker and a salesperson by the terms of their employment
contract, a salesperson is considered as the employee of the
broker for purposes of administration by the Rea Estate
Commissioner, and an employee or agent of the broker for
purposes of relationships with third persons.”
(Id., at § 3:19, pp. 100-101.)
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Liability to third parties cannot be changed by the employer-employee
contract between the salesperson and the broker. (Id., at § 3:19, p. 101.) Even if
the contract provides that the salesperson or associate broker is an independent
contractor, the broker is still liable through respondeat superior when the
salesperson or associate broker commits fraud against a third person or
principal. (Id.) Generally, a broker will not be liable for acts that are not without
the course and scope of his employment. (Id., at 102 and Boquilon v. Beckwith
(1996) 49 Cal.App.4th 1697, 1719-1720.)
21. Liability of broker to principal for salespersons or associate
brokers’ acts.
The broker is liable to the principal for the torts of the salesperson or
associate broker done within the course and scope of the salesperson’s
employment. (Id., at 102.)
22. Liability of broker to third parties for salespersons or associate
brokers’ acts.
The broker is liable to third parties for the torts of the salesperson or
associate broker done within the course and scope of the salesperson’s
employment. (Id., at 102.)
23. Liability of corporate broker and designated officer.
A corporate licensee will be liable for the wrongful acts of its salesperson
or associate brokers based upon negligent supervision.
However, the
designated officer of the corporation can be disciplined for negligent supervisions
but is not personally liable to third persons for the torts of his salespersons or
associate brokers. (Id. at 104; Walters v. Marler (1978) 83 Cal.App.3d 1, 35.)
24. Broker-Salesperson (Associate Broker) Agreements.
With respect to licensed salespersons, 10 CCR § 2726 provides that:
“Every real estate broker shall have a written agreement with
each of his salesmen, whether licensed as a salesman or as a
broker under a broker-salesman arrangement. The agreement shall
be dated and signed by the parties and shall cover material aspects
of the relationship between the parties, including supervision of
licensed activities, duties and compensation.”
With respect to licensed brokers, 10 CCR § 2726 provides that:
“A real estate broker acting in the capacity of a salesman to
another broker under written agreement may perform acts for
which a license is required on behalf of the employing broker at any
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place of business at which the employing broker is currently
licensed to perform acts for which a real estate license is required.”
As will be seen from both the Commissioner’s Regs and from the various
tax laws it is mandatory and critical that the employment agreement with all
salesperson and associate brokers be in writing and that the writing meet both
the requirements of Real Estate Law as well as the individual tax and withholding
statutes.
Copies of the broker-salesperson (Associate Broker) agreement must be
retained by both the employing broker and the salesperson or associate broker
during the period of employment and for three years after the termination of
employment and it must be available for inspection by the DRE.
25. Employee vs. Independent Contractor.
For the purpose of DRE regulation Brokers and salesperson will be
charged with all of the duties required by real estate law regardless of whether
they are characterized as employer-employer or as an independent contractor,
although brokers are free to characterize their relationship either way for other
purposes (e.g., state and federal income taxes; Bus. & Prof. § 10032). Business
& Professions Code § 10032 provides:
“(a) All obligations created under Section 10000, and following,
all regulations issued by the commissioner relating to real estate
salespersons, and all other obligations of brokers and real estate
salespersons to members of the public shall apply regardless of
whether the real estate salesperson and the broker to whom he or
she is licensed have characterized their relationship as one of
"independent contractor" or of "employer and employee."
(b) A real estate broker and a real estate salesperson licensed
under that broker may contract between themselves as
independent contractors or as employer and employee, for
purposes of their legal relationship with and obligations to each
other. Characterization of a relationship as either "employer and
employee" or "independent contractor" for statutory purposes,
including, but not limited to, withholding taxes on wages and for
purposes of unemployment compensation, shall be governed by
Section 650 and Sections 13000 to 13054, inclusive, of the
Unemployment Insurance Code. For purposes of workers
compensation the characterization of the relationship shall be
governed by Section 3200, and following, of the Labor Code.”
In addition, a salesperson must be “a natural person (not a corporation or
LLC) who, for compensation or in expectation of compensation, is employed by a
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licensed real estate broker to done one or more of the acts” requiring a real
estate license. (Bus. & Prof. Code § 10132.)
A licensed broker acting in the capacity of a salesperson for another
broker must have a “written agreement” with the employing broker. (10 CCR §
2728.5.)
Notwithstanding this characterization for real estate law purposes, the
characterization of the salesperson 373 as an independent contractor as opposed
to an employee will be critical for state and federal withholder, for unemployment
insurance, for worker’s compensation insurance and for tort liability.
The most significant factors in determining whether the salesperson is an
independent contractor or an employee is whether the employer has the right to
control the manner and the means of accomplishing the result desired. (Rogers
v. Whitson (1964) 228 Cal.App.2d 662, 671-672.) The problem is that this
determination is a question of fact. (Id.) Therefore, great care must be exercised
in drafting a broker-salesperson contract. On the one hand the broker must
exercise adequate supervision and control over broker’s salespersons and on the
other hand, too much supervision and control may be used to determine that the
salesperson is an employee entitled to federal and state income tax withholding,
unemployment insurance, worker’s compensation etc.
A. Federal Income Tax Withholding; FICA and FUTA
While the status of a real estate salesperson might often be in doubt under
the general provisions of the Internal Revenue Code (“IRC”), which applied solely
the common law test for an independent contractor. 16 USC § provides, in
pertinent part that an Employee is defined as “(1) any officer of a corporation; or
(2) any individual who, under the usual common law rules applicable in
determining the employer-employee relationship, has the status of an employee .
. ..”
(26 USC § 3121(d)(2).)
However, under a special provision in the IRC relating to real estate
agents, it is easier for them to be characterized as independent contractors. 26
USCS § 3508 (2005) provides, in pertinent part:
“(a) General rule. For purposes of this title, in the case of
services performed as a qualified real estate agent or as a direct
seller
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For our purposes salesperson also included associate brokers who hand their license
with another broker.
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(1) the individual performing such services shall not be treated
as an employee, and
(2) the person for whom such services are performed shall not
be treated as an employer.
(b) Definitions. For purposes of this section
(1) Qualified real estate agent. The term 'qualified real estate
agent' means any individual who is a sales person if-(A) such individual is a licensed real estate agent,
(B) substantially all of the remuneration (whether or not paid in
cash) for the services performed by such individual as a real estate
agent is directly related to sales or other output (including the
performance of services) rather than to the number of hours
worked, and
(C) the services performed by the individual are performed
pursuant to a written contract between such individual and the
person for whom the services are performed and such contract
provides that the individual will not be treated as an employee with
respect to such services for Federal tax purposes.”
The characterization of a salesperson is not only critical for income tax
withholding but also for social security withholding. It does not matter that the
compensation is in the form of a commission. Withholding will be required if the
salesperson is found to be an employee. If the salesperson is an independent
contractor, the broker is not required as an employer to withhold income tax or
social security when paying commissions to the salesperson or associate broker.
(26 USC §§ 3121(d)(2) & 3306(i)(1); 26 CFR §§ 31.3121(d), 31.3401(a)-1).
FICA (Social Security Taxes IRC §§ 3101-3128) and FUTA (Federal
Unemployment Taxes IRC §§ 3301-3311) include corporate officers, common
law employees and statutory employees. The test for a common law employee
is the same as for income tax purposes.
B. State Withholding Taxes
For state tax purposes, the common law test is used as set forth in 22
CCR § 4304-1, which states, among other things:
“Whether an individual is an employee for the purposes of
Sections 621(b) and 13020 of the code will be determined by the
usual common law rules applicable in determining an employeremployee relationship. Under those rules, to determine whether
one performs services for another as an employee, the most
important factor is the right of the principal to control the
manner and means of accomplishing a desired result. If the
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principal has the right to control the manner and means of
accomplishing the desired result, whether or not that right is
exercised, an employer-employee relationship exists. Strong
evidence of that right to control is the principal's right to
discharge at will, without cause.
(a) If it cannot be determined whether the principal has the right
to control the manner and means of accomplishing a desired result,
the following factors will be taken into consideration:
(1) Whether or not the one performing the services is engaged
in a separately established occupation or business.
(2) The kind of occupation, with reference to whether, in the
locality, the work is usually done under the direction of a principal
without supervision.
(3) The skill required in performing the services and
accomplishing the desired result.
(4) Whether the principal or the person providing the services
supplies the instrumentalities, tools, and the place of work for the
person doing the work.
(5) The length of time for which the services are performed to
determine whether the performance is an isolated event or
continuous in nature.
(6) The method of payment, whether by the time, a piece rate,
or by the job.
(7) Whether or not the work is part of the regular business of
the principal, or whether the work is not within the regular business
of the principal.
(8) Whether or not the parties believe they are creating the
relationship of employer and employee.
(9) The extent of actual control exercised by the principal over
the manner and means of performing the services.
(10) Whether the principal is or is not engaged in a business
enterprise or whether the services being performed are for the
benefit or convenience of the principal as an individual.
(b) The factors enumerated in (a) above are indicia of the right
to control. Where there is independent evidence that the principal
has the right to control the manner and means of performing the
service in question it is not necessary to consider the above
enumerated factors. When those factors are considered, a
determination of whether an individual is an employee will depend
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upon a grouping of factors that are significant in relationship to the
service being performed.”
C. Unemployment Insurance
California Unemployment Insurance is governed by Cal. Unemployment
Insurance Code provides, in part:
“’Employment’ does not include services performed as a real
estate, mineral, oil and gas, or cemetery broker or as a real estate,
cemetery or direct sales salesperson, or a yacht broker or
salesman, by an individual if all of the following conditions are met:
_ (a) The individual is licensed [as a real estate broker or
salesperson] . . ..
_ (b) Substantially all of the remuneration (whether or not paid
in cash) for the services performed by that individual is directly
related to sales or other output (including the performance of
services) rather than to the number of hours worked by that
individual.”
(c) The services performed by the individual are performed
pursuant to a written contract between that individual and the
person for whom the services are performed and the contract
provides that the individual will not be treated as an employee
with respect to those services for state tax purposes.”
D. Worker’s Compensation Insurance.
Worker’s Compensation Insurance in California is governed by Labor
Code §§ 3299-6149. Specifically, most persons acting in the service of another
will be presumed to be an employee. (Lab. Code § 3357.)
An independent contractor for Workers Compensation is defined by Labor
Code § 3353 as follows:
"’Independent contractor’ means any person who renders
service for a specified recompense for a specified result, under the
control of his principal as to the result of his work only and not as to
the means by which such result is accomplished.”
This is very similar to the common law definition and the determination of
the issue is a question of fact. (S.G. Borello & Sons, Inc. v. Dept. of Indus.
Relations (1989) 48 Cal.3d 341, 349).
However, the Cal. Dept. of Industrial Relations has issued the following
policy statement on its website:
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Notice to real estate industry regarding workers' compensation coverage

California requires real estate brokers to provide workers’ compensation coverage for their real estate
sales agents. If an agent of an uninsured broker is injured and cannot collect the workers’ compensation benefits
to which they are entitled through the broker’s policy, the agent receives benefits from the Uninsured Employers
Fund (UEF). The UEF would, in turn, make every attempt to collect from the broker.
In addition, when an investigation is conducted by the Division of Labor Standards Enforcement and it is
determined that an employer is illegally uninsured, then that employer may be liable for up to $100,000 in
penalties.
All uninsured employers in the real estate industry are urged to immediately obtain workers’
compensation coverage either through the state-recognized self-insurance program or through a carrier
recognized by the California Department of Insurance.
Section 10032.b of the Business and Professions Code provides the following:
A real estate broker and a real estate salesperson licensed under that broker may contract between themselves as
independent contractors or as employer and employee, for purposes of their legal relationship with and obligations
to each other. Characterization of a relationship as either "employer and employee" or "independent contractor" for
statutory purposes, including, but not limited to, withholding taxes on wages and for purposes of unemployment
compensation, shall be governed by Section 650 and Sections 13000 to 13054, inclusive, of the Unemployment
Insurance Code. For purposes of workers compensation the characterization of the relationship shall be
governed by section 3200 and following of the Labor Code.

(See, http://www.dir.ca.gov/realestatenotice.htm; date 5-20-04).
Therefore, the question becomes, does a broker want to take the risk of
disagreeing with the legal interpretation of the agency in charge of enforcing
workers’ compensation insurance compliance?
E. Mandating Reporting to EDD of Independent Contractor
Compensation.
As noted by the California Employment Development Department on its
web site at http://www.edd.ca.gov/taxrep/txicrtx.htm:
“Any business or government entity that is required to file a
federal Form 1099-MISC for services received from an independent
contractor is required to report specific independent contractor
information to EDD. This information will be used to locate parents
who are delinquent in their child support obligations.
The new reporting requirements apply if you hire an
independent contractor and:

© 2010 Adleson, Hess & Kelly P.C.

Page 353

•

You are required to file a Form 1099-MISC for the services
performed by the independent contractor, and

•

You pay the independent contractor $600 or more OR enter into a
contract for $600 or more, and

•

The independent contractor is an individual or sole proprietorship.

If all three of the above statements apply, you must report the
independent contractor to EDD within 20 days of paying/contracting
for $600 or more in services. You are not required to report
independent contractors that are corporations, general partnerships,
limited liability partnerships, and limited liability companies.”
The proper form is the DE 542 which can be found on the EDD website at
http://www.edd.ca.gov/taxrep/de542.pdf.
26. Grounds for Discipline by DRE
A. General Statutory Grounds.
B. Business and Professions Code § 10176.
Business and Professions Code § 10176 provides the following grounds
for investigation of the actions of licensees and grounds for suspension or
revocation of licenses.
“The commissioner . . . . may temporarily suspend or
permanently revoke a real estate license at any time where the
licensee, while a real estate licensee, in performing or attempting to
perform any of the acts within the scope of this chapter [§§ 1017510185] has been guilty of any of the following:
(a) Making any substantial misrepresentation.
(b) Making any false promises of a character likely to influence,
persuade or induce.
(c) A continued and flagrant course of misrepresentation or
making of false promises through real estate agents or
salespersons.
(d) Acting for more than one party in a transaction without the
knowledge or consent of all parties thereto.
(e) Commingling with his or her own money or property the
money or other property of others which is received and held by
him or her.
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(f) Claiming, demanding, or receiving a fee, compensation or
commission under any exclusive agreement authorizing or
employing a licensee to perform any acts set forth in Section 10131
for compensation or commission where the agreement does not
contain a definite, specified date of final and complete termination.
(g) The claiming or taking by a licensee of any secret or
undisclosed amount of compensation, commission or profit or the
failure of a licensee to reveal to the employer of the licensee the full
amount of the licensee's compensation, commission or profit under
any agreement authorizing or employing the licensee to do any acts
for which a license is required under this chapter for compensation
or commission prior to or coincident with the signing of an
agreement evidencing the meeting of the minds of the contracting
parties, regardless of the form of the agreement, whether
evidenced by documents in an escrow or by any other or different
procedure.
(h) The use by a licensee of any provision allowing the licensee
an option to purchase in an agreement authorizing or employing the
licensee to sell, buy, or exchange real estate or a business
opportunity for compensation or commission, except when the
licensee prior to or coincident with election to exercise the option to
purchase reveals in writing to the employer the full amount of
licensee's profit and obtains the written consent of the employer
approving the amount of the profit.
(i) Any other conduct, whether of the same or a different
character than specified in this section, which constitutes fraud or
dishonest dealing.
(j) Obtaining the signature of a prospective purchaser to an
agreement which provides that the prospective purchaser shall
either transact the purchasing, leasing, renting or exchanging of a
business opportunity property through the broker obtaining the
signature, or pay a compensation to the broker if the property is
purchased, leased, rented or exchanged without the broker first
having obtained the written authorization of the owner of the
property concerned to offer the property for sale, lease, exchange
or rent.
(k) Failing to disburse funds in accordance with a commitment
to make a mortgage loan that is accepted by the applicant when the
real estate broker represents to the applicant that the broker is
either of the following:
(1) The lender.
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(2) Authorized to issue the commitment on behalf of the lender
or lenders in the mortgage loan transaction.
(l) Intentionally delaying the closing of a mortgage loan for the
sole purpose of increasing interest, costs, fees, or charges payable
by the borrower.”
(m) Generating an inaccurate opinion of the value of residential
real property, requested in connection with a debt forgiveness sale,
in order to do either or both of the following:
(1) Manipulate the lienholder to reject the proposed debt
forgiveness sale.
(2) Acquire a financial or business advantage, including a listing
agreement, that directly results from the inaccurate opinion of
value, with regard to the subject property.” [Added 1-1-09]
C. Business and Professions Code § 10177 (Amended 2009)
Additional grounds for suspension or revocation of licenses and for denial
of licenses are found in Business and Professions Code § 10177. Section
10177, was amended by SB 94 (Calderon) Ch 630 which become effective on
10-11-2009. Section 10177, as amended states (2009) amendments underlined,
in bold and in italics; deletions are shown by strikeout):
“The commissioner may suspend or revoke the license of a real
estate licensee, or may deny the issuance of a license to an
applicant, who has done any of the following, or may suspend or
revoke the license of a corporation, or deny the issuance of a
license to a corporation, if an officer, director, or person owning or
controlling 10 percent or more of the corporation's stock has done
any of the following:
(a) Procured, or attempted to procure, a real estate license or
license renewal, for himself or herself or a salesperson, by fraud,
misrepresentation, or deceit, or by making a material misstatement
of fact in an application for a real estate license, license renewal, or
reinstatement.
(b) Entered a plea of guilty or nolo contendere to, or been found
guilty of, or been convicted of, a felony, or a crime substantially
related to the qualifications, functions, or duties of a real estate
licensee, and the time for appeal has elapsed or the judgment of
conviction has been affirmed on appeal, irrespective of an order
granting probation following that conviction, suspending the
imposition of sentence, or of a subsequent order under Section
1203.4 of the Penal Code allowing that licensee to withdraw his or
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her plea of guilty and to enter a plea of not guilty, or dismissing the
accusation or information.
(c) Knowingly authorized, directed, connived at, or aided in the
publication, advertisement, distribution, or circulation of a material
false statement or representation concerning his or her designation
or certification of special education, credential, trade organization
membership, or business, or concerning a business opportunity or
a land or subdivision, as defined in Chapter 1 (commencing with
Section 11000) of Part 2, offered for sale. 374
(d) Willfully disregarded or violated the Real Estate Law (Part 1
(commencing with Section 10000)) or Chapter 1 (commencing with
Section 11000) of Part 2 or the rules and regulations of the
commissioner for the administration and enforcement of the Real
Estate Law and Chapter 1 (commencing with Section 11000) of
Part 2.
(e) Willfully used the term “realtor” or a trade name or insignia
of membership in a real estate organization of which the licensee is
not a member.
(f) Acted or conducted himself or herself in a manner that would
have warranted the denial of his or her application for a real estate
license, or has either had a license denied or had a license issued
by another agency of this state, another state, or the federal
government revoked or suspended for acts that, if done by a real
estate licensee, would be grounds for the suspension or revocation
of a California real estate license, if the action of denial, revocation,
or suspension by the other agency or entity was taken only after
giving the licensee or applicant fair notice of the charges, an
opportunity for a hearing, and other due process protections
comparable to the Administrative Procedure Act (Chapter 3.5
(commencing with Section 11340), Chapter 4 (commencing with
Section 11370), and Chapter 5 (commencing with Section 11500)
of Part 1 of Division 3 of Title 2 of the Government Code), and only
upon an express finding of a violation of law by the agency or
entity.
(g) Demonstrated negligence or incompetence in performing an
act for which he or she is required to hold a license.

374

AB 2890 (2006) which added Financial Code § 22168 effective January 1, 2007, does
not include the words “or trade organization membership” but does apply to both the CFL and its
employees. This distinction may be that CFL does not have licensed salespersons whereas
REBs do. Based upon the amendment to Business & Professions Code § 10177(c), most
advertisements (of any nature) which represent that someone is a CMA (or other association)
member, when they are not, will be a grounds for discipline.
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(h) As a broker licensee, failed to exercise reasonable
supervision over the activities of his or her salespersons, or, as the
officer designated by a corporate broker licensee, failed to exercise
reasonable supervision and control of the activities of the
corporation for which a real estate license is required.
(i) Has used his or her employment by a governmental agency
in a capacity giving access to records, other than public records, in
a manner that violates the confidential nature of the records.
(j) Engaged in any other conduct, whether of the same or a
different character than specified in this section, which constitutes
fraud or dishonest dealing.
(k) Violated any of the terms, conditions, restrictions, and
limitations contained in an order granting a restricted license.
(l)(1) Solicited or induced the sale, lease, or listing for sale or
lease of residential property on the ground, wholly or in part, of loss
of value, increase in crime, or decline of the quality of the schools
due to the present or prospective entry into the neighborhood of a
person or persons having a characteristic listed in subdivision (a) or
(d) of Section 12955 of the Government Code, as those
characteristics are defined in Sections 12926 and12926.1,
subdivision (m) and paragraph (1) of subdivision (p) of Section
12955, and Section 12955.2 of the Government Code.
(2) Notwithstanding paragraph (1), with respect to familial
status, paragraph (1) shall not be construed to apply to housing for
older persons, as defined in Section 12955.9 of the Government
Code. With respect to familial status, nothing in paragraph (1) shall
be construed to affect Sections 51.2, 51.3, 51.4, 51.10, 51.11, and
799.5 of the Civil Code, relating to housing for senior citizens.
Subdivision (d) of Section 51 and Section 1360 of the Civil Code
and subdivisions (n), (o), and (p) of Section 12955 of the
Government Code shall apply to paragraph (1).
(m) Violated the Franchise Investment Law (Division 5
(commencing with Section 31000) of Title 4 of the Corporations
Code) or regulations of the Commissioner of Corporations
pertaining thereto.
(n) Violated the Corporate Securities Law of 1968 (Division 1
(commencing with Section 25000) of Title 4 of the Corporations
Code) or the regulations of the Commissioner of Corporations
pertaining thereto.
(o) Failed to disclose to the buyer of real property, in a
transaction in which the licensee is an agent for the buyer, the
nature and extent of a licensee's direct or indirect ownership
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interest in that real property. The direct or indirect ownership
interest in the property by a person related to the licensee by blood
or marriage, by an entity in which the licensee has an ownership
interest, or by any other person with whom the licensee has a
special relationship shall be disclosed to the buyer.
(p) Violated Article 6 (commencing with Section 10237).
(q) Violated or failed to comply with Chapter 2
(commencing with Section 2920) of Title 14 of Part 4 of
Division 3 of the Civil Code, related to mortgages.
If a real estate broker that is a corporation has not done any of
the foregoing acts, either directly or through its employees, agents,
officers, directors, or persons owning or controlling 10 percent or
more of the corporation's stock, the commissioner may not deny the
issuance of a real estate license to, or suspend or revoke the real
estate license of, the corporation, provided that any offending
officer, director, or stockholder, who has done any of the foregoing
acts individually and not on behalf of the corporation, has been
completely disassociated from any affiliation or ownership in the
corporation.”
D. 2009 Amendment to § 10177 (AB 260).
AB 260 attempted to add subdivisions (q) and (r) to Business &
Professions Code § 10177. However, what was to be subdivision (q) was
“chaptered out” [superseded by another bill on the same section] resulting in (q)
being eliminated from § 10177 and what was to be “r” below has been
renumbered as subdivision (q).
“(q) Violated any provision of any of the following federal acts or
regulations:
(1) The federal Real Estate Settlement Procedures Act, as
amended (12 U.S.C. Sec. 2601 et seq.).
(2) The federal Truth in Lending Act, as amended (15 U.S.C.
Sec. 1601 et seq.).
(3) The federal Home Ownership Equity Protection Act (15
U.S.C. Sec. 1639).
(4) Any regulation promulgated under any of the federal acts
cited in paragraph (1), (2), or (3).
(r) Violated or failed to comply with Chapter 2 (commencing
with Section 2920) of Title 14 of Part 4 of Division 3 of the Civil
Code, related to mortgages.”
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Comment: This may include Civil Code §§ 2920 -2967, although it is not
clear that all of those provisions relate to mortgages.

E. 2006 Amendments to § 10177(l) (AB 2800).
As summarized in the legislative digest to AB 280:
“Various provisions of existing law prohibit discrimination in
housing and housing related areas, including real estate licensure,
mortgage lending, club membership, development projects, and
community redevelopment. The prohibited discrimination includes
discrimination based on specified categories, including the race,
color, sex, religion, and marital status of a person.
The Fair Employment and Housing Act declares that the
practice of discrimination because of race, color, religion, sex,
marital status, national origin, ancestry, familial status, disability, or
sexual orientation in housing accommodations is against the public
policy of the state.
This bill would amend provisions that prohibit discrimination in
housing and specified housing related areas to instead prohibit
discrimination on the same characteristics as in the Fair
Employment and Housing Act.”
The impact on lenders and mortgage brokers is indirect to the extent that
they “solicited or induced the sale, lease, or listing for sale or lease of residential
property”. Previously the prohibitions just applied to: “race, color, religion,
ancestry, or national origin”.
Now the category protected has been expanded to include all persons
“having any characteristic listed in subdivision (a) or (d) of Section 12955 of the
Government Code, as those characteristics are defined in Sections 12926,
12926.1, subdivision (m), and paragraph (1) of subdivision (p) of Section 12955,
and Section 12955.2 of the Government Code.”
Government Code § 12955(a) and (d) provide:
“It shall be unlawful:
(a) For the owner of any housing accommodation to
discriminate against or harass any person because of the race,
color, religion, sex, sexual orientation, marital status, national
origin, ancestry, familial status, source of income, or disability of
that person.
(b) –(c) . . .
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(d) For any person subject to the provisions of Section 51 of
the Civil Code, as that section applies to housing accommodations,
to discriminate against any person on the basis of sex, sexual
orientation, color, race, religion, ancestry, national origin, familial
status, marital status, disability, source of income, or on any other
basis prohibited by that section.”
Civil Code § 51 (the Unruh Act) applies to all public businesses,
including act the performance of which required a real estate
license (See, Bus. & Prof. Code 10131.)
Under Government Code § 12955(p) “source of income”
“means lawful, verifiable income paid directly to a tenant or paid to
a representative of a tenant.” For the purposes of § 12955(p), “a
landlord is not considered a representative of a tenant.” In addition,
it does “not constitute discrimination based on source of income to
make a written or oral inquiry concerning the level or source of
income.” Section 12955(m) provides:
“(m) As used in this section, "race, color, religion, sex, sexual
orientation, marital status, national origin, ancestry, familial status,
source of income, or disability" includes a perception that the
person has any of those characteristics or that the person is
associated with a person who has, or is perceived to have, any of
those characteristics.
It is beyond the scope of this legal update to detail all of the
definitions of the classified individuals against whom one may not
discriminate. However, some of the definitions in Government
Code § 12926 are as follows:
(m) "Race, religious creed, color, national origin, ancestry,
physical disability, mental disability, medical condition, marital
status, sex, age, or sexual orientation" includes a perception that
the person has any of those characteristics or that the person is
associated with a person who has, or is perceived to have, any of
those characteristics.
(o) "Religious creed," "religion," "religious observance,"
"religious belief," and "creed" include all aspects of religious belief,
observance, and practice.
(p) "Sex" includes, but is not limited to, pregnancy, childbirth, or
medical conditions related to pregnancy or childbirth. "Sex" also
includes, but is not limited to, a person's gender, as defined in
Section 422.56 of the Penal Code.
(q) "Sexual orientation" means heterosexuality, homosexuality,
and bisexuality.”
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Government Code § 12926.1(c) defines “disabilities” as follows:
“Physical and mental disabilities include, but are not limited to,
chronic or episodic conditions such as HIV/AIDS, hepatitis,
epilepsy, seizure disorder, diabetes, clinical depression, bipolar
disorder, multiple sclerosis, and heart disease. In addition, the
Legislature has determined that the definitions of "physical
disability" and "mental disability" under the law of this state require
a "limitation" upon a major life activity, but do not require, as does
the Americans with Disabilities Act of 1990, a "substantial
limitation." This distinction is intended to result in broader coverage
under the law of this state than under that federal act. Under the
law of this state, whether a condition limits a major life activity shall
be determined without respect to any mitigating measures, unless
the mitigating measure itself limits a major life activity, regardless of
federal law under the Americans with Disabilities Act of 1990.
Further, under the law of this state, "working" is a major life activity,
regardless of whether the actual or perceived working limitation
implicates a particular employment or a class or broad range of
employments.”
F. Exception as to housing for older persons.
That is with respect to “familial status” it is not be
construed to apply to housing for older persons, as defined in
Section 12955.9 of the Government Code and in other statutes
that carve out special treatment for senior house.
G. Business and Professions Code § 10177. Anti-Kickback
Provisions relating to Licensee’s Receiving Compensation
For Referral Of Business To Escrow Agents, Title Companies,
Etc.
Business and Professions Code § 10177.4. provides:
“(a) . . .[T]he commissioner may. . .suspend or revoke the
license of a real estate licensee who claims, demands, or receives
a commission, fee, or other consideration, as compensation or
inducement, for referral of customers to any escrow agent,
structural pest control firm, home protection company, title insurer,
controlled escrow company, or underwritten title company. A
licensee may not be disciplined under any provision of this part for
reporting to the commissioner violations of this section by another
licensee, unless the licensee making the report had guilty
knowledge of, or committed or participated in, the violation of this
section.
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(b) The term "other consideration" as used in this section does
not include any of the following:
(1) Bona fide payments for goods or facilities actually furnished
by a licensee or for services actually performed by a licensee,
provided these payments are reasonably related to the value of the
goods, facilities, or services furnished.
(2) Furnishing of documents, services, information, advertising,
educational materials, or items of a like nature that are customary
in the real estate business and that relate to the product or services
of the furnisher and that are available on a similar and essentially
equal basis to all customers or the agents of the customers of the
furnisher.
(3) Moderate expenses for food, meals, beverages, and similar
items furnished to individual licensees or groups or associations of
licensees within a context of customary business, educational, or
promotional practices pertaining to the business of the furnisher.
(4) Items of a character and magnitude similar to those in
paragraphs (2) and (3) that are promotional of the furnisher's
business customary in the real estate business, and available on a
similar and essentially equal basis to all customers, or the agents of
the customers, of the furnisher.
(c) Nothing in this section shall relieve any licensee of the
obligation of disclosure otherwise required by this part.”
It may not be a violation of the anti-rebate provisions of Business and
Professions Code § 10177.4 when a real estate broker receives compensation
for overhead sharing from a title company providing on-site escrow coordination
by placing a title company employee in the real estate broker’s office. This is
particularly true where there is no evidence of increased business referred by the
broker to the title company for the “escrow coordination services” (In re
Hauserman Real Estate (8/16/00) DRE Case No. H-3364 SAC, Off. Admin. Hrg.
Case No. OAH N-1998070563). Thus, where a title company offers the licensee
such on-site services and shares overhead, the result may be different where the
broker, after the relationship commenced, referred substantially more clients to
the title company than they did before.
Unfair competition can also exist in nonjudicial foreclosure sales. Civil
Code § 2924h(g) prohibits:
“any person, acting alone or in concert with others, (1) to offer
to accept or accept from another, any consideration of any type not
to bid, or (2) to fix or restrain bidding in any manner, at a sale of
property conducted pursuant to a power of sale in a deed of trust or
mortgage”.
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In addition to any other remedies, the penalty for violation of that section is
a maximum $10,000 fine or imprisonment in the county jail for not more than one
year, or both the fine and the imprisonment.
H. Conviction or Nolo Contendere Plea to Certain Crimes.
Business and Professions Code § 490 provides, in pertinent part:
“A board may suspend or revoke a license on the ground that
the licensee has been convicted of a crime, if the crime is
substantially related to the qualifications, functions, or duties of the
business or profession for which the license was issued. A
conviction within the meaning of this section means a plea or
verdict of guilty or a conviction following a plea of nolo contendere.
Any action which a board is permitted to take following the
establishment of a conviction may be taken when the time for
appeal has elapsed, or the judgment of conviction has been
affirmed on appeal, or when an order granting probation is made
suspending the imposition of sentence, irrespective of a
subsequent order under the provisions of Section 1203.4 of the
Penal Code. [i.e., expungement order].”
Business and Professions Code § 481 requires each licensing agency to
develop criteria to aid it to determine whether a crime or act is substantially
related to the qualifications, functions, or duties of the business or profession it
regulates. 10 CCR § 2910 (Reg) establishes a list of “Criteria of Substantial
Relationship” which are used by the DRE Commissioner in applying Business
and Professions Code § 490. Reg. § 2910 provides:
“(a) When considering whether a license should be denied,
suspended or revoked on the basis of the conviction of a crime, or
on the basis of an act described in Section 480(a)(2) or 480(a)(3) of
the Code, the crime or act shall be deemed to be substantially
related to the qualifications, functions or duties of a licensee of the
Department within the meaning of Sections 480 and 490 of the
Code if it involves:
(1) The fraudulent taking, obtaining, appropriating or retaining
of funds or property belonging to another person.
(2) Counterfeiting, forging or altering of an instrument or the
uttering of a false statement.
(3) Willfully attempting to derive a personal financial benefit
through the nonpayment or underpayment of taxes, assessments
or levies duly imposed upon the licensee or applicant by federal,
state, or local government.
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(4) The employment of bribery, fraud, deceit, falsehood or
misrepresentation to achieve an end.
(5) Sexually; related conduct affecting a person who is an
observer or non-consenting participant in the conduct or convictions
which require registration pursuant to the provisions of Section 290
of the Penal Code.
(6) Willfully violating or failing to comply with a provision of
Division 4 of the Business and Professions Code of the State of
California. [Bus. & Profs. Code §§ 10000 et seq.]
(7) Willfully violating or failing to comply with a statutory
requirement that a license, permit or other entitlement be obtained
from a duly constituted public authority before engaging in a
business or course of conduct.
(8) Doing of any unlawful act with the intent of conferring a
financial or economic benefit upon the perpetrator or with the intent
or threat of doing substantial injury to the person or property of
another.
(9) Contempt of court or willful failure to comply with a court
order.
(10) Conduct which demonstrates a pattern of repeated and
willful disregard of law.
(11) Two or more convictions involving the consumption or use
of alcohol or drugs when at least one of the convictions involve
driving and the use or consumption of alcohol or drugs.
(b) The conviction of a crime constituting an attempt, solicitation
or conspiracy to commit any of the above enumerated acts or
omissions is also deemed to be substantially related to the
qualifications, functions or duties of a licensee of the department.
(c) If the crime or act is substantially related to the
qualifications, functions or duties of a licensee of the department,
the context in which the crime or acts were committed shall go only
to the question of the weight to be accorded to the crime or acts in
considering the action to be taken with respect to the applicant or
licensee.”
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I.

Basis to Determine Whether Conduct Will Support the
Imposition of Discipline.

J.

Consensual Sexual Intercourse with a Minor May Not be
Grounds for DRE Discipline (But Don’t Count On It).

In Donaldson v. Department of Real Estate (2005) 134 Cal. App. 4th 948,
the licensee had a salesperson’s license since 1992, In 1999 licensee engaged
in sexual relations with his wife's 16-year old sister [never a good thing to have
to explain to the wife], who was babysitting the couple's children during a
business trip by licensee's wife. Ultimately the licensee pled no contest plea to
unlawful intercourse with a minor, a felony, and contributing to the delinquency of
a minor, a misdemeanor. The court suspended imposition of sentence and
placed licensee on three years' probation. On September 10, 2001, the court
reduced the felony conviction to a misdemeanor subject to further conditions.
The DRE filed an accusation for discipline against the licensee for
violation of Business and Professions Code § 10177 (b), in that they were
"crimes involving moral turpitude, and crimes which are substantially related
under Regs. § 2910 to the qualifications, functions or duties of a real estate
licensee.
The licensee testified that the sex with the minor was consensual. The
Administrative Law Judge (“ALJ”) found “that the sexual conduct underlying the
convictions was an isolated situational incident and that it was not contrary to the
public interest for him to retain his license on a restricted basis.”
The DRE Commissioner set aside the ALJ’s decision and issued her own
decision revoking the licensee’s license without granting the licensee a restricted
license. In essence, the dispute was over the factual conclusion and testimony
over whether the sex with a minor was consensual.
After the Commissioner’s order was set aside by the trial court, with a
remand to the Commissioner ordering her to issue a new ruling, the
Commissioner issued a new ruling revoking the licensee’s license. The ground
for the revocation was that the offense of “sex with a minor”, like its predecessor
statute, “statutory rape”, is nonconsensual because the minor is incapable of
consent. This time the trial court agreed with the commissioner and the licensee
appealed.
The court of appeal found that in interpreting the criminal conviction
involving moral turpitude as referenced in Business and Professions Code §
10177 standing alone would authorize discipline for any conviction involving
moral turpitude. It is "tempered," however, by § 490, which limits the discretion of
licensing authorities requiring that: "A board may suspend or revoke a license on
the ground that the licensee has been convicted of a crime, if the crime is
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substantially related to the qualifications, functions, or duties of the
business or profession for which the license was issued." Thus a
determination that a licensee's conviction justifies discipline cannot rest on the
moral reprehensibility of the underlying conduct, but requires a reasoned
determination that the conduct was in fact substantially related to the
licensee's fitness to engage in the profession. That determination is made
pursuant to 10 CRC § 2910 which provides, in pertinent part:
"(a) When considering whether a license should be denied,
suspended, or revoked on the basis of the conviction of a crime, . . the
crime ... shall be deemed to be substantially related to the
qualifications, functions or duties of a licensee of the Department
within the meaning of sections 480 and 490 of the Code if it involves:
[¶] ... . [¶] (5) Sexually related conduct causing physical harm or
emotional distress to a person who is an observer or non-consenting
participant in the conduct."
In Donaldson, after a long, long historical analysis, the court of appeal
pointed out that the legislature repealed the statutory rape statute in 1970 and
sexual intercourse with a minor does not require proof of consent or lack of
consent. The court of appeal held that presumably, if consent were lacking, the
conviction would be for rape.
However, the court of appeal observed that while consent is irrelevant to
the criminal charge it was a defense to discipline here because Reg § 2910(a)(5)
as it existed at the time of the offense allowed discipline if the licensee engaged
in nonconsensual sex. The court of appeal held that the DRE’s claim that it had
adopted a policy of consistently enforcing Reg. § 2910(a)(5) against all licensees
convicted of sex with a minor was without basis in the law since the repeal of the
statutory rape statute and it could not be an enforceable policy, as opposed to
the existing regulation, as the policy was not approve via the Administrative
Procedures Act. The court of appeal reversed the trial court’s decision with a
direction to issue a writ of mandate to the DRE is enter an order consistent with
the court’s decision.
Comment: This case does not say that you can keep your real estate
license if you sleep with your wife’s minor sister. It merely says that the
Commissioner picked the wrong reason for revoking the license two times and
now will get a third chance to come up with a rationale for revocation. Section
2910(a)(5) of the Regs was amended in 2002 to provide: “Sexually; related
conduct affecting a person who is an observer or non-consenting participant in
the conduct or convictions which require registration pursuant to the provisions
of Section 290 of the Penal Code [i.e., registered sex offender].”
K. Criminal Conviction for “Wife Beating” and Endangering the
Welfare of a Child is a Crime Involving “Moral Turpitude” for
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which the DRE May Deny a Real Estate Salesperson License.
Donley v. Davi (2009) 2009 WL 4377020 (Cal. App. 3 Dist.)
The DRE Commissioner denied Bruce D. Donley's application for an
unqualified real estate salesperson license, issuing to him instead a restricted
license. Donley filed a petition for writ of administrative mandamus 375
challenging the Commissioner's decision, claiming he was entitled to an
unrestricted license. The trial court denied Donley's petition and entered
judgment for the Commissioner.
Donley appealed claiming: his 2003
misdemeanor conviction of Penal Code § 273.5 (willful infliction of corporal injury
on his cohabitant/mother of his child (hereafter, section 273.5) is not a crime of
moral turpitude; such conviction is not substantially related to the qualifications,
functions, and duties of a real estate salesperson licensee; and in any event, he
is rehabilitated under the DRE's published criteria. 376
Donley was charged with a felony violation of section 273.5 (essentially,
“wife-beating”) and a misdemeanor violation of section 273.a(b) for endangering
the welfare of a child in connection with his attack on his girlfriend in the
presence of the child they had together. He pled no contest to both charges as
misdemeanors. When Donley later applied for a real estate salesperson license,
his convictions were revealed and the license denied.
An administrative hearing was held regarding the denial of Donley’s
license application. The Administrative Law Judge (ALJ) issued a proposed
decision denying Donley an unqualified salesperson license, but recommending
the issuance of a conditional and restricted license. The Commissioner filed an
Amended decision issuing Donley a restricted license based on findings that his
section 273.5 conviction was a crime of moral turpitude which was substantially
related to the duties of a licensee, and finding that Donley was only partially
rehabilitated. The trial court agreed and denied his challenge to the
Commissioner’s decision. On appeal, the appellate court ruled that “wife
beating” is a general intent crime (so whether you intend to injure her or not is
irrelevant) and it is a crime of “moral turpitude” regardless of whether the
conviction is for a felony or a misdemeanor.
Business and Professions Code § 480 authorizes the denial of a license
by a professional licensing board, including the DRE 377 , on the ground that the
applicant has been convicted of a crime, “if the crime ... is substantially related to
the qualifications, functions, or duties of the business or profession for which
application is made.” 378 The Business and Professions Code also requires each
375

Code Civ. Proc., § 1094.5.
Cal. Code Regs., tit. 10, § 2911.
377
Bus. & Prof. Code, § 477, subd. (a).
378
Bus. & Prof. Code, § 480, subd. (a)(3)(B).
376
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board to develop regulations to determine whether a crime or act is substantially
related to the duties and functions of the profession being applied for. The DRE
has adopted such a regulation in Cal. Code Regs. § 2910 which provides in
pertinent part that a crime shall be deemed to be substantially related to the
qualifications, functions or duties of a licensee of the Department if it involves the
“Doing of any unlawful act with the intent of conferring a financial or economic
benefit upon the perpetrator or with the intent or threat of doing substantial injury
to the person or property of another.” (Emphasis added.)
The appellate court agreed with the Commissioner’s interpretation of
section 2910(a)(8) and its findings that Donley was not fully rehabilitated.
L. Recent Legislature Removes Moral Turpitude Requirement
for License Discipline. (AB 840) (Emerson); Stats. 2007, Ch.
140
Prior to AB 840, to impose discipline on a licensee, the Commissioner
must find that the licensee was convicted of a crime of moral turpitude under §
10177(b) and that the crime was substantially related to the qualifications,
functions, or duties of a real estate licensee as required by § 490. (Petropoulos v.
Dept. of Real Estate (2006) 142 Cal.App.4th 554.) DRE may not revoke a license
for misdemeanor battery not involving moral turpitude. (Id.) Based upon
amendments to § 490 since 1974 and a number of supporting cases, the criminal
offense necessary to impose discipline on a licensee must: (1) involve a crime of
moral turpitude under § 10177(b) and (2) be one that is substantially related to
the qualifications, functions, or duties of a real estate licensee as required by §
490. (Id.)
While in 1978 legislation was passed removing “moral turpitude” from
most licensing laws resulting in those agencies being able to revoke a license
solely for a conviction substantially related to the qualifications, functions, or
duties of the licensee under the licensing law regulating their profession, the
DRE opted out of the legislation and § 10177(b) was allowed to maintain the
“moral turpitude” restriction. (Id. at 555-568.)
NEW 2008 -- AB 840 amended Business and Professions Code §
10177(b) to remove the requirement that the crime be one of moral
turpitude and replaced it with the requirement that it be “a crime
substantially related to the qualifications, functions, or duties of a real
estate licensee.”
27. Residential Mortgage Lending Notice (RE 859)
Business and Professions Code § 10131.8 requires an annual notification
to the DRE by a broker meeting specified requirements regarding the lending of
its "Own funds". That section provides:
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“(a) A real estate broker who acts pursuant to subdivision (d) of
Section 10131 and who meets all of the following requirements
shall notify the department annually in writing on a form that is
acceptable to the commissioner:
(1) The real estate broker is an approved lender for the Federal
Housing Administration, Veterans Administration, Farmers Home
Administration, Government National Mortgage Association,
Federal National Mortgage Administration, or the Federal Home
Loan Mortgage Corporation.
(2) The real estate broker makes residential mortgage loans
to a loan applicant for a residential mortgage loan by using or
advancing the broker's own funds, or by making a
commitment to advance the broker's own funds.
(3) The real estate broker makes the credit decision in the loan
transaction.
(4) The real estate broker at all times maintains a tangible net
worth, computed in accordance with generally accepted accounting
standards, of a minimum of two hundred fifty thousand dollars
($250,000).
(b) As used in paragraph (2) of subdivision (a), "own funds"
means (1) cash, corporate capital, or warehouse credit lines at
commercial banks, savings banks, savings and loan associations,
industrial loan companies, or other sources that are liability items
on the real estate broker's financial statements, whether secured or
unsecured, or (2) cash, corporate capital, or warehouse credit lines
at commercial banks, savings banks, savings and loan
associations, industrial loan companies, or other sources that are
liability items on the financial statements of an affiliate of the real
estate broker, whether secured or unsecured. "Own funds" does
not include funds provided by a third party to fund a loan on
condition that the third party will subsequently purchase or accept
an assignment of the loan.”
If the licensed broker meets all of the above criteria, the Residential
Mortgage Lender Notification (RE 859) must be filed with the DRE on an annual
basis. (See, the DRE Mortgage Loan Broker Compliance Manual, Section 12.)

© 2010 Adleson, Hess & Kelly P.C.

Page 370

© 2010 Adleson, Hess & Kelly P.C.

Page 371

14 LOAN SERVICING.
1.

Loan Servicing Requires a License.

A person who for compensation or in expectation of a compensation
collects payments or performs services for borrowers or lenders or note owners
in connection with loans secured directly or collaterally by liens on real property
or a business opportunity, must have a real estate broker’s license. (Bus. & Prof.
Code § 10131(d).
2.

Servicing agreements

Any time a broker provides loan servicing for a more than one principal
(investor), the broker must have a written servicing agreement. (Bus. & Prof.
Code § 10237 et seq.) The best practice is to have a servicing agreement even
if there is only one investory, beneficiary.
3.

General Servicing Duties.

Business and Professions Code § 10233 provides, in pertinent part:
“A real estate licensee who undertakes to service a promissory
note secured directly or collaterally by a lien on real property or a
real property sales contract shall comply with each of the following
requirements:
(a) The licensee shall have a written authorization from the
borrower, the lender, or the owner of the note or contract, that is
included within the terms of a written servicing agreement that
satisfies the requirements of paragraphs (1), (2), (4), and (5) of
subdivision (k) of Section 10238.
(b) The licensee shall provide the lender or the owner of the
note or contract with at least the following accountings:
(1) An accounting of the unpaid principal balance at the end of
each year.
(2) An accounting of collections and disbursements received
and made during each year.
(3) Each accounting required under this subdivision shall
identify the person who holds the original note or contract and the
deed of trust evidencing and securing the debt or obligation for
which the accounting has been provided.
(c) The licensee shall provide to the lender or the owner of the
note or contract written notification within 15 days of the occurrence
of any of the following events:
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(1) The recording of a notice of default.
(2) The recording of a notice of trustee's sale.
(3) The receipt of any payment constituting an amount greater
than or equal to five monthly payments, together with a request for
partial or total reconveyance of the real property, in which case the
notice shall also indicate any further transfer or delivery
instructions.
(4) The delinquency of any installment or other obligation under
the note or contract for over 30 days.
Advancing Funds from Someone other than the Borrower.
Business & Professions Code § 10233.1 provides:
“If a real estate broker in servicing . . . a promissory note
secured directly or collaterally by a lien on real property for the . . .,
beneficiary, or owner of the note . . . , causes funds other than
funds received from the obligor of the note . . . to be applied toward
a payment to protect the security of the note . . . being serviced,
including the payment of debt service on an obligation secured by
the same real property having priority over the . . . deed of trust
securing the promissory note that the broker is servicing, the broker
shall, not later than 10 days after making any such payment, give
written notice to the . . . beneficiary, or owner of the date and
amount of payment, the name of the person to whom payment was
made, the source of funds, and the reason for making the
payment.”
4.

Allocation of Payments -- Civil Code § 1479

Civil Code § 1479 provides:
“Where a debtor under several obligations to another, does an
act, by way of performance, in whole or in part, which is equally
applicable to two or more of such obligations, such performance
must be applied as follows:
One-If, at the time of performance, the intention or desire of the
debtor that such performance should be applied to the extinction of
any particular obligation, be manifested to the creditor, it must be
so applied.
Two-If no such application be then made, the creditor, within a
reasonable time after such performance, may apply it toward the
extinction of any obligation, performance of which was due to him
from the debtor at the time of such performance; except that if
similar obligations were due to him both individually and as a
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trustee, he must, unless otherwise directed by the debtor, apply the
performance to the extinction of all such obligations in equal
proportion; and an application once made by the creditor cannot be
rescinded without the consent of [the] debtor.
Three-If neither party makes such application within the time
prescribed herein, the performance must be applied to the
extinction of obligations in the following order; and, if there be more
than one obligation of a particular class, to the extinction of all in
that class, ratably:
1. Of interest due at the time of the performance.
2. Of principal due at that time.
3. Of the obligation earliest in date of maturity.
4. Of an obligation not secured by a lien or collateral
undertaking.
5. Of an obligation secured by a lien or collateral undertaking.”
5.

Where the lender holds two or more notes or obligations.

Individual promissory notes will often contain an application clause
directing how payments are to be allocated. However, while an application
clause in a particular note may waive the application of Civil Code § 1479, the
same is probably not true when there are two or more obligations held by a
creditor from the same debtor. In such a case, Civil Code § 1479 probably
applies even if each individual note has a specific application clause. That is
under Civil Code § 1479, the debtor may direct which of several obligations the
payment should be applied to.
6.

Application Where There Is One Note (Obligation).

Unless there is an agreement to the contrary, under Civil Code § 1479
payments should be made first on first toward interest and then toward principal.
While it is not totally clear, it appears that an express agreement as to allocation
of payments will supersede the provisions of Civil Code § 1479. (4 Miller & Starr,
Cal. Real Estate (3rd Ed.), Deeds of Trust, § 10:75, p. 242; and see, Baruch Inv.
Co. v. Huntoon (1967) 257 Cal.App.2d 485, 495.) While no case specifically
states that Civil Code § 1479 is waivable, there are cases that state that it must
be followed “in the absence of an agreement to the contrary.” Generally, statutes
like Civil Code § 1479 which is a general statute dealing with performance are
waivable as long as they are not a consumer protection statute founded in public
policy to protect a specific class of individual.
In the absence of directions from the debtor, where the payment exceeds
the current payments due, the excess should be applied to principal.
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7.

Impact of Statutes Such as Those Relating to Late Charges on
Payment Allocation Clauses.

Broker-made or arranged loans (even those in excess of Article 7
limitations) that are secured by a dwelling (not commercial loans), are regulated
by Business and Professions Code § 10240.5 provides, in pertinent part:
“(a) A charge imposed for late payment of an installment due
on a loan secured by a mortgage or deed of trust on real property
shall not exceed an amount equal to 10 percent of the installment
due, except that a minimum charge of five dollars ($ 5) may be
imposed when the late charge permitted by this section would
otherwise be less than that minimum charge.
The charge permitted by this section may be assessed only as
a percentage of the increment of any installment due that is
attributable to principal and interest.
(b) No charge may be imposed more than once for the same
late payment of an installment. No late charge may be imposed on
any installment which is paid or tendered in full within 10 days after
its scheduled due date, even though an earlier maturing installment
or a late charge on an earlier installment may not have been paid in
full. For purposes of this subdivision, a payment or tender of
payment made within 10 days of a scheduled installment due date
shall be deemed to have been made or tendered for payment of
that installment”.
Business and Professions Code § 10240.5, is probably a non-waivable
right under Article 7 and, therefore, it will not be superseded by a note application
clause (Bus. & Prof. Code § 10248.2.) This may create a problem where the
note applies payments to first to interest (including the oldest payments due) and
then principal and other obligations.
Non-broker made loans have similar provisions requiring that a payment
received must be applied to the most recent payment due, even though other
payments are delinquent. (Civ. Code § 2954.4(b).)
8.

PAYOFF DEMANDS AND BENEFICIARY STATEMENTS.
A. Beneficiary Statement.

Under Civil Code § 2943(a)(2), a “beneficiary statement” means a
written statement showing (1) the amount of the unpaid balance of the obligation
secured by the mortgage or deed of trust and the interest rate, together with the
total amounts, if any, of all overdue installments of either principal or interest, or
both, (2) the amounts of periodic payments, if any, (3) the date on which the
obligation is due in whole or in part, (4) the date to which real estate taxes and
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special assessments have been paid to the extent the information is known to the
beneficiary, (5) the amount of hazard insurance in effect and the term and
premium of that insurance to the extent the information is known to the
beneficiary, (6) the amount in an account, if any, maintained for the accumulation
of funds with which to pay taxes and insurance premiums, (7) the nature and, if
known, the amount of any additional charges, costs, or expenses paid or incurred
by the beneficiary which may become a lien on the real property involved, and (8)
whether the obligation secured by the mortgage or deed of trust can or may be
transferred to a new borrower.
B. Payoff Demand
Under Civil Code § 2943(a)(5), a “payoff demand statement” means a
written statement, prepared in response to a written demand made by an entitled
person or authorized agent, setting forth the amounts required as of the date of
preparation by the beneficiary, to fully satisfy all obligations secured by the loan
that is the subject of the payoff demand statement. The written statement shall
include information reasonably necessary to calculate the payoff amount on a per
diem basis for the period of time, not to exceed 30 days, during which the per
diem amount is not changed by the terms of the note.
Lenders should keep in mind that it is important to follow the requirements
of Civil Code § 2943 with respect to payoff demands (received or requested).
Generally, a letter is not a payoff demand statement if it does not satisfy the
statutory requirements for a payoff demand statement (e.g., a letter from a lender
stating that “it had received funds that had to clear” but not stating the amount
that was due and owing it, including the per diem interest rate as required under
the statute.) (California National Bank v. Havis, (2004) 120 Cal.App.4th 1122.)
C. New Reg Z Servicing Rules Limit Payoff Demands.
See, discussion of the July 30, 2008 Reg Z modifications relating to payoff
demands.
D. Difference
Statement.

between

Payoff

Demand

and

Beneficiary

The beneficiary statement may be given at any time by the beneficiary to
set forth the current condition of the loan in question. The payoff demand is
made at the request of the borrower or their agent when the loan is anticipated
being paid off.
(1)

Procedures to Obtain a Payoff Demand/Beneficiary
Statement.
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Within 21 days of receipt of the written payoff demand or request for
beneficiary statement, the beneficiary or their authorized agent must prepare and
deliver to the person demanding it, a payoff demand or beneficiary statement, as
the case may be, together with a true and correct copy of the note in the case of
the beneficiary statement. If an NOD has been recorded, the request for
beneficiary statement must be made within two months after the recording or 30
days prior to the entry of a judicial foreclosure decree. In the case of a payoff
demand, the beneficiary is not required to comply with the demand if it is
received after the first date of publication of the NOS or first date of sale
established by the court in a judicial foreclosure.
(2)

Content of Payoff Demand. (See above).

•

Is it like an instruction? Does it create an agency?
type?

•

Form, manner and timing of tender.

•

Should a payoff demand be accompanied by a request for
reconveyance? Original Note? Original Deed of Trust?

•

Amounts owed (principal, interest, etc.) and “through date”.

•

Disclaimers re: pending foreclosures. What, if any, other
information should be included about the pending foreclosure?

If so, what

E. Fees.
A beneficiary may not charge more than $30 for furnishing each
beneficiary statement or payoff demand to each lender.
(Civ. Code §
2943(e)(5).) However, certain mortgages or deeds of trust (e.g., V.A. and FHA
loans) limit the amount which may be charged for such statements. No fee is
provided for under the July 30, 2008 Reg Z modifications.
At this juncture, expedite fees for sending facsimile payoff demands
requested by the borrower or the escrow, even when not set forth in the deed of
trust, have been upheld where assessed by a Savings and loan subject to the
Home Owner’s Loan Act (HOLA) and the Office of Thrift Supervision (OTS)
regulations which preempted state law UCL claims and the provisions of
California Civil Code § 2943. (Lopez v. World Savings and Loan Association
(2003) 105 Cal.App.4th 729.)
The analysis by the court of appeal in Lopez, while dicta because the case
was resolved based upon federal preemption, may be instructive as to whether a
private lender or broker can charge a reasonable expedite fee (e.g., $10) for
delivery by facsimile or by some other expedited method. That is, where the
© 2010 Adleson, Hess & Kelly P.C.

Page 377

deed of trust does not address the issue, where the payoff demand generally
could be sent by mail and meet the requirements of Civil Code § 2943 and where
the expedited delivery is expressly requested by the borrower or his/her agent
(e.g., escrow), a reasonable expedite fee may not violate the UCL. The result
may be different if the issue of the expedite fee is addressed in the deed of trust
(e.g., expressly permitted or prohibited) or where the providing of the facsimile
payoff demand is not at the request of the borrower or his/her agent.
F. Erroneous Payoff Demands.
Where the payoff demand is in error, a beneficiary's sole remedy from a
mistake in a payoff demand statement which results in an underpayment of the
amount actually due on the note is covered in Civil Code § 2943(d)(3). If the
payoff transaction is voluntary, § 2943(d)(3)(A) provides that the paying party or
its authorized agent may rely upon the payoff demand statement or an amended
statement upon the earlier of: (1) the close of escrow, (2) the transfer of title, or
(3) recordation of a lien. Any sums which were due and "for any reason not
included in the statement or amended statement, shall continue to be
recoverable by the beneficiary as an unsecured obligation of the obligor pursuant
to the terms of the note and existing provisions of law." (Freedom Financial Thrift
& Loan v. Golden Pacific Bank (1993) 20 Cal.App.4th 1305.)
The court, in the Freedom Financial case, considered the meaning of the
word "obligor". The court stated that an obligor is "[a] promissory. The person
who has engaged to perform some obligation. Person obligated under a contract
or bond." (Citing Black’s Law Dict. [5th Ed. 1979], p. 971, col.1.) Therefore the
common meaning of the word "obligor" means that the lender may recover the
unpaid balance from the person who promised to repay the loan and who is
obligated under the terms of the contract to repay the loan. "Obligor" would mean
only the actual borrower and its partners, because they are the only ones who
executed the note and promised to repay the loan according to its terms (i.e.,
“obligor” probably would not extend to a non-assuming grantee).
An entitled person may rely on the amount stated in the payoff demand
statement as the amount that is required to pay off the loan, unless the
beneficiary amends the statement as provided by law. Further, while a
beneficiary may still be entitled to recover a deficiency in the pay off of the loan,
the remaining debt is no longer secured according to the terms of the original
note regardless of the circumstances, unlike the common law. Like the common
law, however, § 2943 does provide that the debtor cannot receive a windfall and
escape the obligation of satisfying a loan in full when a mortgage or deed of trust
is paid off in error. Thus, in these circumstances, the debtor remains personally
liable for the deficiency.
However, where the obligation is secured by a purchase money deed of
trust, the lender may not be entitled to collect sums mistakenly omitted from the
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payoff demand because of California’s antideficiency statutes. (Code Civ. Proc.
§ 580b; Ghirardo v. Antonioli (1996) 14 Cal.4th 39, 57 Cal.Rptr.2d 687.) In such
cases, the policy underlying the antideficiency statutes prevents the lender from
even recovering by “equitable setoff”. (Birman v. Loeb (1998) 64 Cal.App.4th
502, 75 Cal.Rptr.2d 294.)
G. Effect of Satisfaction of the Obligation.
Valid tender or payment of the outstanding debt extinguishes the power of
the trustee to sell and renders the whole transaction null and void. (Firato v.
Tuttle (1957) 48 Cal.2d 136, 139; Lichty v. Whitney (1947) 80 Cal.App.2d 696,
702.)
H. Impact of Payoff Demand on Escrow.

379

•

Is the existing lender a party to the escrow?

•

Does the “good through date” on a payoff demand constitute an
implied postponement of the trustee’s sale under Civil Code §
2924g? See, Civil Code § 2943(f) states: “The preparation and
delivery of a beneficiary statement or a payoff demand statement
pursuant to this section shall not change a date of sale established
pursuant to Section 2924g.”

•

When is the obligation paid (i.e., at the close of escrow or when the
lender actually receives the payoff funds)?

•

If funds must be tendered to the lender, what type of tender
extinguishes the lien? An escrow holder does not owe a duty of
care to a nonparty to the escrow based on an assignment to that
nonparty by another nonparty to the escrow. (Summit Financial
Holdings, Ltd. v. Continental lawyers Title Company (2002) 27
Cal.4th 705.) In another case, a lender’s deposit of loan funds with
the escrow bank was consideration in return for the escrow bank’s
promise to disburse funds as designated by the lender. (Money
Store Investment Corporation v. Southern California Bank (4th Dist.
2002) 98 Cal.App.4th 722.)

•

Where both an escrow is pending (for sale or refinance) and the
trustee is not notified of the close of escrow, is the trustee’s sale
valid? Where the property reverts? As to third-party bona fide
purchasers? 379

Nguyen v. Calhoun, (2003) 105 Cal.App.4th 428, 440.
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9.

•

Whose obligation is it to notify the foreclosing beneficiary and
trustee of a closed escrow where a foreclosure is pending?

•

What should a trustee, beneficiary or escrow do if a foreclosure is
concluded after the close of a sale/refinance escrow where the
foreclosing beneficiary/trustee was unaware of the close of escrow?

Notice of Transfer of Servicing (Civ. Code § 2937).

Civil Code § 2937 provides that for loans secured by a deed of trust on a
1-4 residential real property located in California, a “notice of transfer of
servicing” must be sent to the borrower before the borrower or subsequent
obligor becomes obligated to make payments to a new servicing agent.
The notice of transfer of servicing shall be sent by first-class mail, postage
prepaid, to the borrower's address designated for loan payment billings, or if
escrow is pending, as provided in the escrow, and shall contain each of the
following:
•

The name and address of the person to which the transfer of the servicing
of the indebtedness is made.

•

The date the transfer was or will be completed.

•

The address where all payments pursuant to the transfer are to be made.

•

The new (assuming) servicer shall include in the transfer of servicing
notice, a statement of the due date of the next payment.

The borrower shall not be liable to the holder of the note or to any
servicing agent for payments made to the previous servicing agent or for late
charges if these payments were made prior to the borrower receiving written
notice of the transfer and the payments were otherwise on time.
The borrower or subsequent obligor shall not be liable to the holder of the
note or to any servicing agent for payments made to the previous servicing agent
or for late charges if these payments were made prior to the borrower or
subsequent obligor receiving written notice of the transfer and the payments
were otherwise on time.
The term “servicing agent” does not include a trustee exercising a power
of sale pursuant to a deed of trust. (Civ. Code § 2937(h).)
10. Even Though Seller Provided Escrow with an Incorrect Loan
Number, a Title Company May not be Able to Sue and Recover
from Seller where a Prior Lender was Paid Of Pursuant to an
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Incorrect Payoff Demand.
Bedik v. Stewart Title Guarantee Company (2007) WL 404083
(unpublished)
Summary: Stewart sought to recover from the seller of property an
overpayment of sales proceeds received as a result of an incorrect lender's
payoff demand. The case has important implications for lenders, escrow and title
companies. The trouble started because an incorrect loan number was provided
by the seller for use by escrow in obtaining the payoff demand. The lender,
Financial Freedom, relying only on the loan number, submitted a payoff demand.
Stewart sent payment to Financial Freedom based upon a demand that showed
the wrong borrower, loan number and property address. Two months later after
receipt of the funds and escrow had been long closed, Financial Freedom
demanded additional funds required to pay off the correct loan. Stewart which
insured the buyer, paid Financial Freedom and sued the seller.
The court of appeal reversed the summary judgment in favor of Stewart. It
ruled under Civil Code § 2941(e), a beneficiary is bound by its statement in
response to a request for a payoff demand after the close of escrow and a
demand must be issued within 21 days under Civil Code section 2943(a)(4). The
Court noted that even though Financial Freedom submitted a wrong payoff
demand on the wrong property, it's lien against the correct property had been
satisfied. Stewart's decision to honor its obligation under the title policy by
paying off Financial Freedom made it a volunteer for whom equitable recovery
was not permitted, even on the basis of unjust enrichment in the case.
The opinion clearly blames the lender for relying solely upon the loan
number rather than the name, address or Social Security number of the
borrower. In the Court's analysis, it is easy for someone requesting a loan payoff
to make a one-digit mistake on a loan number and harder to get the other data
wrong. The reasoning may be considered unrealistic given that most major
lenders have call-in 800 numbers generating payoff demands rather than relying
strictly on written demands. However it makes it clear that the risk of incorrect
payoff information will be shifted to the lender rather than to the former owner.
Note however, that the borrower does not always get off without liability in these
situations. The lender who did not receive the correct loan payoff would be able
to pursue the borrower even on a purchase money deed of trust on an unsecured
basis to avoid unjust enrichment.
11. Creditor Failing to Provide Timely and Accurate Beneficiary
Statement May Be Liable for Negligent Interference with
Prospective Economic Advantage, even If Failure Is Not Willful.
•

Venhaus v. Shultz (Sept. 2007) 155 Cal. App. 4th 1072.
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Summary: A California appellate court held that when a creditor holding
a deed of trust who fails to provide a timely and accurate beneficiary statement,
may be held liable for negligent interference with owner's prospective economic
advantage, even if the failure to comply with the statute is not willful. The duty to
provide a timely payoff statement includes successors-in-interest to the original
borrower. In this case the party requesting the payoff was the non-assuming
grantee.
The note holders died, and their daughter as trustee of a family trust
became the holder of the paper. About 20 years after the new owner purchased
the property, he sought to sell it. He took the position that he had paid off the
underlying note. The new owner testified that a reconveyance had been given to
him by the deceased parents but that the owner failed to record it. The owner
also contended that the reconveyance had subsequently been destroyed in a
fire. The daughter denied that the promissory note had been paid off. However,
she delayed far beyond the limits of Civil Code § 2943 in providing the
beneficiary statement. Further, the amount that she originally claimed under the
beneficiary statement was approximately double the amount due that she later
claimed at trial.
The owner sued contending that the dispute over the payoff prevented
one prospective sale of the property and substantially delayed another. The
owner then brought an action against the creditor for negligent interference with
prospective economic advantage. During the course of a jury trial, the court
instructed the jury that it could find the creditor liable for negligent interference
only if her conduct was wrongful and if she either intentionally misrepresented
the amount due on the loan or intentionally failed to submit the statutorilyrequired "written payoff statement" within 21 days. The jury found that her
conduct was not intentional. The plaintiff, the former property owner, appealed,
claiming that the instruction had been erroneous.
Analysis: The Court of Appeal ruled in favor of the plaintiff because the
instruction should have told the jury that her wrongful conduct need not be
intentional:
“As the holder of a deed of trust against [the property owner's]
real property, [the creditor] was required by Civil Code section
2943, subdivision (b) to provide [the property owner] with a
beneficiary statement . . . within 21 days of the receipt of the written
demand for the statement . . . . If [the creditor] failed to submit such
a statement in accordance with the statute, or if the statement
provided was inaccurate -- at least if the inaccuracy was a result of
[the creditor’s] negligence, her conduct was sufficiently wrongful to
support the negligent interference claim . . . . There is no question
here whether [the creditor] owed a duty to [the property owner] . . . ,
since the obligation to timely provide a correct beneficiary
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statement was imposed upon her by the statute. [Citations and
footnotes omitted; bracketed material added.]
Comment: Lenders and servicers should promptly (and no later than
provide by Civil Code § 2943, provide a payoff demand when properly
requested. Little good can result from delaying or padding payoff demands.
The case may have been wrongly decided. Civil Code §2943(e)(4) states:
“If a beneficiary for a period of 21 days after receipt of the
written demand willfully fails to prepare and deliver the statement,
he or she is liable to the entitled person for all damages which he or
she may sustain by reason of the refusal and, whether or not actual
damages are sustained, he or she shall forfeit to the entitled person
the sum of three hundred dollars ($300) . . . . For the purposes of
this subdivision, "willfully" means an intentional failure to
comply with the requirements of this section without just
cause or excuse.” [Emphasis added.]
The quoted language reads as though the Legislature said that a
beneficiary who doesn't provide the statement within 21 days is liable for "all
damages," but only if the beneficiary acts "willfully," as defined. And yet the court
holds that merely negligent conduct is sufficient to give rise to tort liability. What
is troubling about the case is that the court did not discuss the relevance Civil
Code § 2943(e)(4). Maybe the court concluded, without discussing it, that the
statutory standard of willful liability did not necessarily preempt a common law
cause of action for negligent interference with prospective economic advantage.
This case is going to be cited every time there is a delay in providing a demand
that the borrower/owner feels cost him money.
The court, perhaps anticipating the wrath of creditors attorneys did in a
footnote limit its holding and did not decide whether a creditor who fails to
comply with the statute may be liable in tort, even if the failure is not attributable
to negligence: "We have no occasion to consider here whether an error in the
amount stated to be due that was not the result of [the creditor's] negligence
would support the cause of action." Thus, an innocent mistake should not give
rise to tort liability.
12. Broker acting as an escrow.
Under certain circumstances a licensed broker may conduct an escrow.
As stated in the DRE’s Broker Compliance Evaluation Manual (2002):
“Section 17006(a)(4) of the Financial Code exempts a licensed
broker from the Escrow Law when the broker is performing acts in
the course of or incidental to a real estate transaction in which the
broker is an agent or a party to the transaction and in which the
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broker is performing an act for which a real estate license is
required. The exemption is personal to the broker and the broker
shall not delegate any duties other than duties performed under the
direct supervision of the broker.”
The broker's exemption provided for above is not available for
any arrangement entered into for the purpose of performing
escrows for more than one business.
Section 17403.4 of the Financial Code requires all written
escrow instructions executed by a buyer or seller to contain a
statement in not less than 10-point type which shall include the
license name and the name of the department issuing the license
or authority under which the person is operating. This section does
not apply to supplemental escrow instructions or modifications to
escrow instructions.
Real Estate Commissioner's Regulation 2950 sets forth acts
which are prohibited and may be grounds for disciplinary action:
(a) Soliciting or accepting an escrow instruction (or amended or
supplemental escrow instruction) containing any blank to be filled in
after signing or initialing of such escrow instruction (or amended or
supplemental escrow instruction).
(b) Permitting any person to make any addition to, deletion
from, or alteration of an escrow instruction (or amended or
supplemental escrow instruction) received by such licensee, unless
such addition, deletion or alteration is signed or initialed by all
persons who had signed or initialed such escrow instruction (or
amended or supplemental escrow instruction) prior to such
addition, deletion or alteration.
(c) Failing to deliver at the time of execution of any escrow
instruction or amended or supplemental escrow instruction a copy
thereof to all persons executing the same.
(d) Failing to maintain books, records and accounts in
accordance with accepted principles of accounting and good
business practice.
(e) Failing to maintain the office, place of books, records,
accounts, safes, files and papers relating to such escrows freely
accessible and available for audit, inspection and examination by
the Commissioner.
(f) Failing to deposit all money received as an escrow agent
and as part of an escrow transaction in a bank trust account, or
escrow account on or before the close of the next full working day
after receipt thereof.
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(g) Withdrawing or paying out any money deposited in such
trustee account or escrow account without the written instruction of
the party or parties paying the money into escrow.
(h) Failing to advise all parties in writing if he/she has
knowledge that any licensee acting as such in the transaction has
any interest as a stockholder, officer, partner or owner of the
agency holding the escrow.
(i) Failing upon closing of an escrow transaction to render to
each principal in the transaction a written statement of all receipts
and disbursements together with the name of the person to whom
any such disbursement is made.
(j) Delivering or recording any instrument which purportedly
transfers a party's title or interest in or to real property without first
obtaining the written consent of that party to the delivery or
recording.”
Reference: Financial Code Sections 17006(a)(4) and 17403.4;
Real Estate Law Book, Regulation 2950
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15

FAIR DEBT COLLECTION PRACTICES ACT

The federal Fair Debt Collection Practices Act is a federal statute (15
U.S.C. §§ 1692-1692o) ("FDCPA" or the "Act") designed to regulate the debt
collection industry. California’s version of the FDCPA is the Rosenthal Fair Debt
Collection Practices Act (Civil Code §§ 1788 et seq.) Under the Cal. FDCPA, the
definitions of “debt” and of “debt collector” are more expansive than the
definitions of these terms under the Federal Act. (Civil Code § 1788.2(c).
Therefore, the California FDCPA will apply in instances when the Federal act
does not. Caution: California’s Rosenthal Act which is California’s Fair Debt
Collection Practices Act (“Rosenthal Act”) does apply to creditors collecting their
own debts (as opposed to the debts of another) and, therefore, should be
consulted even where the FDCPA does not apply. 380 Trustees processing a
nonjudicial foreclosure are expressly exempt from the Rosenthal act.
1.

The Federal Fair Debt Collection Practices Act

The Fair Debt Collection Practices Act is a federal statute (15 U.S.C. §§
1692-192o) ("FDCPA" or the "Act") designed to regulate the debt collection
industry.
A. Definition of Terms.
In determining whether the FDCPA applies, it is important to bear in mind the
definitions set forth in the Act.
B. FDCPA Applies To Consumer Debt Only.
A "consumer" is defined as "any natural person obligated or allegedly
obligated to pay any debt." 381 The FDCPA clearly would not apply to a debt in
which the trustor is a corporation. It is arguable whether the FDCPA would apply
to a debt with a living trust as the trustor, or with a partnership as the trustor. The
issue might focus on whether the purpose of the debt is for consumer purposes.
However, a note secured by a debtor's residence may not be subject to
the Act if the purpose of the loan was not for consumer debt (e.g., a business
purpose loan). For example, collection efforts on a commercial loan, e.g. a
foreclosure, would not be subject to the Act. The character of the debt as a
consumer debt is set determined as of the time when the debt arose, not by
subsequent events. 382 For example, where the loan was a consumer loan
secured by the borrower’s personal residence, it does not become a business
380
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15 U.S.C. § 1692a(3).
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Miller v. McCalla, Raymer, Padrick, Cobb, Nichols, & Clark, L.L.C., 214 F.3d 872 (7th
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Shapiro v. Haenn, 222 F. Supp. 2d 29 (D. Me. 2002).)
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loan (non-consumer loan) for the purposes of the FDCPA just because the
borrower converts it to a rental property before the default on the debt occurred.
(Id.)
Business purpose loans are not consumer loans subject to the FDCPA.
(Id.) “When classifying a loan, courts typically examine the transaction as a
whole," paying particular attention to "the purpose for which the credit was
extended in order to determine whether [the] transaction was primarily consumer
or commercial in nature." 383 In determining whether a loan is a consumer loan or
a business loan for the purpose of FDCPA, the borrower's intended use of the
loan proceeds is the determinative issue, and that the lender's motives and "the
fashion in which the loan was memorialized" are not dispositive. (Slenk v.
Transworld Sys., Inc. (9th Cir. 2001) 236 F.3d 1072, 1075.)
C. FDCPA does not Apply to Consumer Debt that is not in
Default.
“Debt collector” under the FDCPA does not include “any person collecting
or attempting to collect any debt owed or due or asserted to be owed or due
another to the extent such activity . . . concerns a debt which was not in default at
the time it was obtained by such person . . ..” (15 USC § 1692a(6)(F)(iii).)
Therefore, for the loan servicing purposes, it must be determined when
the loan is in default. Generally, a borrower should not be considered in default
of an installment payment that has a late charge until the grace period has past
for the payment to be made without incurring a late charge. Where there is no
late charge and grace period, the borrower would be in default immediately after
failing to make timely payment.
D. Definition of “Communication”.
A "communication" is defined as "the conveying of information regarding
a debt directly or indirectly to any person through any medium." (15 U.S.C. §
1692a(2).) The FTC Commentary at 53 FR 50097 set forth exclusions from the
definition of “communication” as follows:
“2. Exclusions. The term does not include formal legal action
(e.g., filing of a lawsuit or other petition/pleadings with a court;
service of a complaint or other legal papers in connection with a
lawsuit, or activities directly related to such service). Similarly, it
does not include a notice that is required by law as a
prerequisite to enforcing a contractual obligation between

383

Bloom v. I.C. System, Inc., supra, at 1068 citing Tower v. Moss, 625 F.2d 1161, 1166
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creditor and debtor, by judicial or nonjudicial legal process.
[Emphasis Added].
The term does not include situations in which the debt
collector does not convey information regarding the debt, such as:
-- A request to a third party for a consumer to return a
telephone call to the debt collector, if the debt collector does not
refer to the debt or the caller's status as (or affiliation with) a debt
collector.
-- A request to a third party for information about the
consumer's assets, if the debt collector does not reveal the
existence of a debt.
-- A request to a third party in connection with litigation (e.g.,
requesting a third party to complete a military affidavit that must be
filed as a prerequisite to enforcing a default judgment, if the debt
collector does not reveal the existence of the debt."
Notices of Default and Notices of Sale, are generally excluded
from being covered communications with the debtor even when the
debtor has given the trustee a “cease contact directive” or notice
that the consumer is represented by counsel. (See, discussion
below.)
E. What is a Consumer “Debt”?
A "debt" is defined as 'any obligation of a consumer to pay money arising
out of a transaction in which the money, property, insurance, or services which
are the subject of the transaction are primarily for personal, family or
household purposes, whether or not such obligation has been reduced to
judgment." (15 U.S.C. § 1692a(5).) If the debt is not for consumer purposes,
then it may not be subject to FDCPA.
(1)

Actions constituting theft or conversion are not a
“consumer debt” under the FDCPA.

Fleming et al. v. Pickard et al. (2009) 2009 U.S. App Lexis 20129
Summary: From 2002 to 2005, Gary Barnes (“Barnes”) was an employee
of Ace Hardware.
(“Ace”) While employed with Ace, Barnes sold certain
goods including firearms, fishing gear and general merchandise to plaintiffs at a
discount. The goods sold at a discount had been stolen by Barnes. In 2005,
Barnes was arrested and imprisoned for stealing. Ace sued Barnes in 2005 to
recover the stolen merchandise or its value. As part of that action, Ace entered
into a settlement agreement whereby it assigned all its claims against third
parties to Barnes’ father in exchange for $50,000. Barnes’ father assigned his
rights to Jim Martyn (Martyn) who assigned it to M3 Holdings. In 2006, Martyn
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and M3 Holdings, represented by attorney Pickard (“Pickard”) sued the plaintiffs
for conversion, alleging that they had entered into agreements with Barnes to
receive stolen goods at a discount and that they had not returned the
merchandise to Ace. In 2007, plaintiffs sued defendants including Pickard, M3
Holdings and Martyn, arguing that they had violated the FDCPA and Washington
statutes (where the case originated) by filing the lawsuit against them and using
other coercive methods, including displaying a pistol, to force Plaintiffs to pay for
the stolen merchandise. On defendants’ motion to dismiss the action against
them, the trial court ruled that there were no valid FDCPA claims, and dismissed
the state law claims pursuant to 28 U.S.C. § 1367(c)(3).
On appeal, the appellate court agreed, holding that there was no
consumer debt at issue to support a claim under the FDCPA, as actions
constituting theft or conversion of goods do not create a "debt." The court
pointed out that:
“…at a minimum, a 'transaction' under the FDCPA must involve some kind
of business dealing or other consensual obligation." Turner, 362 F.3d at 1227.
The FDCPA, therefore, does not apply where a defendant attempts to collect a
state court judgment for damages as a result of tortious conduct. Id. at 1228.”
[Emphasis added].
The court ruled that absent a consensual obligation must be the basis for
a transaction covered by § 1692a(5). A cause of action for wrongful conversion
does not, as a matter of law, constitute a debt for purposes of the FDCPA.
F. Who is a Creditor?
The term “creditor” means any person who offers or extends credit
creating a debt or to whom a debt is owed, but such term does not include any
person to the extent that he receives an assignment or transfer of a debt in
default solely for the purpose of facilitating collection of such debt for another. (15
U.S.C. § 1692a(4).)
G. Who is a “Debt Collector”?
Under 15 U.S.C. 1692a(6):
"The term 'debt collector' means any person who uses any
instrumentality of interstate commerce or the mails in any business
the principal purpose of which is the collection of any debts, or who
regularly collects or attempts to collect, directly or indirectly,
debts owed or due or asserted to be owed or due another. .
.. 384 For the purpose of § 1692f(6) of this title, such term also
384
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includes any person who uses any instrumentality of interstate
commerce or the mails in any business the principal purpose of
which is the enforcement of security interests. The term does not
include--"
(A) any officer or employee of a creditor while, in the name of
the creditor, collecting debts for such creditor;
(B) any person while acting as a debt collector for another
person, both of whom are related by common ownership or
affiliated by corporate control, if the person acting as a debt
collector does so only for persons to whom it is so related or
affiliated and if the principal business of such person is not the
collection of debts;
(C) . . .;
(D) any person while serving or attempting to serve legal
process on any other person in connection with the judicial
enforcement of any debt;
(E) any nonprofit organization which, at the request of
consumers, performs bona fide consumer credit counseling and
assists consumers in the liquidation of their debts by receiving
payments from such consumers and distributing such amounts to
creditors; and
(F) any person collecting or attempting to collect any debt owed
or due or asserted to be owed or due another to the extent such
activity (i) is incidental to a bona fide fiduciary obligation or a bona
fide escrow arrangement; (ii) concerns a debt which was originated
by such person; (iii) concerns a debt which was not in default at the
time it was obtained by such person; or (iv) concerns a debt
obtained by such person as a secured party in a commercial credit
transaction involving the creditor.”
(1)

An attorney who “regularly collects or attempts to
collect, directly or indirectly, debts owed or due or
asserted to be owed or due another” are debt
collectors.
However, attorneys who do not
“regularly attempt to collect a debt” but who merely
provide nonjudicial foreclosure services (like a
trustee) are not “debt collectors” and they are
exempt from the FDCPA even though they have
attempted to comply by providing FDCPA notices.

Fouche v. Shairo & Massey, (U.S. Dist. Ct. S. D. Miss. 2008) 575 F.
Supp. 2d 776.
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Summary: Plaintiff sued Washington Mutual (“WAMU”), Shapiro and
Massey and attorney Gary Massey for alleged wrongs in connection with their
efforts to nonjudicially foreclose on his home in December 2006 and January
2007. Plaintiff alleged claims against defendants for violation of the Fair Debt
Collection Practices Act, 15 U.S.C. §§ 1692-1692p, and for misrepresentation,
defamation, intentional and negligent infliction of emotional distress and breach
of fiduciary duty. Defendants sought summary judgment on all of plaintiff's
claims.
The facts leading to plaintiff's filing of his complaint are not in dispute. In
1996, Fouche' executed a promissory note and deed of trust to finance his home
in Jackson, Mississippi. Eventually this loan was assigned to WAMU. In 2000,
Fouche' suffered a disabling back injury. Being unable to work, his sole income
was social security disability payments, which were inadequate to allow him to
keep up his mortgage payments, and he became in default on his mortgage.
In April 2003, WAMU retained Shapiro & Massey to foreclose on plaintiff's
home. Pursuant to that representation, Gary Massey sent a letter to Fouche' on
April 9, 2003 advising that he was about to initiate foreclosure of the property.
The letter was purportedly sent to satisfy the disclosure obligations imposed
upon Massey by the FDCPA. On April 28, Massey, as Substituted Trustee, sent
Fouche' the Substituted Notice of Trustee's Sale, advising that a notice of
foreclosure would be published May 1, May 8, and May 15, with the sale to take
place May 22, 2003. Fouche' did not respond to dispute the debt or request debt
verification. After several bankruptcies, WAMU and Shapiro and Massey
continued with the nonjudicial foreclosure and ultimately sold borrower’s home.
Additional FDCPA notices were sent as well as responses to borrower’s dispute
of the debt. Shapiro and Massey responded providing, among other things,
information requested by borrower including a loan history, Massey also sent
required notices stating the amount necessary to reinstate and directly the
borrower to pay Shapiro and Massey if borrower wished to reinstate.
The primary issue in this case was whether Shapiro and Massey, as
attorneys or as a trustee, are “debt collectors” making them subject to the
FDCPA. The relevant issues resolved by the court were as follows:
First, trustees generally are not debt collectors if their activities relate to
nonjudicial foreclosure and not to other activities to collect a debt. The court also
noted the WAMU was not a debt collector under the FDCPA. The court noted
that generally the action of debt collectors cannot be imputed to the creditor
(although there are exceptions).
Second, attorneys are generally subject to the FDCPA.
observed that

The court

The FDCPA defines "debt collector" as
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“
any person who uses any instrumentality of interstate
commerce or the mails in any business the principal purpose of
which is the collection of any debts, or who regularly collects or
attempts to collect, directly or indirectly, debts owed or due or
asserted to be owed or due another.”
The court pointed out the FDCPA § 1692f(6), exception discussed in the
Rousseau case (discussed below under RESPA), but the allegations in this case
did not appear to raise this exception (i.e., threatening foreclosure when the
creditor does not own the debt). However, the facts were not disputed that
Shapiro and Massey were hired to nonjudicially foreclose on the borrower’s
home and not to collect the debt. In addition, Shapiro and Massey established
that their business primarily involves the providing nonjudicial foreclosure
services to secured creditors and not the collection of debts. Plaintiffs tried to
overcome these facts by pointing out that Shapiro and Massey had given FDCPA
notices stating that they were a debt collector, their website referenced that they
provided other collection services including judicial foreclosures for clients and
they directed that reinstatement be sent to them. The court did not find any of
borrower’s arguments persuasive noting that it would not be proper to punish the
attorney (or trustee) for being careful by giving FDCPA notices, responding to
borrower’s dispute of the debt or by providing required notices of reinstatement
directing payment to Shapiro and Massey. In analyzing this issue, the court
observed:
In Chomilo v. Shapiro, Nordmeyer & Zielke, LLP, 2007 U.S. Dist. LEXIS
67826, 2007 WL 2695795, 6 (D. Minn. 2007), the plaintiff argued that the
defendant law firm SNZ held itself out as a "debt collector" in its letters and
notices by including FDCPA disclaimers and was thereby "estopped" from
denying it was a "debt collector." The court disagreed, and stated:
“[I]f SNZ includes FDCPA disclaimers in its notices then it may
be seen as holding itself out as a debt collector under the FDCPA,
but if it does not include such disclaimers then it subjects itself to
potential liability for failing to comply with the FDCPA if a court were
to determine that SNZ is a debt collector for purposes of the entire
FDCPA and not just section 1692f(6). The Court will not penalize
SNZ for having to make a Hobson's choice in this unsettled
area of the law. SNZ was conducting a nonjudicial mortgage
foreclosure by advertisement pursuant to Minnesota law. It
was reasonable for SNZ to err on the side of caution and
include the FDCPA disclaimers in its communications to
Chomilo.” [Emphasis Added]
The district court granted summary judgment to Shapiro and Massey.
(2)

Mortgage Servicer Not a Debt Collector.
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Generally, a mortgage servicer who services for the original lender or their
successors on loans not in default at the time they are acquired are not a “debt
collector” under the FDCPA. “The legislative history of section 1692a(6)
indicates conclusively that a debt collector does not include . . . a mortgage
servicing company . . . ." (Perry v. Stewart Title Co., 756 F.2d 1197, 1208 (5th
Cir. 1985);Sicairos v. Ndex West, LLC et al. (Dist. Court. SC of Cal. 9th Cir. Feb.
2009) 2009 U.S. Dist. LEXIS 11223.)
So the question is: when are mortgage brokers or CFL
servicing a consumer loan considered a “debt collector”?
Generally, a lender (CFL) or broker is not a “debt collector” subject to the
FDCPA when its only debt collection activates relate to loans it owns and holds
under its own name. (15 U.S.C. § 1692a(6).) Caution: California’s Rosenthal Act
which is California’s Fair Debt Collection Practices Act (“Rosenthal Act”) does
apply to creditors collecting their own debts (as opposed to the debts of another)
and, therefore, should be consulted even where the FDCPA does not apply. 385
An assignee of a portfolio of loans most of which are in default is a debt
collector and subject to the FDCPA even if the loan in question is not actually in
default. (Schlosser v. Fairbanks Capital (7th Cir. (Ill.) 2003) 323 F.3d 534.)
(3)

A for Profit Consumer Counseling Agency is
Subject to the Provisions of the federal and state
Fair Debt Collection Practices Act.

In the recent real estate downturn and recession, many “for profit” individuals
or groups have gone into the business of counseling consumer debtors regarding
the collection of their debts. Many abuses by these individuals and companies
have been reported.
In Yang v DTS Financial Group 570 F. Supp. 2d 1257 (S.D. Cal. 2008), the
consumer plaintiffs sued DTS which advertised itself as a consumer counseling
agency for violations for the FDCPA, the Rosenthal Act Civil Code § 1788 et seq,
and the Credit Repair Organization Act, 15 U.S.C. § 1679 et seq. and California’s
version of the same act Civil Code § 1789.10. DTS contended it was not a debt
collection agency covered by the statute. The district court held that such
organizations may be a “debt collector” for the purpose of the FDCPA.
In the Yang case, the debtor relied on Limpert v. Cambridge Credit
Counseling Corp., where the district court dismissed with prejudice the FDCPA
claim against credit counseling corporations because they fell outside the
statute's definition of “debt collectors”. 328 F.Supp.2d 360, 363 (E.D.N.Y.2004).
The trial court rejected defendant's argument for two reasons. First, plaintiffs
385
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carefully pled around a specific exception to the FDCPA's definition of “debt
collector” in a way that plausibly brings defendant's activities within the purview of
the statute. 15 U.S.C. § 1692a(6)(E) explains that “debt collector” does not
include “any nonprofit organization which, at the request of consumers, performs
bona fide consumer credit counseling and assists consumers in the liquidation of
their debts by receiving payments from such consumers and distributing such
amounts to creditors” (emphasis added). Yang alleged that defendant performs
the same functions described in § 1692a(6)(E), but as “a for profit organization”.
(If Congress had wanted to exclude categorically all consumer credit counseling
services from FDCPA liability, it could have omitted the word “nonprofit” from §
1692a(6)(E). See Sayyed v. Wolpoff & Abramson, 485 F.3d 226, 230 (4th
Cir.2007) (“[i]f Congress had wished to exempt [certain conduct] from the
definition of ‘debt collector,’ it could easily have drafted a seventh FN1 exception
to this effect”)
In Knight v. Schulman, 102 F.Supp.2d 867, 876 (N.D.Ohio 1999) the court
rejected the argument that a debt collector qualified for this exclusion by being an
agent of the United States in collecting a loan that the federal government
guaranteed. 102 F.Supp.2d at 876. The court found persuasive the statutory
interpretation of the Ninth Circuit, which held under similar facts, “where a statute
names the parties which come within its provisions, other unnamed parties are
excluded.’ ” Id. at 875 (quoting Brannan v. United Student Aid Funds, Inc., 94
F.3d 1260, 1263 (9th Cir.1996)). As plaintiffs explain, the formal doctrine of
expressio unius est exclusio alterius precludes the implication of other exceptions
where a statute expressly enumerates an exception. See Clark v. Capital Credit
& Collection Servs., Inc., 460 F.3d 1162, 1169 (9th Cir.2006). The Court found
insufficient conflict between the allegations of the complaint and the purpose of
the FDCPA to warrant dismissal of the FDCPA claim. The statute's purpose is “to
protect consumers from a host of unfair, harassing, and deceptive debt collection
practices without imposing unnecessary restrictions on ethical debt collectors.”
S.Rep. No. 95-382, at 1 (1977), reprinted in 1997 U.S.C.C.A.N. 1695, 1696.
Thus, because foreclosure trustees are not exempt under federal law, this
case is another bad case for trustees and servicers trying to claim the exemption
unless they fit into one of the narrow exceptions. While repossession agents, i.e.
the repo man, are exempt under § 1692a, other circuits have ruled that trustees
are not exempt. See Wilson v Draper and Goldberg PLLC 443 F. 3d 373 (4th Cir.
2006). Contra see Fouche v Shapiro & Massey LLC 2008 WL 3285742 (S.D.
Miss. 2008).
The case points out why, despite the efforts of good counsel, it is
sometimes very difficult to extricate a client from a case brought under FDCPA.
Although the court indicated it would revisit the issue based upon further factual
development in a motion for summary judgment that vindication is of little comfort
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after spending a lot of money on legal fees from a destitute borrower or his or her
counsel.
The case points out once again why quickly hiring counsel experienced in
handling and litigating FDCPA claims is critical to reducing your costs in this type
of litigation. Further, the growing trend in cases should cause each trustee to
remember that it is likely that it would be considered a debt collector under
federal law unless it met a narrow exception for in house trustees collecting debts
owned by the same parent. This is highly unusual in the world of mega servicing,
act like a debt collector and put up your guard at all times.
(4)

Conflicting Cases over whether Trustees Under
Deeds Of Trust are “Debt Collectors” Under
FDCPA.

Whether a foreclosure trustee is a “debt collector” is not a settled issue
although the trend appears to favor characterizing a foreclosure trustee as a
creditor for FDCPA when foreclosing on a consumer debt. However, the actual
conclusion may well turn on this federal circuit in which the trustee does business
as well as whether the trustee limits its activities to foreclosing on the security as
opposed to collecting on the debt (e.g., collecting reinstatement, redemption etc.)
The federal district court in Hulse v. Ocwen Federal Bank (D.C. Wash.
2002) 195 F.Supp.2d 1188 held that because “the trustees were not collecting on
the debt at that time [during a foreclosure], but merely foreclosing on the property
pursuant to the deed of trust, these activities do not fall within the terms of the
FDCPA.” (Citing Heinemann v. Jim Walter Homes, Inc. 47 F.Supp.2d 716 (D.W.
Va. 1998), aff’d 173 F.3d 850 (4th Cir. 1999). The court held that foreclosing on
a trust deed is distinct from the collection of the obligation to pay money.
However, Wilson v. Draper (2006 4th Cir.) 443 F.3d 373 discussed casts doubt
on any general rule about trustees not being a debt collector if the loan being
foreclosed is a “consumer loan”.
A split federal Court of Appeal in Wilson v. Draper (2006 4th Cir.) 443 F.3d
373 (4th cir.) held that an attorney, acting as a substitute trustee for an
institutional lender (Chase Manhattan Mortgage Corporation), is a “debt collector”
under the FDCPA particularly where the trustee did not than just send statutory
notices necessary to resort to the security (e.g., pre-foreclosure notices,
reinstatement demands etc.) The Court of Appeal also found rejected the
trustee’s argument that, as a substitute trustee (or as attorneys), they were
fiduciaries entitled to rely on the exception to the FDCPA that covers "any person
collecting or attempting to collect any debt ... due another to the extent such
activity ... is incidental to a bona fide fiduciary obligation." (15 U.S.C.A. §
1692a(6)(F)(i). The majority of the Court of Appeals held that, even if the trustee
is viewed as a fiduciary, its actions in foreclosing are not “incidental to” but are
“central to” the trustee’s fiduciary duties and, therefore, the trustee is not exempt
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from the FDCPA definition of “debt collector”. The majority opinion observed that
the exemption appears to be directed to trust departments of banks or escrow
companies. The fact that the substitute trustee was an attorney was irrelevant as
there is no “attorney” exemption to the FDCPA.
Care must be taken when trying to walk a tightrope between compliance
with the provisions of the FDCPA while disclaiming that he was actually a “debt
collector”. (Wilson v. Draper, supra.) A court may use the attempt at compliance
to support a finding or conclusion that the trustee or servicer was actually a “debt
collector” under the FDCPA. Trustees and others collecting debts may wish to
make a careful legal analysis of whether they are a debt collector before
understanding knew jerk compliance with the FDCPA.
While the Wilson v. Draper decision raises concerns for trustees, each
trustee may be impacted in a different manner depending on its relationship to
the lender and the services it provides. An in-house trustee may be viewed
differently from an independent trustee. Trustees purely performing statutorily
required services to foreclose on the deed of trust (e.g., pursuant to Cal. Civ.
Code §§ 2924 et seq. in California) may be able to distinguish their situation from
that of the substitute trustee in the Wilson case. Trustee’s that send preforeclosure notice, deal with workout agreements, send reinstatement demands,
may have more difficulty arguing that they are exempt from the FDCPA.
After foreclosure proceedings were commenced, the defendants sent the
borrower a letter requesting money to “reinstate the above account”. The Court
of Appeals further observed that “[b]y sending a letter seeking payment of an
amount to "reinstate the above account" and directing Wilson to pay that amount
by cashier’s check, Defendants sought to collect an "obligation or alleged
obligation of a consumer to pay money arising out of a transaction in which the
money, property, insurance, or services which are the subject of the transaction
are primarily for personal, family, or household purposes. 15 U.S.C.A. §
1692a(5); cf. Crossley v. Lieberman, 868 F.2d 566, 570 (3d Cir. 1989).” The
Court of Appeal noted that: "[T]he letter unequivocally states that [the attorney]
himself is collecting the money. Nowhere is it intimated that [the debtor] was to
send money to [the lender] directly. Thus [the attorney] is a ‘debt collector’.") A
demand for reinstatement would be viewed differently if made (and collected)
directly by the creditor (i.e., lender) instead of the substitute trustee.
The Court of Appeal then turned its attention to whether the defendants
fell within any exception to the definition of “debt collector”. The FDCPA defines
a “debt collector” as:
“any person who uses any instrumentality of interstate
commerce or the mails in any business the principal purpose of
which is the collection of any debts, or who regularly collects or
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attempts to collect, directly or indirectly, debts owed or due or
asserted to be owed or due another.”
The defendants argued that, as a substitute trustee (or as attorneys), they
were fiduciaries entitled to rely on the exception to the FDCPA that covers "any
person collecting or attempting to collect any debt ... due another to the extent
such activity ... is incidental to a bona fide fiduciary obligation." (15 U.S.C.A.
§ 1692a(6)(F)(i). The majority of the Court of Appeals held that, even if the
trustee is viewed as a fiduciary, its actions in foreclosing are not “incidental to”
but are “central to” the trustee’s fiduciary duties and, therefore, the trustee is not
exempt from the FDCPA definition of “debt collector”. The majority opinion
observed that the exemption appears to be directed to trust departments of
banks or escrow companies. The fact that the substitute trustee was an attorney
was irrelevant as there is no “attorney” exemption to the FDCPA.
The majority (two judges) reversed and remanded the case to the trial
court. The third judge on the three judge Court of Appeal panel, dissented
arguing that the attorney-substitute trustee acting in processing a foreclosure
should be exempt from the definition of “debt collector” under the FDCPA based
on the fiduciary exception.
While the Wilson v. Draper decision raises concerns for trustees, each
trustee may be impacted in a different manner depending on its relationship to
the lender and the services it provides. An in-house trustee may be viewed
differently from an independent trustee. Trustees purely performing statutorily
required services to foreclose on the deed of trust (e.g., pursuant to Cal. Civ.
Code §§ 2924 et seq. in California) may be able to distinguish their situation from
that of the substitute trustee in the Wilson case. Trustee’s that send preforeclosure notice, deal with workout agreements, send reinstatement demands,
may have more difficulty arguing that they are exempt from the FDCPA.
Particularly problematic are portions of the Wilson majority opinion relating
to the provisions of the FDCPA that prevent a debt collector from communicating
with a debtor once the creditor has been notified that the “debtor” is represented
by counsel. After being notified by the debtor that he/she has an attorney, does
the trustee have to refuse to talk to the debtor even though the debtor is
requesting reinstatement or postponement information? Under the logic of the
Wilson case, the answer may be “yes.” Possibly, the correct response once
identifying that the caller is a “debtor” represented by counsel is to state, “we
cannot talk to you because you are represented by an attorney, please have your
attorney call.” Is that a communication under the FDCPA? What if, as is often
the case, the attorney is unavailable, how does the debtor get information on
postponements or on reinstatement? The FDCPA allows direct communication
with the debtor if the debtor’s “attorney fails to respond within a reasonable
period of time to a communication from the debt collector or unless the attorney
consents to direct communication with the consumer”. (15 U.S.C. § 1692c(a)(2).)
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If the foreclosure is set for tomorrow and the debtor’s attorney does not call,
what’s a reasonable period of time?
Under the FDCPA, “[t]he term ‘communication’ means the conveying of
information regarding a debt directly or indirectly to any person through any
medium.”
In addition, the FDCPA (with few exceptions) prohibits
communications with third parties regarding the debt without consent of the
debtor or his attorney. (15 U.S.C. § 1692c(b).) While logic would dictate that
there should be no problem giving a junior lienholder or a successor to the debtor
reinstatement or redemption information, or giving information permitted by state
law to third party bidders. However, in light of the broad definition of
“communication”, one can never tell what debtors may raise as violations of the
FDCPA.
What if the debtor disputes the debt? 15 U.S.C § 1692g(b) provides that
“[i]f the consumer notifies the debt collector in writing within the thirty-day period
[after the validation notice is given] (a) that the debt, or any portion thereof, is
disputed, or that the consumer requests the name and address of the original
creditor, the debt collector shall cease collection of the debt, or any disputed
portion thereof, until the debt collector obtains verification of the debt . . ., or the
name and address of the original creditor, and a copy of such verification . . ., or
name and address of the original creditor, is mailed to the consumer by the debt
collector.”
The FDCPA does not appear to be well written if it was intended to cover
nonjudicial foreclosure. Unless and until the courts better clarify whether trustees
are exempt from the FDCPA, trustees should consult their counsel as to
compliance with the FDCPA. If the Wilson decision were applied in a particular
trustee’s circuit, the liability could be substantial for ignoring compliance with
FDCPA.
As stated in Gray v. Four Oak Court Ass'n, 580 F. Supp. 2d 883, 887 (D.
Minn. 2008):
The Eighth Circuit has not addressed whether foreclosure
activities constitute debt collection under the FDCPA, Cohen v.
Beachside Two-I Homeowners' Association, Civ. No. 05-706, 2006
U.S. Dist. LEXIS 44978, (D. Minn. June 29, 2006), and the courts
that have considered the issue conflict, compare 443 F.3d 373,
376 (4th Cir. 2006) (foreclosure activities constitute debt collection
activities), and Piper, 396 F.3d at 233-36 (lien enforcement
activities constitute debt collection activities), with Rosado v. Taylor,
324 F. Supp. 2d 917, 924 (N.D. Ind. 2004) (security enforcement
activities not debt collection activities), and Hulse v. Ocwen Federal
Bank, FSB, 195 F. Supp. 2d 1188, 1204 (D. Ore. 2002) (foreclosure
activities not debt collection activities). The court determines that
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the lien foreclosure activities in this case do not constitute debt
collection under the FDCPA.”
Comment:
The issue of whether a trustee providing nonjudicial
foreclosure services is a “debt collector” frequently arises. The determination of
this issue will often turn upon what services other than just nonjudicially
foreclosing are provided by the trustee. Out of an abundance of caution, most
trustees attempt to comply with the FDCPA. This case is important from the
standpoint that this type of voluntary compliance will not necessarily be found to
be a binding admission that, in fact, the trustee is a “debt collector” under the
FDCPA.
H. Trustees are not subject to the State Rosenthal Fair Debt
Collection Practices Act (“RFDCPA”). An original note is not
required to commence a nonjudicial foreclosure. To allege a
violation of RESPA relating to a QWR violation, actual
damages must be alleged. Assignment to a loan pool does
not destroy the power of sale under a deed of trust. To
maintain a cause of action for wrongful foreclosure, the
borrower must make a valid tender. Where the NOD was
recorded before the effective date of SB 1137, only a
transitional period notice (declaration) must be included in
the NOS.
Benham v. Aurora Loan Services, No. C-09-2059, 2009 U.S. Dist.
LEXIS 78384, 14, 2009 WL 2880232 (N.D.Cal. Sept. 1, 2009)
Summary: This is another case involving a residential loan. On August
2, 2006, Plaintiff received a mortgage loan for $ 430,000 from BNC Mortgage,
Inc., secured by property located at 4350 Fran Way, Richmond, Contra Costa
County, California. MERS was listed as the nominee for lender, and the
beneficiary of the Deed of Trust. On May 3, 2007, Robert E. Weiss, Inc. ("Weiss")
became the trustee under the Deed of Trust. On May 10, 2007, Weiss issued a
Notice of Default and Election to Sell under Deed of Trust. On August 16, 2007,
Weiss issued a Notice of Trustee's Sale indicating that the property would be
sold on September 14, 2007. On August 23, 2007, MERS assigned all beneficial
interest under the Deed of Trust to Aurora by a Corporate Assignment of Deed of
Trust". The First Amended Complaint ("FAC"), also suggested that Aurora was
the servicer of Benham's loan, as it reflects that Benham sent Aurora a Qualified
Written Request pursuant to section 6(e) of the Real Estate Settlement
Procedures Act ("RESPA"), 12 U.S.C. 2605(e), which addresses the duties of
loan servicers to respond to such requests. Aurora conceded that it was indeed
the loan servicer. After the obligatory bankruptcy, a second notice of sale was
given and the property was sold to Aurora on February 20, 2009.
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Plaintiff filed a complaint containing 10 causes of action. Defendants filed
a motion to dismiss and a motion to strike. Important issues resolved by the
court in its opinion are as follows:
First, the court dismissed a wrongful foreclosure cause of action based
upon the RFDCPA based upon the fact that Benham could not state a claim
under the RFDCPA based on the foreclosure, because foreclosure is not
considered "debt collection" under the RFDCPA. It allowed leave to amend as
other conduct may support a claim for a violation of RFDCPA. Note: it may be
covered by the FDCPA.
Second, plaintiff alleged violations of RESPA for failure to give proper
RESPA disclosures at origination and for failure to respond to a QWR. Since
Aurora was not the originator, the failure to disclose cause of action was
dismissed. As to the QWR claim, while the court noted that Aurora would be
subject to the QWR provision of RESPA, it held to maintain an action under that
provision, the borrower must allege actual pecuniary damage from the violation.
The court dismissed the RESPA claim with leave to amend so that the plaintiff
could attempt to allege actual damages from the violation.
Third, to maintain a claim for wrongful foreclosure (based upon Civil Code
§ 2923.5), the borrower must make a tender of all sums owing which could have
been determined from the statement in the NOD.
Fourth, plaintiff claimed that the trustee must possess the original note to
foreclose. The court, as in the cases discussed above, rejected this claim
holding that neither the trustee nor the beneficiary must possess the original note
to commence a nonjudicial foreclosure.
Fifth, the court also held that trustees or beneficiaries do not “. . . lose their
power of sale pursuant to the deed of trust when the original promissory note is
assigned to a trust pool." (citing Hafiz v. Greenpoint Mortage Funding, Inc., No.
09-1729, 2009 U.S. Dist. LEXIS 60818, 2009 WL 2137393, at 2 (N.D. Cal. July
16, 2009)).”
Sixth, since the NOD was recorded prior to the effective date of Civil Code
§ 2923.5, only the NOS need to contain the transitional period declaration which
appeared to be complied with. The court noted that the NOS “included” the
required declaration. Plaintiff was given leave to amend to attempt to allege facts
to show a violation of Civil Code § 2923.5 or of the HAMP regulations.
Comment:
The issue of whether a trustee providing nonjudicial
foreclosure services is a “debt collector” frequently arises. The determination of
this issue will often turn upon what services other than just nonjudicially
foreclosing are provided by the trustee. Out of an abundance of caution, most
trustees attempt to comply with the FDCPA. This case is important from the
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standpoint that this type of voluntary compliance will not necessarily be found to
be a binding admission that, in fact, the trustee is a “debt collector” under the
FDCPA.
I.

What are the disclosure requirements of the FDCPA?
(1)

Mini-Miranda Warning:

15 U.S.C. § 1692e(11) established what is commonly referred to as the
"Mini-Miranda warning" of the FDCPA. Section 1692e(11) provides it is a
violation of the FDCPA when the debt collector engages in the following conduct:
“(11) The failure to disclose in the initial written communication
with the consumer and, in addition, if the initial communication with
the consumer is oral, in that initial oral communication, that the
debt collector is attempting to collect a debt and that any
information obtained will be used for that purpose, and the
failure to disclose in subsequent communications that the
communication is from a debt collector, except that this
paragraph shall not apply to a formal pleading made in
connection with a legal action.
If the first contact with the debtor is oral and is followed up by a written
communication, the full warning must be provided in both communications. The
debt collector should take particular care to document in its file the fact that the
warning was provided in compliance with the statute.
In subsequent communications with the debtor, the debt collector must
advise the debtor that the communication is from a debt collector.
This
requirement may also be fulfilled by stating that the person sending the letter (or
making the communication) is a “debt collector”, “a debt collection agency, or a
“law firm retained to collect the debt”. See, Hobbs, Fair Debt Collection (National
Consumer Law Center 5th Ed.) ¶5.5.14.1, p. 191.
There is no distinction between an oral or written communication, and it
should be presumed that the requirement extends to both types of
communication. The debt collector should take particular care to document in its
file the fact that the warning was provided in compliance with the statute. There
is no requirement in subsequent communications that the debt collector repeat
the warning that any information obtained will be used for the purpose of
collecting the debt. Oral Communication with the Consumer:
The full "Miranda Warning" (§ 1692e(11)) must be provided in the initial
oral communication. In subsequent oral communications, the consumer must be
advised that the communication is from a debt collector. The debt collector
needs to document this in its file. When the consumer communicates with the
debt collector, the Act does not require the consumer/debtor to give written notice
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to the debt collector/creditor that he/she disputes the debt. (In re Sanchez (Bk.,
N.D.Cal. 2001) 173 F.Supp.2d 1029.)
(2)

Notice of Validation Rights.

There are a number of disclosure requirements set forth in the FDCPA.
Section 15 U.S.C. §1692g provides:
“(a) Notice of debt; contents. Within five days after the initial
communication with a consumer in connection with the collection of
any debt, a debt collector shall, unless the following information is
contained in the initial communication or the consumer has paid the
debt, send the consumer a written notice containing-(1) the amount of the debt;
(2) the name of the creditor to whom the debt is owed;
(3) a statement that unless the consumer, within thirty days
after receipt of the notice, disputes the validity of the debt, or any
portion thereof, the debt will be assumed to be valid by the debt
collector;
(4) a statement that if the consumer notifies the debt collector
in writing within the thirty-day period that the debt, or any portion
thereof, is disputed, the debt collector will obtain verification of the
debt or a copy of a judgment against the consumer and a copy of
such verification or judgment will be mailed to the consumer by the
debt collector; and
(5) a statement that, upon the consumer's written request
within the thirty-day period, the debt collector will provide the
consumer with the name and address of the original creditor, if
different from the current creditor. [bold added].
Comment: After the initial communication, the § 1692g(a) statements
need not be given if there has been a continuous series of communications.
However, if there has been a break in the natural flow of the series of
communications, then the § 1692g(a) statements should be given. When in
doubt, provide the statements.
(3)

What is the “amount of the debt” mean under 15
U.S.C. §1692g(a)(1)?

Determining the “amount of the debt” can be quite problematic, particularly
if the first communication is presumed to be a notice of default required by state
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law as a prerequisite to a nonjudicial foreclosure and which must contain an
amount to reinstate. 386
Merely stating the unpaid principal balance is not sufficient to state “the
amount of the debt” under section 1692g(a)(1). 387 This is even true where the
debt collector adds in the validation notice such things as:
"[T]his amount does not include accrued but unpaid interest,
unpaid late charges, escrow advances or other charges for
preservation and protection of the lender's interest in the property,
as authorized by your loan agreement. The amount to reinstate or
pay off your loan changes daily.
You may call our office for
complete reinstatement and payoff figures." [Then an 800 number
was given.] 388
The unpaid principal balance is only part of the debt on the date the
validation notice is given. (Id.) The listing of a phone number to determine the
balance of the “amount of the debt” is not sufficient either. (Id.) As seen from the
Court’s safe harbor language below, a debt collector can give a phone number
for the borrower to obtain information on interest, attorney’s fees etc. that will
accrue after the date of the validation.
Section 1692g(a)(1) requires that to state the “amount of the debt” the
debt collector must state the total amount of the obligation for principal as well as
interest and other charges due on the date of the validation notice. (Id., at 875876.) Stating as part of the debt due either “an undetermined amount” of
attorney’s fees or including in the “amount of the debt” an amount of attorney’s
fees that has not become part of the debt (because it has not been awarded by
the court) will be a violation the FDCPA. (Veach v. Sheeks (7th Cir. 2003) 316
F.3d 690, 693; McDowall v. Leschack & Grodensky, P.C. (D.N.Y. 2003) 279 F.
Supp. 2d 197, 200.) However, the result may be different where, as in many
promissory notes and deeds of trust, attorneys’ fees are provided by contract and
have already been incurred in collection efforts. (Fields v. Wilber Law Firm, P.C.
(7th Cir. 2004) 383 F.3d 562, 565.) For example, where a beneficiary of a noted
secured by deed of trust containing an attorney’s fees clause has retained an
attorney who has incurred attorney’s fees to obtain the rents and profits or in
litigating a judicial foreclosure as of the date of the validation notice, those
attorney’s fees should be added to the “amount of the debt.” In such cases, the
debt collector necessarily must specify an amount that it intended to charge (or
386

See, Civil Code § 2924c.
Miller v. McCalla, Raymer, Padrick, Cobb, Nichols, & Clark, L.L.C. (7th Cir. 2000) 214
F.3d 872, 875; Shea v. Codilis, 2000 U.S. Dist. LEXIS 4131 (D. Ill. 2000); Palmer v. I.C. Sys.,
2005 U.S. Dist. LEXIS 27946 (D. Cal. 2005) citing Miller and see, Bloom v. I.C. System, Inc. 972
F.2d 1067, 1068-1069 (9th Cir. 1992). Additional cases adopting the approach in Miller are:
Dupuy v. Weltman, 442 F. Supp. 2d 822 (D. Cal. 2006)
388
Miller v. McCalla, Raymer, Padrick, Cobb, Nichols, & Clark, L.L.C., supra at 875.
387
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had already charged) for its services. (Id.) As stated by the Court of Appeal in
the Fields case, “when a debtor has contractually agreed to pay attorneys' fees
and collection costs, a debt collector may, without a court's permission, state
those fees and costs and include that amount in the dunning letter. Doing so
does not violate the FDCPA. Indeed, refusing to quantify an amount that the debt
collector is trying to collect could be construed as falsely stating the amount of
debt.” 389
Similar to the situation where a foreclosure trustee must state the amount
to cure or reinstate (i.e., amount then due) in a notice of default (Civil Code §
2924c) but must list the “the amount of the debt” under § 1692g(a)(1), Courts of
Appeal have upheld validation notices that state both the “total amount of the
debt” and the amount now due in the same letter where doing so did not create
confusion. 390
The Federal Court of Appeal (7th Cir.) in the Miller held that using the
following language is a safe harbor as long as the information is correct and the
debt collector does not modify the Court’s language rendering it confusing:
"As of the date of this letter, you owe $___ [the exact amount
due]. Because of interest, late charges, and other charges that
may vary from day to day, the amount due on the day you pay may
be greater.
Hence, if you pay the amount shown above, an
adjustment may be necessary after we receive your check, in which
event we will inform you before depositing the check for collection.
For further information, write the undersigned or call 1 800 [phone
number]."
While this approach has been criticized by one Federal District Court
decision in favor of stating the full amount of the debt at a given date in the future
(so the debtor knows exactly what to tender), the majority of published cases
appears to agree with the suggestion in the Miller decision. (Kolganov v. Phillips
& Cohen Assocs., 2004 U.S. Dist. LEXIS 7069 (E.D.N.Y. 2004); (4th Cir. 1996);
Chuway v. Nat'l Action Fin. Servs. (7th Cir. 2004) 362 F.3d 944, 948; Dupuy v.
Weltman, 442 F. Supp. 2d 822, 828 (D. Cal. 9th cir. 2006); Chuway v. Nat'l Action
Fin. Servs. (7th Cir. 2004), 362 F.3d 944, 949.) Other Courts of Appeal have
suggested other safe harbor language for debt collection letters. (Bartlett v. Heibl
(7th Cir. 1997) 128 F.3d 497, 501-502; Durkin v. Equifax Check Servs. (7th Cir.
2005) 406 F.3d 410, 416.) Some Courts of Appeal have provided safe harbor
language for attorneys to provide along with service of a summons and complaint

389
390

Fields v. Wilber Law Firm, P.C. supra at 565.
Olson v. Risk Mgmt. Alternatives, Inc. (7th Cir. 2004) 366 F.3d 509, 512.
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in a collection case. (Thomas v. Law Firm of Simpson & Cybak (7th Cir. 2004)
392 F.3d 914, 919-920, holding superseded by statute). 391
“To be adequate, the ‘validation notice’ must be placed in such a way to
be easily readable, and must be prominent enough to be noticed by an
unsophisticated consumer. The notice also must not be overshadowed or
contradicted by other messages.” (United States v. National Fin. Servs. (4th Cir.
1996) 98 F.3d 131, 139; also see, Valdez v. Hunt (D. Cal. 2002), 2002 U.S. Dist.
LEXIS 4575. This can be complicated when the first communication requires
other statutory disclosures e.g., Notice of Default and or the California Notice to
Debtor under Civil Code § 1812.700.
Where the “amount of the debt” is properly stated at the date the validation
notice is sent, a Court of Appeal has held that a statement that: “if applicable,
your account may have or will accrue interest at a rate specified in your
contractual agreement with the original creditor" does not create confusion and is
appropriate. (Taylor v. Cavalry Inv., L.L.C. (7th Cir. 2004) 365 F.3d 572, 574.)
Also FTC Commentary at 53 FR 50097 provides: “Amount of debt. A debt
collector may not claim an amount more than actually owed, or falsely assert that
the debt has matured or that it is immediately due and payable, when it is not.”
This raises the question that, if a beneficiary has not accelerated his loan, can
the debt collector state the full amount of the accelerated debt?
The only case to squarely address the issue of the potential conflict
between the “amount of the debt” required in the validation notice by §
1692g(a)(1) and the “amount to cure” stated in the notice of default (Civ. Cod §
2924c) was Bush v. Loanstar Mortgagee Servs. (9th Cir. D. Cal. 2003), 286 F.
Supp. 2d 1210, The Federal District Court in the Bush case, determined that the
validation notice stating the full amount of the (accelerated debt) and a NOD
stating the amount necessary to cure were not inconsistent. (Id., at 1215.)
(4)

The Validation Notice does not have to actually be
received by the debtor if the debt collector can
prove proper mailing?

Mahon v. Credit Bureau of Placer County Inc. (9th Cir. 1999) 171 F.3d
1197, 1201-1203, held that the debt collector must establish that the FDCPA
validation notice was mailed but it need not prove that it was actually received by
the debtor. To establish that the notice was sent, the debt collector should
consider establishing business practices designed to prove mailing (e.g., one
391

Congress in the October 2006 amendments to the FDCPA precluded "formal
pleading[s] in a civil action" from being treated as an "initial communication" for purposes of the
Act's procedural safeguards, known as the validation notice requirements. See 15 U.S.C.A. §
1692g(d).
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method might be to keep file copy with a declaration or proof of service attached
even though not required by the statute).
J.

Disputed Debts and Verification.

15 U.S.C. § 1692g(b) was amended Oct. 13, 2006, P.L. 109-351, Title VIII,
§ 802, 120 Stat. 2006). Section 1692g(b), as amended in 2006, provides:
“(b) Disputed debts. If the consumer notifies the debt collector
in writing within the thirty-day period described in subsection (a)
that the debt, or any portion thereof, is disputed, or that the
consumer requests the name and address of the original creditor,
the debt collector shall cease collection of the debt, or any disputed
portion thereof, until the debt collector obtains verification of the
debt or a copy of a judgment, or the name and address of the
original creditor, and a copy of such verification or judgment, or
name and address of the original creditor, is mailed to the
consumer by the debt collector. Collection activities and
communications that do not otherwise violate this title may continue
during the 30-day period referred to in subsection (a) unless the
consumer has notified the debt collector in writing that the debt, or
any portion of the debt, is disputed or that the consumer requests
the name and address of the original creditor. Any collection
activities and communication during the 30-day period may not
overshadow or be inconsistent with the disclosure of the
consumer's right to dispute the debt or request the name and
address of the original creditor.
(c) Admission of liability. The failure of a consumer to dispute
the validity of a debt under this section may not be construed by
any court as an admission of liability by the consumer.
(d) Legal pleadings. A communication in the form of a formal
pleading in a civil action shall not be treated as an initial
communication for purposes of subsection (a).
(e) Notice provisions. The sending or delivery of any form or
notice which does not relate to the collection of a debt and is
expressly required by the Internal Revenue Code of 1986 [26
USCS §§ 1 et seq.], title V of Gramm-Leach-Bliley Act [15 USCS §§
6801 et seq.], or any provision of Federal or State law relating to
notice of data security breach or privacy, or any regulation
prescribed under any such provision of law, shall not be treated as
an initial communication in connection with debt collection for
purposes of this section.
Comment: The 2007 amendments clarify the debt collector's right to
collect within the 30-day validation period unless the debtor has disputed the
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debt. Although the Federal Trade Commission (“FTC”) and the vast majority of
courts interpreted the FDCPA permit collection of undisputed debts during the
first 30 days, a minority of court decisions have ruled to the contrary. Therefore,
whether collecting during the 30-day validation period is actionable may depend
on the location of the debit collection.
Debt validation requests from a borrower do not have to be in writing
under current Ninth Circuit authority.
“Verification” will depend on the nature of the dispute. Therefore a dispute
that the consumer is the wrong debtor (not the one that incurred the debt) would
me much different from verification where the amount of applied payments is in
dispute. (See, Fair Debt Collection (NCLC 2004).
K. Whether The Act Applies To Legal Pleadings.
Amendments to 1692g(b)(d) make it clear that legal pleadings are now
exempt from the initial FDCPA notice under 1692g(a).
Section 1692e(11) previously made it clear that If the first communication
is a formal pleading in connection with a legal action, the § 1692e(11) miniMiranda warning need not be provided. For example, if the first communication
is a motion for relief from automatic stay, then the warning need not accompany
the motion. However, if an attorney, acting as a debt collector under the terms of
the Act, first communicates with the debtor through written or oral
communications which are not a formal pleading in a legal action, the attorney
would be required to comply with the terms of the statute. (Heintz v. Jenkins
(1995), 115 U.S. 1489, 131 S. Ct. 395.)
L. Standard for Verification of Debt.
In Clark v. Capital Credit & Collection Services, Inc. et al. (9th Cir. 2006)
460 F.3d 1162.), the Court of Appeals held that:
At the minimum, "verification of a debt involves nothing more
than the debt collector confirming in writing that the amount being
demanded is what the creditor is claiming is owed." [Cts. Om.]
Within reasonable limits, the debt collector is entitled to rely on its client’s
statements to verify the debt and that the FDCPA does not impose any duty to
investigate independently the claims of the creditor. (Id.)
However, even if the debtor collector’s conduct does not violate the
verification provision of § 1692g, can it constitute a false representation of the
“character, amount or legal status of the debt” by the debtor collector under §
1692e of the FDCPA.
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Section 1692e(2)(a) prohibits the false representation of “the character,
amount or legal status of any debt,” even if the debt collector’s false
representation was not intentionally or knowingly made. As such, § 1692e
violations are strict liability. If the representation of “the character, amount or
legal status of any debt” is false, there will be liability under 1692e regardless
whether the debt collector knew about the misrepresentation. (Id.) While the lack
of intention or knowledge could mitigate liability it will not serve as total defense
to liability. The debt collector may be able to use the “bona fide error defense”.
“Pursuant to § 1692k(c)'s bona fide error defense, a debt collector is not liable for
its violations of the FDCPA if ‘the violation was not intentional and resulted
from a bona fide error notwithstanding the maintenance of procedures
reasonably adapted to avoid any such error.’ Clark v. Capital Credit &
Collection Services, Inc. et al. (9th Cir. 2006) 460 F.3d 1162.) Logically, if a debt
collector reasonably relies on the debt reported by the creditor, the debt collector
will not be liable for any errors. On the other hand, the bona fide error defense
will not shield a debt collector whose reliance on the creditor's representation is
unreasonable or who represents to the consumer a debt amount that is different
from the creditor's report. [ct. om.]” The burden of proving “bona fide error
defense” is on the creditor.
In establishing procedures, the debt collector will want to carefully
consider problems such as those that arose in the Clark case where the debt
collector’s own file notes reflected serious concerns about the creditors
bookkeeping difficulties and billing problems.
(1)

Debt Collector’s Reliance on the Debt as Reported
by the Creditor is Not a Sufficient Defense to a
FDCPA Claim that the Debt Collector Attempted to
Collect a Debt that is Not Expressly Authorized By
The Agreement Creating The Debt.

Reichert v National Credit Systems Inc. 531 F. 3d 1002 (9th Cir. 2008)
Summary: The debtor filed an action against a third party debt collector for
statutory damages and attorney fees based upon the creditors attempt to collect
a debt owed to a former landlord. The disputed portion of the debt was a claim
by the collection agency that the former tenant owed $225.00 in legal fees for the
landlord’s attorney for writing a demand letter to the tenant. No legal action was
filed against the tenant based upon the demand letter. The residential lease
contained a narrow attorney fees clause limiting the situations where fees could
be awarded to “fees incurred in connection with pursuing successful litigation.”
The district court granted Reichert's motion for summary judgment,
holding that the debt collection had violated the FDCPA by attempting to collect
an amount not authorized by the agreement or permitted by law, regardless of its
intent. The court rejected the debt collector’s bona fide error defense because it
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had failed to prove that it maintained procedures reasonably adapted to avoid
such an error, as the defense requires. The only evidence of such procedures
presented by the debt collector was the declaration of its general manager, which
stated that the landlord had never previously provided incorrect information to it,
and that the debt collector had “extensive procedures” in place. The district court
awarded damages of $1,000, and attorney's fees of $11,000, to Reichert and the
debt collector appealed.
Issue: Can the debt collector use the good faith defense based upon it
past dealings with the landlord to overcome the statutory presumption of 15
U.S.C. § 1692f (1) which limits the amount which can be collected unless such
amount is expressly authorized by the agreement creating the debt?
Analysis:
The reason that FDCPA is so troublesome to trustees and loan servicers
is that it is in many circuit courts, including the Ninth Circuit which oversees
federal courts in the Western United States, hold that FDCPA is a strict liability
statute. See Clark v. Capitol Credit and Collection Services Inc. 460 F. 3d 1162
(9th Cir. 2006). A summary of the Clark case is contained in the UTA summary
for that year.
Clark held that The FDCPA makes debt collectors liable for violations that
are not knowing or intentional. See Clark, 460 F.3d at 1176 & n. 11. It provides a
“narrow exception to strict liability,” however, for bona fide errors. Id. at 1177. The
statutory bona fide error defense 15 U.S.C. § 1692k (c) provides:
A debt collector may not be held liable in any action brought under this
subchapter if the debt collector shows by a preponderance of evidence that the
violation was not intentional and resulted from a bona fide error notwithstanding
the maintenance of procedures reasonably adapted to avoid any such error.
However, contending that a debt collector has a bona fide error defense
and proving it are two different things. Courts have very carefully scrutinized the
claims of bona fide error. Clark supra at p. 1176 pointed out that allowing any
defense to a FDCPA claim based on an unintentional error would render the
statute “superfluous.”
Several Circuits, including the Tenth Circuit, in Johnson v. Riddle, 443
F.3d 723, 729 (10th Cir.2006) specifically addressed the requirement that the
procedures be adapted to avoid the error: “As the text of § 1692k(c) indicates,
the procedures component of the bona fide error defense involves a two-step
inquiry: first, whether the debt collector ‘maintained’- i.e., actually employed or
implemented-procedures to avoid errors; and, second, whether the procedures
were ‘reasonably adapted’ to avoid the specific error at issue.” The Eighth Circuit
also recently discussed the issue, affirming summary judgment for a debt
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collection agency based on its showing that its procedures were reasonably
adapted to prevent the type of error that occurred there:
That leaves the question whether Credico made a sufficient showing that it
employed procedures “reasonably adapted to avoid” the error that occurred. This
is a fact-intensive inquiry that few prior cases have addressed.... The affidavits
and supporting documents establish that Credico's employees received specific
instructions to segregate principal and interest in setting up the accounts
received from Pinnacle so as to avoid charging interest on interest. The
procedures were not as elaborate as those in some cases that have upheld a
bona fide error defense, but the error to be avoided in this case was not complex.
See Wilhelm v. Credico, Inc., 519 F.3d 416, 421 (8th Cir.2008).
The defendant debt collector conceded that the attorney’s fees was not
authorized but argued that it should escape liability because the creditor had
provided accurate information in the past. Its argument was based upon a
statement in Clark that: logically, if a debt collector reasonably relies on the debt
reported by the creditor, the debt collector will not be liable for any errors.” 460
F.3d at 1177.
The Ninth Circuit summarily dismissed the debt collector’s argument
based upon reliance stating that the fact that past information was accurate does
not constitute a reasonable procedure in this case. Critically, the landlord did not
give in its declaration the detailed information sufficient to permit the court to
consider whether the good faith defense applied. Adding insult to injury, the court
awarded additional legal fees in this case against the debt collector for the
appeal. Further, the Court held that the creditor did not establish the procedures
necessary to establish the good faith error defense.
Further, the Court held that the creditor did not establish the procedures
necessary to establish the good faith error defense.
The procedures themselves must be explained, along with the manner in
which they were adapted to avoid the error. See Wilhelm, 519 F.3d at 421. Only
then is the mistake entitled to be treated as one made in good faith.
Creating procedures after suit is filed will not assist a creditor.
Why This Case is Important to Trustees and Lenders?
This case points out that there is a large gap between contending you
have a defense based upon good faith error and proving it. A servicer or trustee
will need to provide a detailed methodical explanation of its screening new files in
its operation and how it receives, images and processes new files sent to them
for collection. A trustee may not be able to rely upon Civil Code § 2924 as a
defense for an FDCPA claim (although the issue has not been tested in an
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appellate decision). The only practical way to be able to utilize the good faith
error defense and justify the legal fees expended to sustain the defense is to
have a detailed system in place and having ongoing training by staff collectors to
make sure they know how to use the systems. Blind adherence to the notion that
the beneficiary’s statement of what the debt is or the amount necessary to
reinstate will not provide a defense to a FDCPA claim. You must be prepared to
have the systems your company uses examined in detail under oath. If you
cannot meet this burden, you will not be able to win a FDCPA claim, especially if
the fee or cost in dispute is not permitted under the loan documents.
If attorney fees are claimed as part of the demand either at any point in
the file there should be some review of the debt instrument governing the
transaction and some explanation of the basis for the incurring of fees. If you do
not have this procedure in place, expect to pay like the defendant in this case, if
you try to defend the case.
M. Prohibited Acts or Communication.
(1)

Time of Day.

The FDCPA prohibits communication with the consumer in connection
with the collection of a debt at any unusual time or place or in a manner or place
known (or which should be known) to be inconvenient to the consumer. ("Safe
Harbor" hours are between 8:00 a.m. and 9:00 p.m.)
(2)

Where Debtor Represented by Attorney.

The FDCPA prohibits communication directly with the consumer if the debt
collector knows or should know that the consumer is represented by an attorney
with respect to the debt unless the attorney consents to direct communication
with the consumer or if the attorney fails to respond within a reasonable period of
time to communication from the debt collector. (§§ 1692c(a)(2) & 1692b(6).). If
the debtor has an attorney, communication must be made only through that
attorney. (15 USC § 1692c(a)(2).)
(3)

Place of Business.

The FDCPA prohibits communication with the consumer at his/her place
of employment if the debt collector knows or should know that the employer
prohibits receiving such communication. (§ 1692c(a)(3).)
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N. Third Party Communications.
There should be no communication with third parties, with the exception of
the consumer's attorney. (§ 1692c(b).) 392
(1)

Cease Communication Directive.

“If a consumer notifies a debt collector in writing that the
consumer refuses to pay a debt or that the consumer wishes the
debt collector to cease further communication with the consumer,
the debt collector shall not communicate further with the consumer
with respect to such debt, except -(1) to advise the consumer that the debt collector's further
efforts are being terminated;
(2) to notify the consumer that the debt collector or creditor
may invoke specified remedies which are ordinarily invoked by
such debt collector or creditor; or
(3) where applicable, to notify the consumer that the debt
collector or creditor intends to invoke a specified remedy. If such
notice from the consumer is made by mail, notification shall be
complete upon receipt.” 393
(2)

When the debtor requests information from the
debt collector after a “cease contact directive” is
there a partial or complete waiver of the cease
contact directive?

A “` directive” can be waived by debtor’s request for further information
from the creditor after the cease contact directive was given. the court of
appeals further held that waiver of the cease contact directive may be limited
only to the person contacted. (Clark v. Capital Credit & Collection Services, Inc.
et al. (9th Cir. 2006) 460 F.3d 1162.) There is no express exception in the
FDCPA for a creditor to respond to a request of the debtor after the debtor has
given a “cease contact directive. However, the court of appeals in Clark held
that:
“Legislative history indicates that Congress enacted the FDCPA to
protect consumers from ‘improper conduct’ and illegitimate collection
practices "without imposing unnecessary restrictions on ethical debt
collectors." S. Rep. No. 95-382, at 1 (1977), reprinted in 1977
U.S.C.C.A.N. 1695, 1696, 1698-99. Certainly, there is nothing
inherently abusive, harassing, deceptive or unfair about a return
392
393

Civil Code § California’s Rosenthal Act has a
15 U.S.C. §1692c(c).
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telephone call. [fn. om.] Indeed, to hold that a debt collector may not
respond to a debtor's telephone call regarding his or her debt would,
in many cases, ‘force honest debt collectors seeking a peaceful
resolution of the debt to file suit in order to resolve the debt-something that is clearly at odds with the language and purpose of the
FDCPA.’"
While concluding that such a request by a debtor constituted a waiver of
the “cease contact directive”, at least for the limited purpose of responding to the
debtor’s request, the Court of Appeals in Clark limited the waiver by applying the
“least sophisticated debtor” standard.
That is, waiver of the cease
communication directive will only be enforced where the least sophisticated
debtor would understand that he or she was waiving his or her rights under
§ 1692c(c).
In Clark, the court of appeals found the debtor had waived her “cease
contact directive” but only as to the person that called her. The waiver as to one
debt collector does not necessarily extend to other debt collectors collaborating
in collecting the same debt. (Id.)
Uncertainty under the FDCPA (such as the scope of the waiver) will
always be interpreted against the debt collector who is generally more
knowledgeable about the prohibitions of the FDCPA.
Comment: Based upon the Court of Appeals opinion in this case, when a
debtor calls a debt collector after a “cease contact directive”, the debt collector
should consider adopting a policy: (1) to have only the person receiving the call
return the call to the debtor; or (2) to make sure to confirm with the debtor at the
time of his/her request for further information that he/she agrees that anyone
acting on behalf of the debt collector may return the call and provide the
information. Whatever procedure is adopted, the conversations should be
confirmed on a phone log, by confirming letter or, where possible, by the debtor
in writing. 394 Adopting such procedures may well reduce the likelihood of
ambiguity in the waiver that will be construed against the debt collector.
Undoubtedly, clever debtors and their counsel will use the waiver of the
“cease contact directive” as a way to attempt to trap debt collectors into technical
violations of the FDCPA (i.e., with vague waivers or requests for a specified
employee of the debt collector to return the debtor’s call). Debt collectors should
consider the points made by the Court of Appeals in the Clark case and make
sure to adapt their collection procedures accordingly to reasonably avoid
violations of the FDCPA.

394

Care must be taken however, as a debt collector cannot require a writing as a
condition for any response to which the debtor is entitled to under the FDCPA.
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(3)

Does
the
FDCPA
prohibit
third
party
communications regarding a pending foreclosure?

The FDCPA (with few exceptions) prohibits communications with third
parties regarding the debt without consent of the debtor or his attorney. (15
U.S.C. § 1692c(b).) While logic would dictate that there should be no problem
giving a junior lienholder or a successor to the debtor reinstatement or
redemption information as required by law (Civ. Code §§ 2903 and 2924c), or
giving information permitted by state law to third party bidders. However, in light
of the broad definition of “communication”, one can never tell what debtors may
raise as violations of the FDCPA. Caution might dictate that trustee’s only give
out information required by law and nothing further to third parties. (But see,
privilege conduct under Civ. Code §§ 2924 and 47.)
(4)

Responses to Reinstatement Requests from the
Consumer:

Where the responding party is a “debt collector” under the FDCPA, such
communications are directed toward the collection of a debt. The § 1692e(11)
statement must be given. The § 1692g(a) statements should be given if this is
the first communication with the consumer. Many loan servicers, for the
purposes of the FDCPA, are not considered a “debt collector”. 395
(5)

Workout or Forbearance Agreements:

Where the responding party is a “debt collector” under the FDCPA, , such
communications are directed toward the collection of a debt. The § 1692e(11)
statement must be given. The § 1692g(a) statements should be given if this is
the first communication with the consumer. Many loan servicers, for the purposes
of the FDCPA, are not considered a “debt collector”. 396
(6)

Notices of Default and Notices of Trustee's Sale:

Such communications are arguably directed toward the collection of a
debt. The § 1692e(11) statement must be given. The § 1692g(a) statements
should be given if this is the first communication with the consumer which for a
loan servicer generally precedes the filing of a NOD. However, for foreclosure
trustees, the filing of the NOD may well be the first contact with the debtor. In the
case of a new NOD or NOS following rescission or lapse of a prior NOD or NOS,
since there has been a break in the natural flow of the series of communications,
the § 1692e(11) notice and § 1692g(a) statements should be provided again.

395

Perry v. Stewart Title Co., 756 F.2d 1197, 1208 (5th Cir. 1985);Sicairos v. Ndex West,
LLC et al. (Dist. Court. SC of Cal. 9th Cir. Feb. 2009) 2009 U.S. Dist. LEXIS 11223.
396
Id.
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This is a complex issue: Because there is conflict among various courts
throughout the country, and many factual distinctions in the various court
decisions, it is unclear whether trustees are “debt collectors” under FDCPA.
Many trustees, out of an abundance of causation, comply with the FDCPA. On
the other hand loan servicers who serviced loans prior to default are spotty at
complying with the FDCPA as it is far more certain that they are not “debt
collectors” under the FDCPA.
O. Conduct that harasses, Oppresses or Abuses Consumer.
The debt collector is prohibited from engaging in conduct that harasses,
oppresses or abuses the consumer. Examples are: use or threat of violence;
use of profane or abusive language; publication of a list of consumers who refuse
to pay debts; advertisement of sale of any debt in order to coerce payment of the
debt; causing a telephone to ring or to engage a person in telephone
conversations repeatedly with intent to annoy, abuse, or harass the person;
placement of anonymous phone calls. (§ 1692d.)
(1)

False, Deceptive, or Misleading Representations.

The debt collector is prohibited from using any false, deceptive, or
misleading representations in connection with collection efforts. (§ 1692e.)
Section 1692e(5) precludes a "debt collector" from making any threats to take
action that cannot legally be taken.
(2)

The “Least Sophisticated Borrower” Standard is
Applied to Whether Communications with a Debtor
Constitute a Violation of the FDCPA. A letter to the
Debtor’s Counsel After the Debt is Disputed Does
Not Violate the Act.

Guerrero v. RJM Acquisitions LLC (9th Cir. 2007) 499 F.3d 926
Summary: RJM (the debt collector) appealed a trial court order finding it
liable for FDCPA violations.
“Specifically, RJM challenges the district court's conclusions
that RJM violated the Act when it (1) sent Guerrero two collection
letters containing slightly different account and file numbers, in an
attempt to collect one debt, in violation of § 1692g(a); (2) continued
collection efforts, in violation of § 1692g(b), after receiving notice
that Guerrero disputed the debt and before providing verification of
the debt; and (3) misrepresented to Guerrero's counsel, in violation
of § 1692e, that it was not a debt collection agency and not subject
to the Act.”
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RJM sent the debtor two letters in May 2002 which were identical except
one went to the debtor’s house and the other went to the debtor’s P.O. Box.
Each letter had account and RJM file identifiers that were different in that one
letter had a series of numbers ending with an “A” and the other letter had the
same series of numbers followed by a “B”. Otherwise the amount of the debt and
other information was identical. The letters each had the same, partially
redacted, social security number, amount of debt and name of original creditor.
Below the account information on each letter, in small print, was the statement
“Please see reverse side for important information”. The validation notice and
other information required by FDCPA were printed on the back of the letter.
Between May 20 and June 10, 2002, the debtor turned the matter over to his
counsel who accused RJM of various violations of FDCPA and the related Hawaii
statute.
The trial court found these letters to be violations §§ 1692d (harassing and
abusive collection practice), 1692e (making false or misleading representations)
and 1692f (employing unfair practices). The trial court held RJM liable for actual
and statutory damages in the amount of $2,545 and awarded the consumer
plaintiff $45,000.00 in attorneys’ fees. A divided court of appeals (with one
justice dissenting in part) reversed the trial court’s decision.
With respect to the two initial letters, the court of appeals disagreed with
the trial court finding them not to be confusing to the debtor. The court of
appeals applied the “least sophisticated debtor test” to the facts. That is: “If
the least sophisticated debtor would "likely be misled" by a communication from a
debt collector, the debt collector has violated the Act.” While the trial court held
that the least sophisticated debtor might have been confused thinking he was
being dunned for two distinct accounts, the court of appeals disagreed and
reversed the trial court on this point.
The court of appeals held that the “least sophisticated debtor” standard
applies to the alleged violation of §§ 1692d, 1692e, 1692f, not just violations of
1692g and 1692e(5), as argued by RJM.
The trial court held that the June 14, 2002 letter faxed by RJM to plaintiff’s
counsel violated §§1692e (making false or misleading representations) and
1692g(b). That letter merely stated RJM “was in the process of verifying the
account.” The letter contained the assignors (Shell’s) account number and
RJM’s file number (without the “A” or “B” on the letters to the consumer).
As the court of appeals observed: “Section 1692g(b) of the Act requires a
debt collector, who receives from a consumer written notice disputing a debt, to
cease collection of the debt directly from the consumer until it has obtained
either verification of the debt or a copy of a judgment and provided it to the
consumer.” (Emphasis added).
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The trial court found that the June 14, 2002, letter from RJM to debtor’s
attorney constituted a violation of § 1692g(b) as a collection activity after the
debtor had disputed the debt and before the debt had been validated. The Court
of Appeals however held that a letter to the debtor’s counsel (alone) is not a
proscribed “collection of a debt directly from the consumer” and, therefore, it
does not violate the FDCPA. As the court of appeal stated:
“Section 1692e prohibits debt collectors from "us[ing] any false,
deceptive, or misleading representation or means in connection
with the collection of any debt." We do not disagree with the dissent
that such prohibited representations or means may take the form of
a communication. But we hold that communications directed only to
a debtor's attorney, [fn. om.] and unaccompanied by any threat to
contact the debtor, are not actionable under the Act.”
The court of appeals stated in a footnote that its “holding applies where
the debtor is represented by an attorney and the communication is directed only
to that attorney. A debt collector is not insulated from liability under the Act
merely because a debtor also happens to be an attorney.”
Lastly, the court of appeals held that where the collection activity with the
debtor had ceased after the debt was disputed, the debt collector does not have
an independent obligation to verify the debt.
Because it did not find that RJM had violated the FDCPA, the court of
appeals reversed the award of attorney’s fees.
(3)

Some Fair Debt Collection Practice Responsibilities
Continue Even Though Debtor is Represented by
Counsel.

Evory et al v. RJM Acquisitions Funding, L.L.C., et al, (7th Cir. 2007)
505 F.3d 769.
Summary: This court of appeal decision addressed a number of related
FDCPA questions in consolidated appeals of four different cases. The court of
appeal came to the following holdings:
•

That even if the debt collector is communicating with the debtor’s
attorney, § 1692g (validation notice) must still be given to the
consumer through the attorney. The court viewed the debtor’s
attorney as merely a medium through which the communication of
the required statutory information is passed to the debtor.

•

“Section 1692d forbids "any conduct the natural consequence of
which is to harass, oppress, or abuse any person in connection with
the collection of a debt" (emphasis added). Section 1692e forbids a
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debt collector to "use any false, deceptive, or misleading
representation or means in connection with the collection of any
debt." And section 1692f forbids a debt collector to "use any unfair
or unconscionable means to collect or attempt to collect any debt."
The federal court of appeals concluded these provisions apply even
with communications to the debtor’s lawyer. However, the standard
to be applied would be different. The court concludes that “a
representation by a debt collector that would be unlikely to deceive
a competent lawyer, even if he is not a specialist in consumer debt
law, should not be actionable.”
•

The court of appeals held that offers to consumers for a discount
but only if the debt is paid by a given date are likely to be viewed as
deceptive under the FDCPA as they lead the consumer to believe
that after the drop dead date there is no opportunity to settle the
debt. The court of appeal held that adding the following statement
would create a safe harbor: “We are not obligated to renew this
offer.” The court noted the word “obligated” is strong and even an
unsophisticated debtor would know that there is then a “possibility”
of further offers.
Again, the court observed that if the
communication were sent to a lawyer, it is unlikely the lawyer would
be deceived by such “drop dead date” offers. Therefore, the
standard applied when the communication is to the debtor’s lawyer
will be higher.
(4)

A trustee may be liable under FDCPA (15 U.S.C. §
1692f(6)(A)) where the beneficiary does not own
(have a proper assignment) of the deed of trust at
the time it commenced its nonjudicial foreclosure.

Rousseau v. Bank of New York, (U.S. Dist. Ct Col. 2009) 2009 2009
U.S. Dist. LEXIS 90163.
Summary: This case involved a review by the federal district court of a
magistrate’s decision dismissing plaintiffs’ (borrowers’) claims relating to the
nonjudicial foreclosure of their home under Colorado law. While there were a
number of complicated procedural issues considered by the court, ultimately the
district court opinion addressed whether plaintiff’s had a claim under the FDCPA
where they alleged that the foreclosing beneficiary did not own the deed of trust
(i.e., have a proper assignment of the deed of trust) at the time it commenced its
foreclosure. The relevant issues for our purposes are as follows:
First, is a trustee or lender nonjudicially foreclosing on a deed of trust
subject to the FDCPA? The court noted that there are two lines of cases on this
topic. One holds that trustees conducting nonjudicial foreclosures are not “debt
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collectors” and, therefore, are not subject to the FDCPA. 397 The second line of
cases holds that trustees are “debt collectors” under the FDCPA. The court
analyzed these conflicting authorities and came to the conclusion, at least for the
purpose of a motion to dismiss in this case, if the trustee is alleged to have
taken actions to collect a debt that go beyond merely nonjudicially
foreclosing on the security, they may be a “debt collector” under the
FDCPA. As such, factual determinations regarding plaintiff’s allegations that the
trustee attempted to collect a debt would have to be made before it could be
concluded whether or not the trustee was subject to the FDCPA.
Comment: This presents a problem for trustees who send out FDCPA
notices, including notice of validation rights, as they appear to be collecting a
debt. The trustee is put in a difficult position, if it does not send out FDCPA
notices, and they are later found to be a debt collector under the FDCPA, they
will have violated the act. On the other hand, if it does send out FDCPA notices,
those notices (as well as other actions) may make the trustee subject to the
FDCPA because they are appearing to collect the debt instead of merely
resorting to the security.
Second, assuming that the trustee is subject to the FDCPA, the court held
that “even assuming that the FDCPA does not govern typical mortgage
foreclosures because a foreclosure is an action on a security interest, the statute
expands its reach to enforcers of security interests in one specific instance:
where that party seeks to take property to which ‘there is no present right to
possess[ ].’ 15 U.S.C. § 1692f(6)(A) . . ..” That is, this would be an exception to
the normal rule that a trustee who merely nonjudicially forecloses is not a “debt
collector” under the FDCPA. Since there was a factual issue as to whether the
beneficiary actually had a proper assignment of the deed of trust at the time the
foreclosure was commenced, the court held that the FDCPA claim could not be
dismissed and that the § 1692f(6)(A) violation would turn upon whether the
trustee and beneficiary could prove that the beneficiary was the owner of the
deed of trust when the foreclosure was commenced.
Comment:
The Rousseau case was based upon the real estate law of Colorado
which may be different from that in California. See discussion in the chapter on
nonjudicial foreclosures as to whether an assignment is necessary to commence
or conclude a nonjudicial (as opposed to judicial) foreclosure.
While this is merely one district court’s opinion, it may be the best practice
to make sure that assignments are done prior to initiating a nonjudicial
foreclosure when possible. This is particularly true since, in the past few years,
397

The court observed that judicial foreclosures, where a deficiency judgment is sought,
are subject to the FDCPA.
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borrowers’ attorneys regularly assert that lenders do not own the deed of trust
being foreclosed upon.
P. Penalties for Violations of the FDCPA.
Penalties for violations of the FDCPA include actual damages suffered by
the person against whom the violations were directed and additional damages of
up to $1,000 in the case of an individual. In the event of a class action, the
additional damages may include the lesser of $500,000 or one per cent (1%) of
the net worth of the debt collector; plus reasonable attorney’s fees and costs. (In
the event that the court finds that the FDCPA action was brought in bad faith and
for harassment, the court may award reasonable attorney’s fees to the
defendant.) (§ 1692k.)
(1)

In an FDCPA action where the defendant prevails
and the court finds that the action was brought in
bad faith and for the purpose of harassment, the
court may award to the defendant attorney's fees
reasonable in relation to the work expended and
costs.
However, attorney’s fees may not be
awarded under the FDCPA against the plaintiff’s
attorney.

Hyde v. Midland Credit Management Inc. (9th Cir.) 567 F.3d 1137.
Summary: Plaintiff brought a meritless FDCPA case against defendant
debt collector. The debt collector prevailed. The district court awarded attorney's
fees and costs of $155,979.09 against plaintiff under § 1692k(a)(3) of the
FDCPA. It awarded the same amount against plaintiff’s attorneys under §
1692k(a)(3) of the FDCPA and under Federal Rule of Civil Procedure 11.
The issue was whether attorney’s fees and costs can be awarded against
plaintiff’s attorneys as well as against plaintiff. Plaintiff’s attorneys appealed the
attorney’s fees award.
All parties admitted on appeal that the proper procedures were not
followed to justify an award of attorney’s fees against the plaintiff’s attorneys as a
matter of sanctions under FRCP 11. Therefore, the sole issue on appeal was
whether under § 1692k(a)(3) of the FDCPA, attorneys fees and cost can be
awarded against plaintiff’s attorneys. Of course, such a holding would strongly
discourage plaintiffs’ attorneys from filing FDCPA cases in bad faith.
FDCPA § 1692k(a)(3) provides in relevant part, "On a finding by the court
that an action under [the FDCPA] was brought in bad faith and for the purpose of
harassment, the court may award to the defendant attorney's fees reasonable in
relation to the work expended and costs." It should be noted that where a
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consumer plaintiff prevails, they are entitled to attorney’s fees and costs without
any showing of bad faith or harassment. After analyzing issue, the court of
appeal held the FDCPA § 1692(a)(3) does not permit the recovery of attorney’s
fees from plaintiff’s attorney.
Comment: Generally, it is futile to pursue the recovery of attorney’s fees
against a debtor plaintiff since they are often judgment proof or candidates for
bankruptcy. The only effective deterrent to frivolous FDCPA actions (of which
there are many) is sanctions or attorney’s fees and costs against the plaintiff’s
attorneys who facilitate these bad faith or frivolous actions. Since the Hyde case
precludes an award of attorney’s fees and costs against plaintiff’s counsel in
FDCPA actions, the best approach for prevailing defendants is to make sure to
comply with FRCP 11 (sanctions) or with similar state sanctions rules.
Q. Bona Fide Error Defense -- 5 U.S.C. § 1692k(c).
A debt collector may not be held liable if the debt collector can show by a
preponderance of the evidence that the violation was not intentional and resulted
from a bona fide error notwithstanding the maintenance of procedures designed
to avoid such errors. (§ 1692k(c).) 398
R. General Administration of the Act.
Whether FDCPA disclosures need be provided in notices to consumers
that are required by state statutes or regulations. The FDCPA provides that the
Federal Trade Commission ("FTC") has jurisdiction over the Act. The FTC has
issued a Commentary related to the FDCPA. (53 Fed. Reg. 50097.) However,
there is no precedential value to the FTC Commentary. 15 U.S.C. § 1692l (c &
d) provides that the FTC may not issue binding trade regulations. The
Commentary itself provides that it is not a "formal trade regulation rule or
advisory opinion of the Commission, and thus is not binding on the Commission
or the public." (53 Fed. Reg. 50101.)
Due to the fact that the FTC is the administrative agency charged with
enforcing the statute, its interpretation will be given "some weight". (Jordan v.
Kent Recovery Services, Inc. (D.Del. 1990) 731 F.Supp. 652, 659; Masuda v.
Thomas Richard & Co. (C.D. Cal. 1991) 759 F.Supp. 1456, 1465.) Nevertheless,
the courts interpreting the FDCPA have frequently disregarded the FTC
Commentary on the basis that it is not binding. (Heintz v. Jenkins (1995) 514
U.S. 291, 115 S.Ct. 1489, 95 Daily Journal D.A.R. 4837, 4839; Pressley v.
Capital Credit & Collection Service, Inc. (9th Cir. 1984, Or.) 760 F.2d 922, 925 fn.
2; Masuda v. Thomas Richard & Co. (C.D. Cal. 1991) 759 F.Supp. 1456; Fox v.
Citicorp Credit Services, Inc. (1993) 15 F.3d 1507, 1513.)

398

15 U.S.C. § 1692k(c)
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In light of the foregoing, substantial weight must be given to the language
of the statute itself. If the Act is silent on a particular point, the FTC Commentary
may provide some guidance. However, a court would be free to disregard the
Commentary, and reach its own conclusion as to the propriety of certain actions.
In the event of a conflict between the Act and the Commentary, the Act would
prevail.
By way of example, the FTC has stated in the Commentary that a debt
collector does not violate the Act by providing public notices that are required by
law as a prerequisite to enforcement of a security interest in connection with a
debt. (53 Fed. Reg. 50105.) Arguably, this would extend to the notice of default
and the notice of trustee's sale provided in a California nonjudicial foreclosure
proceeding.
A trustee, in publishing the NOD and the NOS, may choose to rely on the
Commentary, and not provide the disclosures required by the Act. A court would
be free to interpret the Act to require such disclosures, despite the Commentary
language to the contrary. A trustee, acting solely in reliance on the Commentary
language, would run the risk of a subsequent court decision to the contrary.
As rule of thumb, a debt collector should follow the statute, and not rely on
language in the FTC Commentary as support for varying from the statutory
language.
S. The FDCPA Does Not Apply To The Collection of a Tort
Judgment.
A judgment based upon various business interference torts, is not a
consumer debt subject to FDCPA. (Turner, M.D., et al v. Cook, Esq., et al. (9th
Cir. 2004) 362 F.3d 1219.) The Ninth Circuit Federal court of appeal held that
under the FDCPA is only triggered when the obligation to pay is a “debt”
that arises out of a consumer “transaction.” Although “transactions” are not
defined under the FDCPA, at a minimum, a “transaction” must involve some kind
of business dealing or other consensual obligation. The court of appeal has held
that consensual obligations relates to contractual arrangements. Because Dr.
Turner alleged in his own answer to the complaint that the underlying transaction
was a tort based on business interference, the FDCPA did not apply. (Id.)
(1)

An action or judgment for the tort of conversion
does not constitute a debt under the FDCPA and,
therefore, is not covered by that act.

Fleming, et al v. Packard, et al. (2009) 2009 U.S.App. Lexis 20129
Summary: This lawsuit involved a tort for conversion of personal property.
The U.S. Court of Appeal (9th Cir.) held that criminal fines and debts or
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judgments arising from torts such as conversion are not a “debt” under the
FDCPA and are not subject to the provisions of the FDCPA.
T. California Rosenthal fair debt collection practices act.
The Rosenthal Fair Debt Collection Practices Act (Civil Code §§ 1788 et
seq.) Under the Cal. FDCPA, the definitions of “debt” and of “debt collector” are
more expansive than the definitions of these terms under the Federal Act. (Civil
Code § 1788.2(c). Therefore, the California FDCPA will apply in instances when
the Federal act does not.
(1)

Definitions:

Civil Code § 1788.2 provides the following definitions to be used under the
Rosenthal Act:
“(b) The term "debt collection" means any act or practice in
connection with the collection of consumer debts.
(c) The term "debt collector" means any person who, in the
ordinary course of business, regularly, on behalf of himself or
herself or others, engages in debt collection. The term includes any
person who composes and sells, or offers to compose and sell,
forms, letters, and other collection media used or intended to be
used for debt collection, but does not include an attorney or
counselor at law.
(d) The term "debt" means money, property or their equivalent
which is due or owing or alleged to be due or owing from a natural
person to another person.
(e) The term "consumer credit transaction" means a transaction
between a natural person and another person in which property,
services or money is acquired on credit by that natural person from
such other person primarily for personal, family, or household
purposes.
(f) The terms "consumer debt" and "consumer credit" mean
money, property or their equivalent, due or owing or alleged to be
due or owing from a natural person by reason of a consumer credit
transaction.
(g) The term "person" means a natural person, partnership,
corporation, limited liability company, trust, estate, cooperative,
association or other similar entity.
(h) Except as provided in Section 1788.18, the term "debtor"
means a natural person from whom a debt collector seeks to collect
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a consumer debt which is due and owing or alleged to be due and
owing from such person.
(i) The term "creditor" means a person who extends consumer
credit to a debtor.”
(2)

Rosenthal Act incorporates some provisions of the
FDCPA.

Civil Code § 1788.17 incorporates the provisions of the FDCPA from §§
1692b through 1692k and subject to the remedies found in § 1692k. However,
excluded from the provisions of the FDCPA are those requiring the “MiniMiranda” warnings (§ 1692e(11)) and the validation notice (§ 1692g) so long as
the “debt collector” is: “(A) any officer or employee of a creditor while, in the
name of the creditor, collecting debts for such creditor;” or, “(B) any person while
acting as a debt collector for another person, both of whom are related by
common ownership or affiliated by corporate control, if the person acting as a
debt collector does so only for persons to whom it is so related or affiliated and if
the principal business of such person is not the collection of debts”.
(3)

Trustee’s Exemption from Rosenthal Act.

Civil Code § 2924(b) provides:
“(b) . . .. In performing the acts required by this article 399 , a
trustee shall not be subject to Title 1.6c (commencing with Section
1788) of Part 4.”
The problem is that “Title 1.6c) only covers Civil Code §§ 1788 through
1788.33, inclusive. The California Notice of Collection set forth in Civil Code §
1812.700 et seq. is not in Title 1.6c but rather it is in Title 2.97. While Civil Code
§ 1812.702 makes a violation of Civil Code §§ 1812.700 et seq. a violation of the
Rosenthal Act (Title 1.6c) the notice requirement is not, in fact, part of Title 1.6c
making it clear that persons performing nonjudicial foreclosures are exempt from
giving the Civil Code § 1812.700 notice.
(4)

California Notice of Collection.

Civil Code § 1812.700 et seq. provides that in addition to the requirements
under the Rosenthal Fair Debt Collection Practices Act (commencing with Civil
Code § 1788.10), third-party debt collectors subject to the federal Fair Debt
Collection Practices Act (15 U.S.C. § 1692 et seq.) shall provide a notice to
debtors that shall include the following description of debtor rights:

399

Civil Code Title XIV, Chapter 2, Article 1 which goes from Civil Code §§ 2920 through
2944.5 inclusive.
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"The state Rosenthal Fair Debt Collection Practices Act and the
federal Fair Debt Collection Practices Act require that, except under
unusual circumstances, collectors may not contact you before 8
a.m. or after 9 p.m. They may not harass you by using threats of
violence or arrest or by using obscene language. Collectors may
not use false or misleading statements or call you at work if they
know or have reason to know that you may not receive personal
calls at work. For the most part, collectors may not tell another
person, other than your attorney or spouse, about your debt.
Collectors may contact another person to confirm your location or
enforce a judgment. For more information about debt collection
activities, you may contact the Federal Trade Commission at 1-877FTC-HELP or www.ftc.gov."
This notice must be included with the first written notice initially addressed
to a California address of a debtor in connection with collecting the debt by the
third-party debt collector. (Civil Code § 1812.700(b).) The way Civil Code §
1812.700 is worded it is confusing, as it appears to cover debt collectors subject
to the federal FDCPA but it does not reference debt collections subject to the
Cal. Rosenthal Fair Debt Collection Practices Act. Out of caution, the notice
should be sent regardless of whether the “debt collector” is covered by the state
or federal act, or both.
“If a language other than English is principally used by the third-party debt
collector in the initial oral contact with the debtor, a notice shall be provided to the
debtor in that language within five working days.” (Civ. Code § 1812.700(c).)
The print size of the notice must be “at least the same type-size as that
used to inform the debtor of his or her specific debt, but is not required to be
larger than 12-point type.” (Civ. Code § 1812.701(b).)
Failure to send the notice of debtor’s rights constitutes a violation of the
Rosenthal Fair Debt Collection Practices Act.
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16 LENDER ISSUES.
1.
•

Enforcement of Repurchase Indemnity Agreement by Lender
against Broker.

Trust One Mortgage v. Invest America Mortgage Corporation (Dec. 15,
2005) 134 Cal. App. 4th 1302)

Facts: Invest America Mortgage Corporation (Invest America) and Trust
One Mortgage (“Trust One”) entered a broker agreement under which Trust One
funded loans brokered by Invest American. The dispute arose out of two loans
made to a Georgia resident on real property in Georgia. One borrower made one
payment another made three, after which the secured properties were
nonjudicially foreclosed by the holder leaving a substantial deficiency. Trust One
sued Invest American to “recover its losses under the broker agreement's
indemnification provision, which required Invest America to indemnify Trust One
for losses or to repurchase loans in the event of a borrower's early default or
fraud in the loan application.” Under the agreement Invest American was paid a
commission for each loan package Trust one accepted, funded and closed. The
broker agreement stated: "[e]ach such Loan shall conform in all respects to all
terms, conditions, representations, warranties and covenants in this Agreement."
Codefendant Sens was Invest America’s president and she personally
guaranteed the performance of Invest America’s obligations under the broker
agreement.
The court described the broker agreement as follows:
“In section 3.6 of the Broker Agreement, Invest America represented
and warranted that "[n]o representation, warranty or written statement
made by [Invest America] in ... any schedule, exhibit, report, loan file,
written statement or certificate furnished to Trust One in connection
with the transactions contemplated hereby by [Invest America],
contains, or will contain, any untrue statement of a material fact or
omits, or will omit, to state a material fact necessary to make the
statements contained herein or therein not misleading."
Section 7.1 of the Broker Agreement, entitled "Indemnification,"
states in relevant part: "In addition to any other rights and remedies
that Trust One may have, [Invest America] shall indemnify and hold
Trust One ... harmless from and against, and shall reimburse it or
them for, any repurchase demand by an Insurer/Investor, any losses,
(including pair-off fees and loss of Servicing Rights), damages,
deficiencies, claims, causes of action or expenses of any nature,
(including attorney's fees), incurred before or after any Sale Date to
the extent resulting from ... [¶] ... [¶] (c) Any indication of fraud in the
origination of any loan, either immaterial or material, whether or not as
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a result of any act or omission of [Invest America], or any employee,
representative or agent of [Invest America]; or [¶] (d) Any delinquency
during any one of the first six payments which remains delinquent for
a period of sixty days."
If a ground exists for indemnification, section 7.2 of the Broker
Agreement permits Trust One to demand that Invest America cure the
breach or repurchase the loan. Section 9.8 of the Broker Agreement
states: "Governing Laws. This Agreement shall be governed by,
construed and enforced in accordance with the laws of the State of
California without reference to the choice of law principles thereof."
Trust One sold the loans to IMPAC Funding Corporation (IMPAC) and was
subject to a repurchase/indemnity agreement from its buyer. After default,
IMPAC obtained BPOs showing that the properties were worth substantially less
than the loan appraisals obtained by Invest America. IMPAC demanded that
Trust one repurchase the loans but instead came to an agreement that Trust One
would indemnity IMPAC. Trust One paid IMPAC over $173,000.00 on the two
loans. Trust One requested indemnity from Invest America and Invest America
declined to indemnify them. Trust One sued Invest America under a number of
theories including breach of the broker agreement and negligence. Summary
judgment was entered by the trial court in favor of Trust One on all of its theories
except for the negligence cause of action which was dismissed without prejudice.
Invest America and Sens appealed.
Issue #1: When will a choice of law provision in an agreement be
enforced against a broker under a broker agreement with an out-of-state funding
source?
Issue #2: Are “indemnity agreements” signed by mortgage brokers
barred by California’s antideficiency statutes?
Analysis: “A freely and voluntarily agreed-upon choice of law provision in
a contract is enforceable if the chosen state has a substantial relationship to the
parties or the transaction or any other reasonable basis exists for the parties'
choice of law. [ct. om]” Generally, the choice of law clause is reasonable if one
of the parties lives in the chosen state. Trust One was a California corporation
headquartered in Irvine. The court of appeal found these facts to be sufficient to
establish a reasonable basis for enforcing the choice of law provision in the
Broker Agreement.
Having determined that California law, including California’s antideficiency
statutes, applied, the court of appeal had to determine whether California’s
antideficiency statutes barred enforcement of the broker agreement. Invest
America contended that the broker agreements indemnity provision is really a
guaranty the enforcement of which constitutes a deficiency prohibited by Union
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Bank v. Gradsky (1968) 265 Cal.App.2d 40. The court of appeal noted that
California law recognizes a difference between a guaranty and an indemnity
agreement. The court stated:
"Indemnity is a contract by which one engages to save another
from a legal consequence of the conduct of one of the parties, or of
some other person." (Civ. Code, § 2772.) "A surety or guarantor is
one who promises to answer for the debt, default, or miscarriage of
another, or hypothecates property as security therefor." (Id., § 2787.)
A guarantor makes a direct promise to perform the principal's
obligation in the event the principal fails to perform. An indemnitor
does not make a direct promise to perform the principal's obligation,
but promises to reimburse the indemnitee for losses suffered or to
hold the indemnitee harmless. [ct. om].)
The indemnification provision of the Broker Agreement is not a
direct promise by Invest America to perform the borrowers'
obligations. The indemnification provision states Invest America "shall
indemnify and hold Trust One . . . harmless from" any losses resulting
from the identified conditions. The indemnification provision does not
obligate Invest America to indemnify Trust One for all borrowers'
defaults, but only from losses resulting from the conditions listed. As
Trust One points out, Invest America's obligations under the
indemnification provision might be triggered without a borrower
default, for example, when the loan package contains
misrepresentations about the value of the property securing the loan.
Thus, the indemnification provision in the Broker Agreement is just
that--an indemnification.”
The court of appeal recognized that guaranties and, in some instances,
indemnity agreements may be barred by estoppel or antideficiency states. While
the court of appeal went through a long analysis, it can be summarized as
follows: Where the indemnity agreement is an attempt to impose liability on the
primary obligor (i.e., the borrower or an entity which is substantially the
borrower), already obligated on the note and to evade the antideficiency statutes,
it will not be enforced. However, as here, where the indemnitor (Invest America)
is a third party and not the borrower the indemnity agreement would be
enforceable. The court of appeal utilized a “substantial identity theory”. (Torrey
Pines Bank v. Hoffman (1991) 231 Cal.App.3d 308.) For example, where the
borrower was a revocable trust, an indemnity agreement or guaranty would be
unenforceable because the borrower and the indemnitor are substantially the
same person.
In applying the “substantial identity test”, the court observed that: (1) The
indemnitor (Invest America) was not the primary obligor (the borrower), a related
entity or even an obligor in “guarantor’s guise.” (2) Enforcing the agreement
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would not impose liability on the borrower; (3) The indemnity agreement was
entered well before these loans were made and would impose liability on Invest
America under some circumstances even if the borrowers had not defaulted; (4)
The parties were two sophisticated business persons; and (5) it did not thwart the
public policy behind the antideficiency statutes.
Comment: California REBs with broker or repurchase agreements should
carefully consider the impact of choice-of-law provisions with out of state funding
sources as these agreements may apply the law of a state that less favorable to
the REB than is California law.
It should be clear from the Trust One decision that any attempt to use an
indemnity agreement with the borrower to avoid California’s antideficiency
statutes is likely to meet with failure.
2.

HUD REG on Source of Downpayments on FHA Insured Loans -72 FR 56002 amending 24 CFR § 203.19) (Effective 10-31-07)

HUD amended 24 CFR Part 203 TITLE: Standards for Mortgagor's
Investment in Mortgaged Property codifying in a Final rule relating to gifts and
loans to borrowers for downpayments.
“SUMMARY: This final rule amends the Department's regulations
governing the specific standards for a mortgagor's investment in property for
which the mortgage is insured by the Federal Housing Administration (FHA).
Specifically, this final rule codifies HUD's longstanding practice, authorized by
statute, of allowing a mortgagor's investment to be derived from gifts by family
members and certain organizations. The standards established by this final rule
address a situation in which the mortgagor's investment is derived from a gift,
loan, or other payment that is provided by any donor, including an individual or
an organization, and also specify prohibited sources for a mortgagor's
investment. The final rule establishes that a prohibited source of
downpayment assistance is a payment that consists, in whole or in part, of
funds provided by any of the following parties before, during, or after
closing of the property sale: The seller, or any other person or entity that
financially benefits from the transaction; or any third party or entity that is
reimbursed directly or indirectly by the seller, or any other person or entity
that financially benefits from the transaction.” (See, 24 CFR § 203.19).
The amended regulation permits downpayment assistance where
authorized by statute, certain loans from family members, certain government
insured loans; certain tribal government or agency loans and federal disaster
relief loans and gifts from family members, eligible government agencies and
instrumentalities, tribal governments or agencies, borrowers employer or labor
union, certain tax exempt organizations; disaster relief grants and other sources
approved by the HUD Secretary.
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COMMENT:. This regulation appears to be primarily directed to sellers
and real estate brokers who provide funds for the downpayment for a borrower to
facilitate a transaction where they have a financial interest.
3.

IRS Income Verification Express Service (IVES) Processing.

(Reprint from DRE Mortgage Loan Bulletin: Fall 2007 originally provided
by the IRS)

Income verification express service (IVES)
processing
provided courtesy of the Internal Revenue Service
In October 2006, the Internal Revenue Service began the
Income Verification Express Service (IVES) program, offering
electronic delivery of IRS transcripts and records available upon
submission of IRS Form 4506-T, Request for Transcript of Tax
Return.
IVES provides two-business day processing and delivery of
return transcripts. The new service replaces the existing process
that required manual pick-up and delivery of transcripts from the
IRS Return and Income Verification Services (RAIVS) units located
across the country.
The new service automates the delivery portion of the process.
Customers must now log on to www.IRS.gov to retrieve their
requested transcripts from a secure mailbox located on the eServices electronic platform.
The “front end” of the process remains the same. Customers
will still need to fax the signed Form 4506-T, Request for Transcript
of Tax Return, to the one of the three designated RAIVS units.
For details on participation in the IVES program and
submission of requests, including fees and payments, please refer
to www.IRS.gov (keyword IVES).
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17 CALIFORNIA
FINANCE
LENDERS
(“CFL”)
RESIDENTIAL MORTGAGE LENDERS.
1.

AND

Introduction.

California Finance Lenders are authorized by Financial Code § 22000 et
seq. and Residential Mortgage Lenders (“RML’s) are subject to Financial Code §
50000 et seq. Both are licensed through and regulated by the Department of
Corporations
2.

The DOC Commissioner may require Mortgage lending: reporting.
(Effective 01-01-09) for CFL’s and RMLs.

The DOC commissioner may require CFL and RML licensees to provide
reports concerning their residential mortgage loan servicing activities, including,
but not limited to, information similar to that collected in connection with the
Mortgage Servicers Survey, first published by the Department of Corporations in
December 2007.
The commissioner is additionally authorized to seek and accept
information provided on a voluntary basis by residential mortgage loan servicers
not subject to the commissioner's jurisdiction. The commissioner shall post only
aggregated survey results on the department's Internet Web site, and shall note
the number of loan servicers submitting data included in the aggregated totals
and the estimated percentage of outstanding mortgage loans to Californians that
are serviced by these loan servicers, to the extent information on the number of
outstanding loans is available from a reliable source. 400
(b) For purposes of this section, “mortgage loan servicing activity” means
receiving more than three installment payments of principal, interest, or other
amounts placed in escrow, pursuant to the terms of a mortgage loan, and
performing services relating to that receipt or the enforcement of its receipt, on
behalf of the holder of the note evidencing that loan.
3.

2007 Legislative Updates.

This update is limited to changes effecting loans secured by real property.

400

. Fin. Code §§ 22159 and § 50307. 1.
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4.

AB 2318 (Calderon, Stats. 2006 Ch. 418). Effective 1-1-07.

This bill primarily deals with modifications to the “Collateral Recovery Act”
dealing with repossession of personal property and has little impact on CFL’s
making loans secured by real property.
5.

AB 2416 (Torrico, Stats. 2006, Ch. 356). Effective 1-1-07.

The law dealing with appraisals used in CFL loans secured by real
property is Financial Code § 22317 provides:
“On any loan made that is secured by real property, an
appraisal fee not to exceed the actual cost of the appraisal may be
charged by the licensee if a written appraisal is provided to the
licensee by a qualified appraiser. Only one fee for appraising the
same real property may be collected unless the borrower has
obtained a new or additional loan and more than one year has
elapsed since the prior appraisal. The fee is not included in
charges as defined in this division or in determining the maximum
charges that may be made under this article.”
AB 2416 adds Financial Code § 22317.2 which allows finance lenders to
charge borrowers the cost of an AVM (Automated Valuation Model) appraisal in a
loan transaction where the cost of a site appraisal is not also charged. An AVM
is “a computerized property valuation system that is used to derive a real
property value.” (§ 22317.2(f).) The following summarizes § 22317.2:
The CFL may collect the cost of the AVM not to exceed the “cost paid to
the third party for a written” AVM result in lieu of a appraisal as provided in §
22317. (§ 22317.2(a).)
The CFL may not charge the borrower both for the costs of an AVM and
for an appraisal for the same property in a single transaction. (Id.)
Only one fee for an AVM or an appraisal may be charged for the same
real property unless the borrower has obtained a new or addition loan and more
than one year has elapsed since the prior delivery of an automated AVM or
appraisal. (Id.)
However, if the borrower obtains a new or additional loan within one year,
the CFL may charge an appraisal fee less the prior charge for the AVM.
Within 15 days after the CFL receives the borrower’s application, the CFL
must provide notice to the borrower of his/her right to receive a copy of the AVM
model result provided the borrower has made for the AVM result.
(§
22317.2(b)&(d).)

© 2010 Adleson, Hess & Kelly P.C.

Page 432

The notice of the borrower's right to receive a copy of the automated
valuation model result shall be given in at least 10-point boldface type, as a
separate document in a form that the borrower may retain. (22317.2(d).)
The notice shall specify that the borrower's request for the automated
valuation model result must be in writing and must be received by the
licensee no later than 90 days after the licensee provides notice of the action
taken on the application or a notice of incompleteness, or in the case of a
withdrawn application, 90 days after the withdrawal.
The notice shall also include the following statement: "An automated
valuation model is not an appraisal. It is a computerized property valuation
system that is used to derive a real property value." (§ 22317.2(d).)
An address to which the request should be sent shall be specified in the
notice.
Release of the automated valuation model result to the borrower may be
conditioned upon payment of the fee.
Upon written request of the borrower and payment by the borrower of the
AVM fee, the CFL must “mail or deliver” the AVM result to the borrower within 15days of receiving the request or of receiving the AVM result, whichever occurs
later. (§ 22317.2(c).)
Section 22317.2(g) makes it clear that it does not authorize the use of an
AVM result in lieu of an appraisal that is required under state or federal law.
The fee is not included in charges as defined in division 9 or in
determining the maximum charges that may be made under chapter 2, article 3.
6.

AB 2890 ( Ridley-Thomas Ch. 201, 2006). Effective 1-1-07

This bill adds Financial Code § 22168 and provides, in pertinent part:
“The commissioner may, after appropriate notice and
opportunity for hearing, suspend for a period not to exceed 12
months or bar a person from any position of employment with a
licensee if the commissioner finds that the person has willfully
used or claimed without authority a designation or certification of
special education, practice, or skill that the person has not attained,
or willfully held out to the public a confusingly similar designation or
certification for the purpose of misleading the public regarding his
or her qualifications or experience.”
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Comment: The 2006 Amendment to § 10177(c) (AB 790) which applies
to real estate brokers is similar but also covers representation relating to trade
organization membership which is not included in § 22168.
7.

SB 1609 (Simitian Stats. 2006 Ch. 202). Effective 1-1-07.

As noted in the Legislative Digest to the bill:
“Existing state and federal law regulate the activities of financial
institutions. Existing state law defines and regulates reverse
mortgage loans and provides a disclosure notice that a lender
must provide an applicant, which informs the applicant that a
reverse mortgage is a complex financial arrangement and advises
the applicant of the wisdom of seeking financial counseling before
entering the agreement.
This bill would prohibit a lender from requiring the purchase
of an annuity as a condition of obtaining a reverse mortgage loan.
The bill would prohibit a reverse mortgage lender or a broker
arranging a reverse mortgage loan from offering an annuity to
the borrower or referring the borrower to anyone for the
purchase of an annuity prior to the closing of the loan or
before the expiration of the borrower' s right to rescind. The bill
would, among other things, require a lender to refer a prospective
borrower to a housing counseling agency for counseling, as
specified, prior to accepting a final and complete application for a
reverse mortgage or assessing any fees, and would prohibit a
lender from accepting a full and complete application for a
reverse mortgage loan or assessing any fees without receiving
certification, as specified, that the borrower had received this
counseling. The bill would make changes to the disclosure notice
provided to an applicant for a reverse mortgage and would require
a lender to provide a specified list of independent loan counselors.
Existing law requires any person engaged in a trade or
business who negotiates primarily in Spanish, Chinese, Tagalog,
Vietnamese, or Korean in the course of entering into specified
contracts to deliver to the other party, prior to the execution of a
contract or agreement, a translation of it in the language in which it
was negotiated.
This bill would include contracts for reverse mortgages within
these provisions. The bill would require a lender to ensure
compliance with these provisions in the case of brokered loans.”
Comment: The modification to Civil Code § 1632 relating to reverse
mortgages will be discussed later.
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18 TRUTH-IN-LENDING ACT (TILA).
1.

Background.

The Federal Truth in Lender Act (“TILA”) involves a number of
components and sources of authority.
A little background is useful in
understanding the various parts of TILA and how to interpret them.
A. The Federal Truth in Lender Act (“TILA”)
The Truth-in-Lending Act (“TILA”) is a Federal law enacted in 1968 and
found in 15 U.S.C. §§ 1601, et seq. Its purpose is to “assure a meaningful
disclosure of credit terms so that the consumer will be able to compare more
readily the various credit terms available to him and avoid the uninformed use of
credit”. 401 It requires disclosures to be made and, if they are not, the consumer
may rescind the loan. (See 15 U.S.C. § 1635(b).)
B. The Regulations (Regulation Z)
Creating regulations for disclosure requirements are delegated to the
Board of Governors of the Federal Reserve System. (the “Board”, or “FRB”; 15
U.S.C. § 1602(b) and 1604). The FRB’s implementing regulations are found in
Reg Z, 12 C.F.R. Part 226. As stated by the Fed:
“The goals of the amendments are to protect consumers in the
mortgage market from unfair, abusive, or deceptive lending and
servicing practices while preserving responsible lending and
sustainable homeownership; ensure that advertisements for
mortgage loans provide accurate and balanced information and do
not contain misleading or deceptive representations; and provide
consumers transaction-specific disclosures early enough to use
while shopping for a mortgage.” 73 FR 44522”
C. Home Ownership and Equity Protection Act (HOEPA)
HOEPA”) was passed in 1994, requiring additional disclosures for certain
closed-end home mortgages (and reverse-mortgages). (TILA §§ 103(aa),
103(bb), 129 and 138). Section 32 generally applies to closed-end home
mortgages with interest rates and fees over a certain percentage or amount. The
Federal Reserve Board (“FRB”) added Subpart E to Reg. Z to help implement
section 32 (issued on March 22, 1995 and mandatory after October 1, 1995).

401

15 U.S.C. § 1601(a).
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D. Official Staff Commentary
The FRB issues Official Staff Commentary to Reg Z which provides
lenders with a defense to claims if they followed the Official Staff Commentary
during the time any such commentary was in force. (Ford Motor Credit Co. v.
Milhollin (1980) 444 U.S. 555, 566-568; Jackson v. American Loan Company,
Inc. (2000) 202 F.3d 911, 912-913; 15 U.S.C. § 1640(f); Sheppard v. GMAC
(E.D. Penn. 2003) 299 B.R. 753.) The courts are directed to follow the
regulations and official staff commentary of the FRB rather than substgituting
their own interstitial lawmaking. (Ford Motor Credit Co. v. Milhollin, surpa at 568).
In Anderson Bros. Ford v. Valencia, 452 U.S. 205, 219 (1981), the Supreme
Court stated that "absent some obvious repugnance to the statute," Regulation Z
"should be accepted by the courts, as should the Board's interpretation of its own
regulation." In analyzing the Debtor's contentions, my guideposts are therefore
the statutory provisions of the TILA as well as Regulation Z and the Official Staff
Interpretations. (See also, Sheppard v. GMAC, supra, at 760.)
E. Unofficial Staff Commentary
Individual members of the FRB staff occasionally issue advisory letters to
assist individual creditors in complying “with the complex requirements of
Regulation Z.” 402
When interpreting an administrative regulation whose meaning is in doubt,
the courts must necessarily look to the construction given the regulation by the
agency responsible for its promulgation. (Bowles v. Seminole Rock Co.(1945)
325 U.S. 410). While lacking the force of law and certainly not controlling upon
the courts, the U.S. Supreme Court has held that:
"the rulings, interpretations and opinions [of that agency] . . .
do constitute a body of experience and informed judgment to which
courts . . . may properly resort for guidance. The weight of such a
judgment in a particular case will depend on the thoroughness
evident in its consideration, the validity of its reasoning, its
consistency with earlier and later pronouncements, and all those
factors which give it power to persuade, if lacking power to
control." 403
2.

Recent Amendments to Regulation Z, TILA and HOEPA.

Major Changes to Regulation Z, TILA and HOEPA were made through the
adoption of several sets of new regulations and by the passage by Congress of
statutory amendments to TILA.
402

Bone v. Hibernia Bank (9th Cir. 1974) 493 F.2d 135, 139.
403
Skidmore v. Swift & Co. (1944) 323 U.S. 134, 140; and Bone v. Hibernia Bank (9th Cir.
1974) 493 F.2d 135, 139.
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• July 30, 2008, Major revisions to Regulation Z (73 FR 44522.).
•

The Housing and Economic Recovery Act of 2008 which included the
Mortgage Disclosure Improvement Act (“MDIA”; Public Law 110-289;
H.R. 3221).

•

December 10, 2008, Regulation Z amendments to Reconcile the July
Reg. Z Provisions with the MDIA. December 10, 2008 (Volume 73 Fed.
Reg, No. 238, 74989-74999)
3.

Proposed Regulation Prohibiting Yield Spread Premiums and
Compensation (Rule Not Adopted, Just out for Comment)

In 74 Federal Register, No. 164, Pages 43232-43425 (Wednesday,
August 26, 2009) the FRB issued a Proposed Rules for comment. The proposed
rules would include:
•

Prohibit YSPs i.e., “prohibit payments to loan originators that are
based on the loan's terms and conditions.”

•

This prohibition would not apply to payments that consumers make
directly to loan originators (e.g., consumer could pay more for a
loan with better terms).

•

As an alternative, the FRB solicited comment on an alternative that
would allow loan originators to receive payments that are based on
the principal loan amount (i.e., similar to most private lender,
mortgage brokers).

•

If a consumer directly pays the loan originator, the proposal would
prohibit the loan originator from also receiving compensation from
any other party in connection with that transaction.

•

These rules would be proposed under the Board's HOEPA authority
to prohibit unfair or deceptive acts or practices in connection with
mortgage loans.

•

The FRB also sought comment on an optional proposal that would
prohibit loan originators from directing or ``steering'' consumers to a
particular creditor's loan products based on the fact that the loan
originator will receive additional compensation even when that loan
may not be in the consumer's best interest.
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4.

Covered Transactions and Definitions.
A. Consumer.

Under Reg. Z, §226.2(a)(11), “a ‘consumer means . . . a natural person
to whom consumer credit is offered or extended. However, for the purposes of
rescission under §§226.15 and 226.23 [right of rescission], the term also includes
a natural person in whose principal dwelling a security interest is, or will be,
acquired, if that person’s ownership interest in the dwelling is, or will be,
subject to the security interest.” [Emphasis added].
Comment: See discussion below. Most entities, with the possible
exception of revocable living trust in which the borrower is the settlor and
primarily beneficiary, are not natural person and will not be considered a
“consumer”.
B. Who is a Creditor?
“Creditor means: (i) A person (A) who regularly extends consumer credit
[fn om.] that is subject to a finance charge or Is payable by written agreement in
more than 4 installments (not including a downpayment), and (B) to whom the
obligation is initially payable, either on the fact of the note or contract, or by
agreement when there is no note or contract.” (Reg. Z, § 226.2 and 15 U.S.C. §
1602(f).)
A noted in footnote 3 to the Reg, “A person regularly extends consumer
credit only if it extended credit (other than credit subject to the requirements of §
226.32) more than 25 times (or more than 5 times for transactions secured by a
dwelling) in the preceding calendar year. If a person did not meet these
numerical standards in the preceding calendar year, the numerical standards
shall be applied to the current calendar year. A person regularly extends
consumer credit if, in any 12-month period, the person originates more than one
credit extension that is subject to the requirements of § 226.32 or one or more
such credit extensions through a mortgage broker [i.e., Section 32 Loans].”
[Emphasis Added.]
C. Consumer Credit Transaction.
The words “consumer credit” mean credit offered or extended to a
consumer primarily for personal, family, or household purposes. 404 TILA
§103(h) provides “the adjective ‘consumer,’ used with reference to a credit
transaction, characterizes the transaction as one in which the party to whom
credit is offered or extended is a natural person, and the money, property or

404

Reg. Z, §226.2(a)(12).
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services which are subject to the transaction, are primarily for personal, family
or household purposes.”
D. What is “Primarily for Personal, Family and Household
Purposes.”
5.

TILA Disclosures.
A. What Must Be Disclosed?

The relevant subparagraphs of Section 1638 read as follows, in pertinent
part:
“(a) Required disclosures by creditor. For each consumer
credit transaction other than under an open end credit plan, the
creditor shall disclose each of the following items, to the extent
applicable:
(1) . [Identity of Creditor]. ..
(2) (A) The "amount financed", using that term, which shall be
the amount of credit of which the consumer has actual use. . . ..
(B) In conjunction with the disclosure of the amount financed, a
creditor shall provide a statement of the consumer's right to obtain,
upon a written request, a written itemization of the amount
financed. . . ..
(3) The "finance charge", not itemized, using that term.
(4) The finance charge expressed as an "annual percentage
rate", using that term. This shall not be required if the amount
financed does not exceed $75 and the finance charge does not
exceed $5, or if the amount financed exceeds $75 and the finance
charge does not exceed $7.50.
(5) The sum of the amount financed and the finance charge,
which shall be termed the "total of payments".
(6) The number, amount, and due dates or period of payments
scheduled to repay the total of payments.
(7) – (8) . . ..
(9) Where the credit is secured, a statement that a security
interest has been taken in (A) the property which is purchased as
part of the credit transaction, or (B) property not purchased as part
of the credit transaction identified by item or type.
(10)-(15).” 405
405

15 U.S.C. § 1640(a) (emphasis added).
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(1)

New Material Disclosures under Reg Z (effective 101-09).

Regulation Z § 226.23 (effective 10-1-09) now includes all disclosures and
limitations under Reg Z § 226.32(c) and (d) (including balloon payments and
prepayment penalties for a Section 32 loan) and 226.35(b)(2) (prepayment
penalties for a Section 35 Higher-Price Mortgage Loan) as material
disclosures. 406 As such, failure to make these additional material disclosures for
Section 32 or Section 35 loans will give the borrower an extended right of
rescission. That is, the right to rescind is midnight of the third business day
following consummation, delivery of the notice of right of rescission, or delivery
of all material disclosures, n48 whichever occurs last. 407
B. Changes in TILA Disclosure under the “Mortgage Disclosure
Improvement Act” provisions of the Housing Bill of 2008
While the new Reg. Z amendments (effective 10-1-09) did not impose
substantial changes in the content of the TILA disclosure, the “Mortgage
Disclosure Improvement Act”, amending TILA § 1638(b) [Disclosures] did make
changes. The following are the major changes in amended § 1638 relating to
TILA disclosures relating to “any extension of credit that is secured by the
dwelling of a consumer” which is subject to RESPA. In additional to other
required disclosures, after 7-30-09 the TILA disclosure shall:
•

State in conspicuous type size and format, the following: “You are not
required to complete this agreement merely because you have
received these disclosures or signed a loan application.” 408 and

•

Be provided in the form of final disclosures at the time of
consummation of the transaction, in the form and manner prescribed
by [§ 1638].

•

In the case of an extension of credit that is secured by the dwelling of a
consumer, under which the annual rate of interest is variable, or with
respect to which the regular payments may otherwise be variable, in
addition to the other [required] disclosures, the disclosures provided
under [§ 1638] shall do the following:

“(i) Label the payment schedule as follows: 'Payment
Schedule: Payments Will Vary Based on Interest Rate
Changes'.

406

Reg Z § 226.23, n. 48, as of 10-1-09.
Reg Z § 226.23(a)(3) n.48 as of 10-1-09.
408
15 U.S.C. § 1638(b)(2)(B)(i).
407
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(ii) State in conspicuous type size and format examples of
adjustments to the regular required payment on the extension of
credit based on the change in the interest rates specified by the
contract for such extension of credit. Among the examples required
to be provided under this clause is an example that reflects the
maximum payment amount of the regular required payments on the
extension of credit, based on the maximum interest rate allowed
under the contract, in accordance with the rules of the Board.” 409
C. Who Must Make Disclosures?
Disclosure by the creditor in closed end credit transactions must be made
by the creditor in consumer credit transactions. (15 U.S.C. § 1638.) The Board’s
implementing regulations are found in Reg Z.
“The Term ‘material disclosures’ means the disclosure, as
required by [TILA], of the annual percentage rate, the method of
determining the finance charge and the balance upon which a
finance charge will be imposed, the amount of the finance charge,
the amount to be financed, the total of payments, the number and
amount of payments, the due dates or periods of payments
scheduled to repay the indebtedness, and the disclosures required
by section 1639(a) of this title.”
(15 U.S.C. § 1602(u).)
Reg. Z sets forth the content of the disclosures that a “creditor” is required
to make in a consumer credit transaction.
D. To Whom Must Disclosures Be Made?
Disclosures must be made to “Consumers” under Reg Z. (§
226.17(a)&(d)). A “consumer” used with reference to a credit transaction,
characterizes the transaction as one in which the party to whom credit is offered
or extended is “a natural person, and the money, property, or services which
are the subject of the transaction are primarily for personal, family, or household
purposes.” (Section 103(h); 15 U.S.C. § 1602(h); Reg. Z, §226.2(a)(11).)
Where the credit is extended to a LLCs, corporation, trust or partnership
the loan may not be subject to TILA as these entities are not “natural persons”.

409

15 U.S.C. § 1638(b)(2)(C)(i)&(ii).
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Cases have held that a corporation or estate is not a “natural person” under the
definition of “consumer” for TILA purposes. 410
However, for the purposes of rescission under §§226.15 and 226.23, the
term also includes a natural person in whose principal dwelling a security interest
is, or will be, acquired, if that person’s ownership interest in the dwelling is, or will
be, subject to the security interest.
E. When and How Is Disclosure Made?
(2)

Old Reg. Z and Law re: TILA Disclosures.

TILA § 1638 provides for the content and timing for TILA disclosures for
consumer credit transactions for closed-ended. Generally, the TILA disclosure
had to be given to the consumer before the credit is extended (i.e.,
consummation; TILA § 1638(b).) The Board felt this placed the consumer in a
position where the disclosure was not meaningful and it did not help the
consumer in shopping for loans and comparing loans in the marketplace.
With respect to “Residential Mortgage Transactions” 411 subject to RESPA
the prior law required a “good faith estimate” of the TILA mortgage disclosure to
be made before credit was extended (consummation) or “delivered or placed in
the mail not later than three business days after the creditor receives the
consumer’s written application, whichever is earlier.” (TILA § 1638(b)(2); Reg. Z
§ 226.19(a).)
Comment: The July 30, 2008, Reg. Z changes relating to disclosures
used the terms “consumer’s principal dwelling” in expanding disclosure
requirements. (New Reg. Z § 226.19(a).) Under the “Mortgage Disclosure
Improvement Act of 2008”, TILA § 1638(b) was amended to cover “extensions of
credit” secured by the “dwelling of a consumer”. 412 (See, Appendix A, §
1638(b)(2).) In the Feds 12-10-08 proposed modifications, the Fed stated: “The
MDIA broadens and adds to the requirements of the Board's July 2008 final rule.
Among other things, the MDIA requires early, transaction-specific disclosures for
mortgage loans secured by dwellings other than the consumer's principal
410

Community Nat’l Bank Dev. Inc., 2005 WL 3455457 (Kan Ct. App. Dec. 16, 2005,
unpublished; Prifti v. PNC Bank, 2001 WL 1198653; Hess v. Citibank (South Dakota), N.A. 459
F.3d 837 (8th Cir. 2006); See, dicta in Weber v. Langholz (1995) 39 Cal.App.4th 1578.
411
Residential Mortgage Transactions. Reg. Z § 226.2(a)(24) provides: “Residential
mortgage transaction means a transaction in which a mortgage, deed of trust, purchase money
security interest arising under an installment sales contract, or equivalent consensual security
interest is created or retained in the consumer's principal dwelling to finance the acquisition or
initial construction of that dwelling.”
412
TILA § 1602(v) states: “The term “dwelling” means a residential structure or mobil
home which contains one to four family housing units, or individual units of condominiums or
cooperatives.”
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dwelling and requires waiting periods between the time when disclosures
are given and consummation of the transaction.” (Emphasis Added; 73 FR
74989 12-10-08).
(3)

New Law – (Now effective 7-30-09 instead of 10-1009 as previously set forth in the July 30, 2008 Reg.
Z amendments) – Applies to all “Mortgage
Transactions” subject to RESPA. Summary:

The amendments to Reg. Z § 226.17 and 226.19 (as modified by the 1210-08 proposed Reg. Z amendments conforming Reg. Z to MDIA) expand the
early disclosure requirements that formerly only applied to “Residential Mortgage
Transactions” subject to RESPA but also to “mortgage transactions” which are
"any extension of credit secured by the dwelling of a consumer" which is
subject to RESPA other than a HELOC.(§ 226.19(a).) The word “principal
dwelling” has now been removed making it more difficult to determine whether a
residential property may be a consumer’s “dwelling” (maybe a second home) as
opposed to a rental property which may not be the consumer’s dwelling at all.
The definition of “business day” has also been amended.
(a) Amendments to Reg. Z § 226.17 (Changes effective
10-1-09)
Section 226.17(b) was amended to make early disclosures
(discussed below) apply to all “mortgage transactions” not just “residential
mortgage transactions” as required by former Reg. Z § 226(b). Other
consumer credit transactions still only require disclosure prior to
consummation. Section 226.17(f) was amended to make it clear that
redisclosures that may be required in a “mortgage transaction” under
Section 226.19(a)(2). (See, discussion infra).
(b) Amendments to Reg. Z § 226.19 (Changes effective
10-1-09)
Amended Reg. Z § 226.19(a) applies to all “mortgage transactions” 413
subject to Real Estate Settlement Procedures Act (12 U.S.C. 2601 et seq.;
“RESPA”; See chart below for what loans are subject to RESPA).
MDIA and the Proposed Regulations (12-10-08) have modified the Final
Regulation to require that: the Initial TILA good faith disclosure must be within
three business days after the creditor receives the consumer’s written
application, which shall be at least 7 business days before consummation
of the transaction or at least 3 business days before consummation of the
413

Prior limitation to “residential mortgage transactions” removed effective 10-1-09.

© 2010 Adleson, Hess & Kelly P.C.

Page 443

transaction in the case of a redisclosure. (See, below for different timing
requirement for initial disclosures and redisclosures)
This rule applies when the loan is:
•

A mortgage transaction subject to the Real Estate Settlement
Procedures Act [RESPA] (12 U.S.C. 2601 et seq.);

•

It is secured by the consumer's dwelling; and,

•

It is not a home equity line of credit (HELOC) subject to § 226.5b.
(c) New Definition of “Business Day”.

While Reg. Z has always had two slightly different definitions of “Business
Day” in Reg. Z § 226.2(a)(6), the first definition (“General Definition”) applied to
TILA disclosures. Under the Final Regulation (§ 226.2(a)(6) which was to be
[effective 10-01-09), early disclosures are subject to the same (more precise)
definition of “business day” as is used when dealing with the provisions the
borrower’s 3-day rights of rescission. However the Proposed Regulation
(anticipated to be effective July 30, 2009) to implement the MDIA changes,
in proposed § 226.2(a)(6) provides:
“Business Day means a day on which the creditor’s offices are
open to the public for carrying on substantially all of its business
functions. [“General Definition”]
However, for purposes of
rescission under §§ 226.15 and 226.23 [right of rescission], and
for purposes of § 226.19(a)(1)(ii), § 226.19(a)(2) [redisclosures],
and § 226.31 [Section 32 Disclosures], the term means all
calendar days except Sundays and the legal public holidays
specified in 5 U.S.C. 6103(a), such as New Year’s Day, the
Birthday of Martin Luther King, Jr., Washington’s Birthday,
Memorial Day, Independence Day, Labor Day, Columbus Day,
Veterans Day, Thanksgiving Day, and Christmas Day [“More
Precise Definition”]. 414
Under the Proposed Regulation, this rule as to early TILA disclosures and
when the lender/broker may accept fees from the borrower has been changes to
adopt the more general definition. The Propose Regulation provides:
“The general definition of ‘‘business day’’ in § 226.2(a)(6)—a
day on which the creditor’s offices are open to the public for
substantially all of its business functions—is used for purposes of §
414

Disclosures relating to Time-Shares and Reverse mortgages may be subject to the
more precise definition of “business day”. Check with counsel before adopting disclosure timing
procedure for these type of loans.
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226.19(a)(1)(i) [i.e., timing of disclosures and 7 or 3 business day
waiting period before consummation]. See comment 2(a)(6)–1.
This general definition is consistent with the definition of ‘‘business
day’’ in HUD’s Regulation X - a day on which the creditor’s offices
are open to the public for carrying on substantially all of its business
functions. See 24 CFR 6500.2. Accordingly, the three business day
period in § 226.19(a)(1)(i) for making early disclosures coincides
with the time period within which creditors subject to RESPA must
provide good faith estimates of settlement costs.”
The more precise rule still applies with respect to calculating the 3-day
right of rescission. Proposed Regulation 226. 19(a)(1)(i) provides.
6. Consummation. The following examples illustrate when
consummation may occur under § 226.19(a)(1)(i) in different
circumstances:
i. A creditor that is open for business only Monday through
Friday delivers the early disclosures to the consumer in person or
places them in the mail on Monday, June 1. Consummation may
occur on or after Wednesday, June 10, the seventh business day
following delivery or mailing of the early disclosures.
ii. A creditor that is open for business seven days per week
delivers the early disclosures to the consumer in person or places
them in the mail on Monday, June 1. Consummation may occur on
or after Monday, June 8, the seventh business day following
delivery or mailing of the early disclosures.”
(See, the new official staff commentary to § 226.2(a)(6) under the 12-10-08
amendments to Reg. Z, conforming Reg. Z to MDIA discussing “Business day”.)
F. Identification of Creditor
Among the items that must be disclosed on a TILA disclosure is the name
of the creditor. (Reg. Z, § 226.18(a).)
G. What is “Consummation”.
“Consummation means the time that a consumer becomes contractually
obligated on a credit transaction.” 415 When a consumer becomes contractually
obligated is a matter of state law. 416 Mere investment in the transaction by the
borrower e.g., paying appraisal; other fees or some nonrefundable fee, does not
constitute consummation. 417 For example, the fact that a borrower has paid a
415

12 CFR § 226.2(a)(13).
Official Staff Comentary § 226.2(a)(13)-1.
417
Id.
416
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non-refundable rate lock fee does not bind the borrower to the loan and therefore
cannot be consummation. 418 Thus, the point of consummation is the point at
which the creditor could sue the borrower successfully for breach of contract. A
number of cases have held that “consummation” has occurred where the
borrower is obligated even though the creditor may have the right to disapprove
the transaction. 419
H. Finance Charge.
Generally a “finance charge” under TIL is: (1) Any charge: (2) Payable
directly or indirectly by the consumer; (3) Imposed directly or indirectly by the
creditor; (4) As an incident to or a condition of the extension of credit. (§
1605(a).)
Therefore, in the absence of an exclusion, even charges not retained by
the lender may be a “finance charge” if they were imposed or required directly or
indirectly by the lender. One such exclusion is for the charges of third party
closing agents whose fees will not be part of the finance charge unless the
creditor requires the charge or service or retains part of the charge or fee for
such services. (§ 1605(a).)
The courts will look at charges by third parties in terms of whether they are
“avoidable” or “unavoidable” by the creditor. Signing servicing fees can be
problematic although they are arguable exempt (depending on what the bundled
services involve.) Some commentators view such sign off services as a way for
lenders to outsource closings that otherwise would be part of the creditor’s
overhead. Therefore, under the normal interpretation of TIL provisions, one
would think such signing or closing services would be a finance charge.
However, as noted by one TIL authority, “in the context of real estate-secured
transactions, where the use of closing agents is most common, the agent’s fee
indeed may be excluded from the finance charge by virtue of one of the other
exclusionary rules.” (TIL (NCLC 5th Ed. p..67).
Assuming the creditor meets the above rules and did not require, directly
or indirectly, the signing service or keep any of the fees, the services are
arguably excluded from the finance charge under the provisions of Reg Z §
226.4, which provides, in pertinent part:
“(a) Definition. The finance charge is the cost of consumer
credit as a dollar amount. It includes any charge payable directly or
indirectly by the consumer and imposed directly or indirectly by the
creditor as an incident to or a condition of the extension of credit. It

418
419

Clark v. Troy and Nichols, Inc. (5th Cir. 1989) 864 F.2d 1261.
Truth in Lending (National Consumer Law Center 6th Ed.) § 4.3.2, p. 187 and fn. 254.
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does not include any charge of a type payable in a comparable
cash transaction.
.....
(c)(7) (7) Real-estate related fees. The following fees in a
transaction secured by real property or in a residential mortgage
transaction, if the fees are bona fide and reasonable in amount:
(i) Fees for title examination, abstract of title, title insurance,
property survey, and similar purposes.
(ii) Fees for preparing loan-related documents, such as deeds,
mortgages, and reconveyance or settlement documents.
(iii) Notary and credit report fees.
(iv) Property appraisal fees or fees for inspections to assess
the value or condition of the property if the service is performed
prior to closing, including fees related to pest infestation or flood
hazard determinations.
(v) Amounts required to be paid into escrow or trustee
accounts if the amounts would not otherwise be included in the
finance charge.”
Since services related to those under § 226(c)(7) are generally excluded
from the finance charge, it makes sense that even where other incidental
services are provided by the signing off service, they should be excluded. (See,
Official Staff Commentary § 226(c)(7)-2). With respect to lump sum charges for
such services, the normal rule requiring such charges to be disaggregated and
properly allocated between finance charge and non-finance charges does not
apply. The test applied to lump sum charges relating to the settlement agent’s
entire charge for conducting or attending a closing may be excluded “even if a
fee for the incidental services would be a finance charge if it were imposed
separately. (Id. and NCLC (5th Ed.) p, 128.)
However, two limitations apply to these types of fees. First, where the
services are not listed as excluded under § 226(c)(7), the settlement agent’s fee
must still be “incidental.” If they are not, they must be broken out an added to the
finance charge. In such cases, creditors are recommended to routinely seek an
accounting of the services provided by a closing agent when the creditor
excludes such fees from the finance charge. Second if the services are
“primarily” (as opposed to “incidental”) for non-excluded services, the closing
agent’s own fee will be included in the finance charge. An example would be
where the closing agent prepares the TIL disclosure, such a charge is not
incidental and would have to be included in the finance charge. (TIL (NCLC 5th
Ed.) p.129 and cases cited therein.)
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A significant factor will be if the signing agent’s fees are relatively high or
duplicative of charges by the escrow even though the services may be covered in
the § 226(c)(7) excluded services. For example, if the signing services charges
for notary fees are also charged by the escrow, the lump sum charge may be
suspect, making it more difficult for the charges of the signing service that are not
exempt from being viewed as incidental. In addition to the services being exempt
or incidental, the charges whether subject to the exclusion, or not, must meet the
“bona fide and reasonable test.”
Since TIL is interpreted in favor of the consumer and exclusions are
interpreted narrowly, the best practice is to make sure escrow does not duplicate
the excluded charges (e.g., notary fees where they are charged by the signing
service.)
Special instructions by the borrower such as FedEx delivery of the
proceeds check which are not directly or indirectly required by the lender and for
which the lender received no part of the fee, should be viewed in light of the
same analysis.
Title insurance is an exempt charge under Reg. Z § 226.4(c)(7), but
problems arise from charges that do not pass scrutiny under the “bona fide and
reasonable test.” Where rates are fixed and customary and approved by the
Department of Insurance, they are likely to meet the “bona fide and reasonable
test.” Even endorsement fees required by the lender have been approved where
they are found to be bona fide and reasonable. (TIL (NCLC 5th Ed.) p. 127 and
2007 Supp. P. 41 and cases cited therein.) Title insurance endorsement has
been found to not be bona fide where insurance or endorsement was not
received, or of if services covered by such fees were not performed. (Id. Supp.
2007, p. 41).
(4)

The payoff of a preexisting lien and prepayment
penalty incurred under the terms of a prior
instrument and not under the new loan, are not
“finance charges” within the meaning of TILA and
Reg. Z. Notary’s fees are not “finance charges”
where they are reasonable and are not paid to the
lender or an affiliate.

Holbert v. Fremont Investment & Loan (2009) 179 Cal.App.4th 1067.
Summary: Plaintiff appealed from the granting of a motion for summary
judgment against her. The court’s recitation of the facts, though lengthy, is
important for a complete understanding of the court’s ruling.
In 2003, plaintiff's husband died from a lengthy illness that "severely
strained [plaintiff's] financial situation." That year, plaintiff obtained a loan from
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Ameriquest in the amount of $144,500 secured by a deed of trust on her home in
order to pay off various debts. After paying off the prior mortgage and about
$5,000 in loan fees, plaintiff received approximately $18,000 in cash out of the
Ameriquest loan.
In June 2004, plaintiff again refinanced her home mortgage, this time with
a loan from World Savings in the amount of $153,750. After paying off the
Ameriquest loan and loan fees of over $ 3,500, plaintiff received approximately
$5,000 in cash.
In February 2005, plaintiff obtained a loan from New Century Mortgage in
the amount of $204,000, secured by a deed of trust on her home. After paying
off the World Savings loan and other debts and fees of over $9,000, plaintiff
received $5,574 in cash out of the loan proceeds. At the time of this loan,
plaintiff's home was appraised at $240,000. Plaintiff's initial payments on this new
loan were $943.50.
In June 2005, after determining the payments on the New Century loan
were more than she could afford, plaintiff entered into a listing agreement for the
sale of her home.
On June 7, plaintiff received a call from an employee of California Real
Estate Investments & Loans, Inc. (CREIL) about refinancing her home loan. At
the time, plaintiff told the caller she was on a fixed income of $1,137 per month
and said she was only interested in refinancing if she could reduce her payments
while trying to sell the home. The caller said this could be done and CREIL would
help plaintiff sell her home.
On July 1, 2005, plaintiff met with Samantha Pham, who informed plaintiff
she was the owner of CREIL. Plaintiff told Pham she was living on a fixed
income, could not afford her current payments, and needed a single payment
that included an impound account for taxes and insurance. Pham directed
plaintiff to sign some papers to begin the refinancing process and assured
plaintiff she could obtain a loan that would reduce plaintiff's financial obligations.
Pham also represented to plaintiff that the information in the loan documents was
consistent with what plaintiff had earlier told CREIL. Plaintiff signed the loan
application based on these assurances.
The loan application materials listed the value of plaintiff's property at
$265,000. They also represented plaintiff's income as including $ 4,800 per
month as a self-employed notary.
Pham submitted the loan application to Fremont Investment & Loan
(Fremont). On July 20, Fremont sent plaintiff documentation listing estimated
fees and costs associated with the new loan. This documentation listed total
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costs and fees of $17,969.32, which included $15,022.50 in broker fees to
CREIL.
On July 25, plaintiff again met with Pham, who presented her with a
"stack" of loan documents for a loan from Fremont in the amount of $265,000.
These documents included revised estimates of fees and costs. Also included
with the loan documents was a list of debts to be paid off from the loan proceeds,
including a loan from Wells Fargo Bank in the amount of $4,299. The
documentation further disclosed a payment of $4,528.80 as a penalty for
prepayment of the New Century loan. Pham notarized plaintiff's signature on
these documents, for which Pham was paid $300 out of the loan proceeds.
The initial monthly payment on the Fremont loan was $1,916.84, which did
not include taxes and insurance. The Fremont loan included a prepayment
penalty clause that applied during the first two years of the loan. After payoff of
the New Century loan and the costs and fees of the Fremont loan, plaintiff
received $ 31,361.73 in cash out of the loan proceeds.
On the day plaintiff signed the loan documents, Pham deposited $4,500 in
plaintiff's bank account and later asked plaintiff for a bank receipt showing the
balance in her account. Plaintiff provided the receipt on July 28. On August 2,
Pham transferred the $4,500 back out of plaintiff's account.
Pham assured plaintiff she need not worry about the large loan payments,
which were well beyond plaintiff's monthly income. Pham told plaintiff she could
use the cash she received from the loan proceeds to make the loan payments
while Pham helped plaintiff sell her home. However, Pham never assisted
plaintiff in selling her home, and plaintiff used up most of the loan proceeds in
making the loan payments to Fremont.
During 2006, plaintiff's attempts to sell her home were unavailing, because
Fremont refused to consider doing a "short sale" and refused to waive the
prepayment penalty on its loan.
On May 9, 2006, plaintiff filed this action against defendant, Pham and
CREIL, alleging the Fremont loan is a "high fee" (Section 32) loan subject to
HOEPA, thereby triggering special disclosure requirements with which the
defendants did not comply. The first two causes of action of the complaint
alleged fraud and breach of fiduciary duty by Pham and CREIL. The third cause
of action alleges a violation of TILA by Fremont. In particular, plaintiff alleges (1)
Fremont failed to disclose all costs and fees associated with the loan, (2) the loan
charged excessive interest, and (3) the loan included an unlawful prepayment
penalty clause. The fourth cause of action alleges predatory lending by all
defendants. In particular, plaintiff alleges the defendants violated Financial Code
§ 4973 by failing to provide necessary consumer cautions regarding the loan.
The fifth and sixth causes of action allege unfair business practices and financial
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elder abuse by all defendants.
injunctive and declaratory relief.

Finally, the seventh cause of action seeks

The first four issues cited by plaintiff concern the proper application of
TILA and HOEPA. Plaintiff asserts the cost of paying off the Wells Fargo loan,
the New Century prepayment penalty and the notary fees are "finance charges"
associated with the Fremont loan. Plaintiff further asserts that adding the amount
of these payments to the other finance charges brings the total finance charges
above the 8 percent threshold triggering application of HOEPA. Finally, plaintiff
asserts Fremont did not comply with HOEPA.
At issue in this case was TILA’S requirement that a lender disclose to a
consumer the amount financed 420 the "finance charge" 421 , "[t]he number,
amount, and due dates or period of payments scheduled to repay the total of
payments" 422 , and a statement indicating whether or not the debtor is subject to a
prepayment penalty. 423
HOEPA was enacted as an amendment to TILA 424 It applies to "a special
class of regulated loans that are made at higher interest rates or with excessive
costs and fees." 425 In particular, HOEPA applies where "(1) the annual
percentage rate ('APR') exceeds by eight percent the yield on Treasury securities
of comparable maturity for first-lien loans, or above ten percent for subordinatelien loans; or (2) the total of all the loan's points and fees exceed eight percent of
the loan total or $ 400 (adjusted for inflation), whichever is greater." 426
HOEPA requires additional disclosures that must be made at least three
days before consummation of the transaction. 427 HOEPA generally precludes
any prepayment penalty provision in the loan 428 prohibits increases in the interest
rate charged following any default 429 , and bars negative amortization 430 and
prepaid monthly payments. 431 Any failure of the creditor to comply with the

420

15 U.S.C. § 1638(a)(2)(A)).
id., § 1638(a)(3).
422
id., § 1638(a)(6)
423
id., § 1638(a)(11)
424
In re Community Bank of Northern Virginia (3d Cir. 2005) 418 F.3d 277, 304.
425
Ibid.
426
Id. at p. 304, fn. 22, citing 15 U.S.C. § 1602(aa)(1),(3); 12 C.F.R. § 226.32(a)(1)(i),(ii).
427
15 U.S.C. § 1639(b)(1).
428
id., § 1639(c)),
429
id., § 1639(d)
430
id., § 1639(f)
431
id., § 1639(g)
421
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requirements of HOEPA is treated as a failure to deliver material disclosures,
thereby triggering the debtor's right to rescind. 432
Under TILA, "finance charge" is defined as "the sum of all charges,
payable directly or indirectly by the person to whom credit is extended, and
imposed directly or indirectly by the creditor as an incident to the extension of
credit." (15 U.S.C. § 1605(a).)
Plaintiff contended that the payoff of the Wells Fargo loan and the New
Century prepayment penalty fall within the definition of finance charge, because
they were payable directly or indirectly by the debtor and were imposed directly
or indirectly by the creditor as an incident of the Fremont loan. Plaintiff argued
that when these payments are added to the other finance charges imposed by
Fremont, the total exceeds the 8 percent threshold of HOEPA.
Relying on Smith v. Fidelity Consumer Discount Company (3d Cir. 1990)
898 F.2d 896, 898 (Smith); and Horton v. First State Bank of Eldorado (S.D. Ill.)
2006 U.S. Dist. LEXIS 7647 (Horton) [an unpublished decision of the federal
district court], the appellate court disagreed stating:
“We find both Smith and Horton to be persuasive on the
question of whether the payoff of the Wells Fargo loan was a
finance charge under TILA. Unlike the other items listed in the
statute and regulation, the payoff of a preexisting debt, whether
secured or unsecured, is not the creation of a new financial
obligation. It is rather the satisfaction of an obligation the debtor
had already incurred and, presumably, had notice of. The Wells
Fargo debt was paid from proceeds of the Fremont loan. In
practical effect, the Wells Fargo indebtedness was replaced by an
indebtedness to Fremont of equal value.”
While rejecting some of Fremont’s arguments regarding whether a
prepayment penalty on the loan being paid off was a “finance charge” under
TILA, the court of appeal stated;
“Nevertheless, we agree the prepayment penalty was not a
finance charge of the Fremont loan. It was, rather, a charge
associated with the New Century loan. Under TILA, New Century
was required to disclose the existence of such a prepayment
penalty provision at the time of that loan. (15 U.S.C. § 1638(a)(11).)
The TILA regulations list a number of items excluded from the
definition of finance charge, including "[i]nterest forfeited as a result
of an interest reduction required by law on a time deposit used as
security for an extension of credit." (12 C.F.R. § 226.4(c)(6).) The
432

Id., § 1639(j).

© 2010 Adleson, Hess & Kelly P.C.

Page 452

prepayment penalty paid to New Century was no more a finance
charge of the Fremont loan than interest forfeited on a time deposit
that is used as collateral for an extension of credit. In both
instances, the costs in question are incurred pursuant to the terms
of the prior instrument, not the new loan.”
As to the notary fees paid to Pham, the court held that 12 CFR section
226.4(c)(7), excludes from the definition of finance charges certain fees
associated with a transaction secured by real property, including "[n]otary and
credit report fees." Thus, while all compensation paid to brokers is included in the
computation of points and fees, notary fees are excluded from finance charges
where they are reasonable and are not paid to the lender or an affiliate.
The court of appeal affirmed trial court’s decision. Because of the court’s
decision neither section 32 nor Financial Code §§ 4970 thresholds were met
eliminating those causes of action as well.
Comment: This same argument will likely apply to Cal-32 (Fin. Code §§
4970 et seq.).
(5)

Under TILA and Reg Z § 226.18(g), the Disclosure
Must State the Number, Amount, and Due Dates or
Period Of Payments Scheduled to Repay the Total
of Payments. Lenders Must Expressly State the
Payment Period (e.g., Monthly) and Total Number of
Payments Even if the Borrower Could Determine
Those Facts From Other Information Contained In
the TILA Disclosure.

Hamm v. Ameriquest Mortg. Co. (7th Cir., Oct. 17, 2007) 506 F.3d 525)
Summary: Plaintiffs (Hamm and Jones) were Borrowers who sued their
lender, Ameriquest Mortgage Company (“Ameriquest”) in separate actions
alleging TILA violations. The alleged violation was that: the TILA disclosure did
not explicitly state the payment period (e.g., 360 “monthly” payments). Both
plaintiffs claimed damages and the right to rescind.
The Hamm and Jones cases were virtually identical but were tried before
different judges who issued diametrically opposed judgments (one for the
borrower and the other for the lender). Both case were consolidated on appeal.
“Neither Disclosure Statement ever says, in so many words,
that payments will be made over a 360-month period of time.
Instead, the relevant part of the forms looked like this (using
Hamm's as the example):”
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NUMBER OF
PAYMENTS

AMOUNT OF
PAYMENTS

PAYMENTS ARE
DUE BEGINNING

359

$ 541.92

03/01/2002

1

$ 536.01

02/01/2032

“Elsewhere on the form it indicates the "Total of Payments,"
which in Hamm's case was $ 195,085.29 and in Jones's case was
$ 172,766.38. At no place on either Disclosure Statement does
the number "360" appear, nor is there any reference to "360
months," nor an indication that payments are to be made
monthly. On the other hand, it does not take much calculation to
realize that the time between the first entry in the third column and
the last entry is just shy of thirty years, or 360 months. Both Hamm
and Jones signed other documents that said things like "loan
payments are required monthly" or that at least used the term
"monthly" when referring generally to the required payments.”
[Emphasis added].
As stated by the court of appeal:
“TILA was written to serve more than each individual borrower's
needs. Congress passed it to improve information in credit
transactions and thus enhance the efficiency of credit markets,
relying on "meaningful disclosure of credit terms so that the
consumer will be able to compare more readily the various
credit terms available" to achieve this goal. 15 U.S.C. §
1601(a).” ¶
TILA imposes an explicit requirement that a lender include
"[t]he number, amount, and due dates or period of payments
scheduled to repay the total of payments," in its Disclosure
Statement to the borrower. 15 U.S.C. § 1638(a)(6) (emphasis
added); see also 12 C.F.R. § 226.18(g)(1).” [Emphasis Added].
In interpreting TILA and Reg Z, the federal court of appeal relied upon
Federal Reserve Staff Commentary which states:
“To meet this requirement creditors may list all of the payment
due dates. They also have the option of specifying the "period of
payments" scheduled to repay the obligation. As a general rule,
creditors that choose this option must disclose the payment
intervals or frequency, such as "monthly" or "bi-weekly," and the
calendar date the beginning payment is due. For example, a
creditor may disclose that payments are due "monthly beginning on
July 1, 1988." This information, when combined with the number of
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payments, is necessary to define the repayment period and enable
a consumer to determine all of the payment due dates.” 433
The court went on to decide whether there is a violation if the period of the
payment and due date or number of payments is omitted but could easily be
determined from other information on the disclosure. In addressing this issue,
the court of appeal stated:
“TILA's purpose is achieved by promoting uniformity in credit
documents. Atypical terms and forms can confuse borrowers,
leading them to agree to credit products that they might have
rejected had they understood them properly. For that reason, TILA
requires that many items of information be disclosed in specified
ways. If a lender does not disclose one such piece of information in
the specified way, leaving the borrower to make assumptions, then
TILA has been violated. "[W]hether a particular disclosure is
clear for purposes of TILA is a question of law that 'depends
on the contents of the form, not on how it affects any
particular reader.' " Handy v. Anchor Mortgage Corp., 464 F.3d
760, 764 (7th Cir. 2006) (citing Smith v. Check-N-Go of Ill., Inc.,
200 F.3d 511, 515 (7th Cir. 1999)). It is immaterial if the borrower in
a particular transaction made the right assumptions about the terms
and documents presented to her, if the form otherwise does not
comply with the statute and regulations.” [Emphasis added.]
The court of appeal observed that while the 7th Circuit follows a
hypertechnical interpretation of TILA other circuits apply a more lenient standard
for technical violations. The court of appeal also stated that:
“We do not doubt that many (or most) borrowers would
understand that a mortgage with 360 payments due over
approximately 30 years contemplates a payment by the borrower
each month during those 30 years. But unfortunately for
Ameriquest, the Disclosure Statements do not say that; they do
not even say that the transaction is for a "360-month loan" or
anything similar. All they say, as the table we have provided above
illustrates, is that 359 payments have to be made; the first one is
due on a particular date, and after all 359 payments are made, one
more payment in a slightly different amount will be due on another
particular date. The latter date happens to fall about 30 years after
the first due date. A borrower reading this form alone would have to
make assumptions and take some steps in order to determine her
payment period. She could not, for example, simply postpone
payments 2-359 until approximately the last year of the loan and
make one payment per day. The borrower would instead have to
433

Supp. I, para. 18(g)(4)(I); 63 Fed. Reg. 16673; emphasis added.
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assume that her payments were evenly spaced over the 30 years
and that each payment was due on the first of the month.”
The court of appeal stated that technical compliance would have only
required that the Disclosure Statement contain the word “monthly” alongside the
number of payments.
The court of appeal affirmed the judgment for the borrower and reversed
the judgment for Ameriquest.
(6)

Escrow Accounts/Construction Impounds.

Money placed in an escrow account for payment or an impound account
for a construction/remodeling loan are treated as part of the “amount financed”
not as part of the “finance charge”. 434 Even though these accounts are required
as a condition of the loan (i.e., usually an earmark of an item which is to be a
finance charge, where the borrower “retained apparent title to and benefit of the
funds, the funds had not been transferred to [lender] as either an initial payment
or a prepaid finance charge” and therefore are part of the amount financed. (Id.)
I.

Multiple Advances – Remodeling/construction Loans.

Neither new disclosures or rights or rescission are needed for subsequent
advances when treated as one transaction. 435 “As permitted by § 226.17(c)(6),
the creditor makes a single set of disclosures at the beginning of the construction
period, rather than separate disclosures for each advance. The right of rescission
does not arise with each advance. However, if the advances are treated as
separate transactions, the right of rescission applies to each advance.” 436 Watch
where the loan is secured by the borrower’s current principal dwelling to remodel
or build another (future) dwelling, both a TILA disclosure and a right of rescission
may apply as a person can only have one principal dwelling.
J.

Redisclosure Under TILA and Tolerances (Effective 7-30-09
moved up from 10-1-09)

Under the Proposed Regulation (conforming the rule to the MDIA) Section
226.19(a)(2) provides that redisclosure is required:
“. . if the annual percentage rate at consummation differs
from the estimate originally disclosed by more than 1⁄8 of 1
percentage point in regular transactions or 1⁄4 of 1 percentage point
in irregular transactions, as defined in footnote 46 of § 226.22(a)(3).
The creditor must also redisclose if a variable rate feature is added
434

Therrien v. Resource Financial Group, Inc. (1989) 704 F.Supp. 322, 325.
Reg Z § 226.17(c)(6); Official Staff Commentary Reg. Z § 226.32(f)-6.
436
Id.
435
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to the credit terms after the original disclosures have been made.
The creditor has the option of redisclosing information under other
circumstances, if it wishes to do so.
If, at the time of
consummation, the APR disclosed as required by § 226.19(a)(1)(i)
is accurate under § 226.22, the creditor has complied with §
226.19(a)(2). If, on the other hand, the APR disclosed as required
by § 226.19(a)(1)(i) is not accurate under § 226.22, the creditor
must make corrected disclosures of all changed terms (including
the APR) so that the consumer receives them at least three
business days before consummation. For example, assume
consummation is scheduled for Thursday, June 11 and the early
disclosures for a regular mortgage transaction disclose an APR of
7.00%:
i. On Thursday, June 11, the APR will be 7.10%. The
creditor is not required to make corrected disclosures under §
226.19(a)(2).
ii. On Thursday, June 11, the APR will be 7.15%. The
creditor must make corrected disclosures to the consumer on or
before Monday, June 8.”
Caution: Unlike the initial disclosure which uses the general definition of
“business day”, redisclosures require the more precise definition.
“Consummation” generally means “the time that a consumer becomes
contractually obligated on a credit transaction” (Reg. Z 226.2(13).) When one is
contractually obligated is determined under state law.
An “’irregular transaction’ is one that includes one or more of the following
features: multiple advances, irregular payment periods, or irregular payment
amounts (other than an irregular first period or an irregular first or final payment).”
(Reg. Z § 226.22(a) fn. 46).
Because the GFE/TILA disclosure must be given so early in the
transaction it is likely that redisclosures will become common.
K. Imposition of Fees Prior to Giving TILA Disclosure.
(1)

Old Law.

Prior to recent Reg. Z and MDIA changes creditors or third parties were
not prohibited from collecting fees from the consumer prior to giving the TILA
disclosure. (73 FR 44522, 44592).
(2)

Impact of “Mortgage Disclosure Improvement Act”
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(“MDIA”) of the Collection of Fees. (effective July
30, 2009).
The Mortgage Disclosure Improvement Act” (effective July 30, 2009)
amended TILA § 1638(b) [Disclosures] adding §1638(b)(2)(E) which is
substantially similar to the new Reg. Z § 226.19(a)(iii). Amended § 1638(b)(2)(E)
provides:
“The consumer shall receive the disclosures required under
this paragraph before paying any fee to the creditor or other person
in connection with the consumer's application for an extension of
credit that is secured by the dwelling of a consumer. If the
disclosures are mailed to the consumer, the consumer is
considered to have received them 3 business days after they
are mailed. A creditor or other person may impose a fee for
obtaining the consumer's credit report before the consumer
has received the disclosures under this paragraph, provided
the fee is bona fide and reasonable in amount.”
(3)

Final Regulation and Proposed Regulation (Was to
be effective 10-1-09 now effective on 7-30-09).

The Final Regulation was substantially similar to the MDIA and therefore
there are no substantive changes in the Proposed Regulation. However, the new
effective date is July 30, 2009.
Fees that are prohibited prior to the early TILA disclosure being given
include “appraisal fees”, “rate lock fees”, and “flood certification fees”.
Comment: The charging of any fee other than for a credit report is based
on receipt by the borrower of the new GFE Disclosure. This will be when the
TILA disclosure is either personally delivered to the borrower or 3-business days
after it is mailed.
(4)

Credit Report Fee (Reg. Z § 226.19(a)(iii).) (Effective
10-1-09).

A creditor or other person may impose a fee for obtaining the consumer's
credit history before the consumer has received the disclosures required under
Reg. Z § 226.19 (a)(1)(i), provided the fee is bona fide and reasonable in
amount.
The FRB commented that: “’bona fide and reasonable in amount’ . . . does
not require the creditor to charge the consumer the actual cost incurred by the
creditor for that particular credit report, but rather contemplates a reasonable and
justifiable fee. Many creditors enter into arrangements where pricing varies
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based on volume of business or other legitimate business factors, which makes
the exact charge imposed on a particular consumer difficult to determine. The
Board believes that a fee that bears a reasonable relationship to the actual
charge incurred by the creditor is ‘bona fide and reasonable in amount.’”
(73 FR 44522, 44593.)
Comment: Brokers, lenders and CFLs should not consider this Board
comment as an invitation to use other than actual cost or to “mark-up” credit
report fees. To do so might place the broker in a position of provision his/her/its
charge is “bona fide and reasonable in amount”.
(5)

Official Staff Commentary on New Fee Restrictions.

“The Board proposed to regulate the collection of fees by
"any other person" in § 226.19(a)(1)(ii) to avoid circumvention of
the fee restriction. However, in some circumstances it may not be
reasonable to expect creditors to know whether the consumer
paid a fee to a broker before receiving the early mortgage loan
disclosure. Therefore, the Board is adding new comment
19(a)(1)(ii)-3 to illustrate through examples when creditors are in
compliance with § 226.19(a)(1)(ii). The new commentary addresses
the situation where a mortgage broker submits a consumer's written
application to a new creditor because a prior creditor denied the
consumer's mortgage application, or the consumer withdrew the
application, but the consumer already paid a fee to the prior creditor
(aside from a fee for obtaining the consumer's credit history). The
comment clarifies that in this situation, the new creditor or third
party complies with § 226.19(a)(1)(ii) if it does not collect or
impose any additional fee until after the consumer receives an
early mortgage loan disclosure from the new creditor.
Many creditors also stated that the rule would inappropriately
require them to monitor the actions of third parties. Although the
rule does not require creditors to take specific action with respect to
monitoring third parties, creditors must comply with this rule
whether they deal with consumers directly or indirectly
through third parties. Creditors that receive applications
through a third party may choose to require through
contractual arrangement that the third party include with a
consumer's written application a certification, for example,
that no fee has been collected in violation of § 226.19(a)(1). The
Board also notes that the federal banking agencies have issued
guidance that addresses, among other things, systems and controls
that should be in place for establishing and maintaining relationship
with third parties.”
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(73 FR 44522, 44592.)
(6)

New Form Recommended.

Lenders, CFLs, and real estate brokers making or arranging loans for
private lenders, who receive consumer loan applications from other retail brokers
will want to develop, or have drafted a “Certificate that No Fee has Been
Collected by the Referring/packaging/retail Broker in violation of Reg. Z §
266.19(a)(1)(ii).
L. Waiver of timeliness of disclosures.
To expedite consummation of a transaction, if the consumer determines
that the extension of credit is needed to meet a bona fide personal financial
emergency, the consumer may waive or modify the timing requirements for
disclosures under [§ 1638(2)(A)], provided that:
•

(i) the term 'bona fide personal emergency' may be further defined
in regulations issued by the Board;

•

(ii) the consumer provides to the creditor a dated, written
statement describing the emergency and specifically waiving
or modifying those timing requirements, which statement shall
bear the signature of all consumers entitled to receive the
[required] disclosures, and

•

(iii) the creditor provides to the consumers at or before the time of
such waiver or modification, the final disclosures required by [TILA
§ 1638(b)(1). 437

Comment: While the July 30, 2008 amendments to Reg. Z did not
address this new “disclosure timing waiver”, the 12-10-08 proposed Reg. Z
amendments comment as follows:
“19(a)(3) Consumer's
consummation.

waiver

of

waiting

period

before

1. Modification or waiver. A consumer may modify or waive the
right to the waiting period required by § 226.19(a)(1)(i) or §
226.19(a)(2) only after the creditor makes the disclosures required
by § 226.18. The consumer must have a bona fide personal
financial emergency that necessitates consummating the credit
transaction before the end of the waiting period. Whether a bona
fide personal financial emergency must be met before the end of
the waiting period is determined by the facts surrounding individual
437

15 U.S.C. § 1638(b)(2)(F).
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situations. The imminent sale of the consumer's home at
foreclosure during the waiting period is one example of a bona fide
personal financial emergency. Each consumer entitled to receive
the required disclosures must sign the written statement for the
waiver to be effective.
2. Examples. Assume the early disclosures are delivered to the
consumer in person on Monday, June 1, and at that time the
consumer executes a waiver of the seven-business-day waiting
period (which would end on Tuesday, June 9) so that the loan can
be consummated on Friday, June 5:
i. If the APR on the early disclosures is inaccurate under §
226.22, the creditor must provide a corrected disclosure to the
consumer before consummation, which triggers the three-businessday waiting period in § 226.19(a)(2). After the consumer receives
the corrected disclosure, the consumer must execute a waiver of
the three-business-day waiting pe-riod in order to consummate the
transaction on June 5.
ii. If a change occurs that does not render the APR on the early
disclosures inaccurate under § 226.22, the creditor must disclose
the changed terms before consummation, consistent with §
226.17(f). Disclosure of the changed terms does not trigger an
additional waiting period, and the transaction may be consummated
on June 5 without obtaining an additional modification or waiver
from the consumer.”
This new waiver is in addition to the 3-day right of rescission waiver.
6.

TILA Exemptions.
A. “Business Purposes Loans” Exempt from TILA.

TILA §104 (15 USC § 1603) provides an exemption for “credit transactions
involving extensions of credit, primarily for business, commercial or
agricultural purposes . . . .” (15 U.S.C. § 1603(1).) The Official Staff
Commentary to Reg Z 3(a) notes that: “A creditor must determine in each case if
the transaction is primarily for an exempt purpose. If some question exists as to
the primary purpose for a credit extension, the creditor is, of course, free to make
the disclosures, and the fact that the disclosures are made under such
circumstances is not controlling on the question of whether the transaction was
exempt.” (Comment 1.)
Weber v. Langholz (1995) 39 Cal.App.4th 1578, 1583.) In the Webber
case, a little old lady borrowed money against her personal residence to invest in
gold coins through an investment adviser. Her investment declined and her
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property was foreclosed upon by the lender. The court held that TILA did not
apply to a business purpose loan.
To determine whether a loan is primarily for personal, family, or household
purposes, or for business or commercial purposes, the court looks at the
relationship to the borrower’s primary occupation, the degree to which the
borrower personally manages the funds, the ratio of the funds to the borrower’s
income, and the size of the transaction. 438 If the facts justify the conclusion that
the loan is a business purpose loan, it should be exempt from TILA.
Where a loan is being made for primarily for a business purpose but
secured by the borrower’s personal residence, must TILA disclosures be given to
the borrower? Is the borrower entitled to the 3-day right of rescission? In
answering these questions we assume that the dwelling is the borrower’s primary
residence; that the loan is clearly for primarily business purposes and that the
business loan is for business purposes unrelated to the primary dwelling (i.e., not
for making improvements to the primary residence or for other personal family or
household purposes [consumer loan]). If there are other facts or assumptions,
then the conclusion set forth below may change.
There is an apparent conflict between Reg. Z, §226.23(a)(1) and the Reg.
Z commentary on that section. The conflict may be resolved by looking at the
definition of specific statutory terms. Section 226.23(a)(1) specifically refers to a
situation involving a “credit transaction.” Section 125 of the Truth-In-Lending Act
specifically states that:
“Except as otherwise provided in this section, in the case of
any consumer credit transaction . . . in which a security interest,
including any such interest arising by operation of law, is or will be
retained or acquired in any property which is used as the principal
dwelling of the person to whom credit is extended, the obligor shall
have the right to rescind the transaction until midnight of the third
business day following the consummation of the transaction or
delivery of the information and rescission forms required under this
section, together with a statement containing the material
disclosures required under this title, whichever is later, by notifying
the creditor, in accordance with regulations of the Board, of his
intention to do so.” 439
Under Reg. Z, §226.2(a)(11), “a ‘consumer means . . . a natural person to
whom consumer credit is offered or extended. However, for the purposes of
438

Weber v. Langholz, supra, citing Thornsby Sundance Properties (9th Cir. 1984) 726

F.2d 1417.
439

(15 U.S.C. 1635(a).)
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rescission under §§226.15 and 226.23, the term also includes a natural person in
whose principal dwelling a security interest is, or will be, acquired, if that person’s
ownership interest in the dwelling is, or will be, subject to the security interest.”
The words “consumer credit” mean credit offered or extended to a
consumer primarily for personal, family, or household purposes. (Reg. Z,
§226.2(a)(12).)
TILA §103(h) provides “the adjective ‘consumer,’ used with reference to a
credit transaction, characterizes the transaction as one in which the party to
whom credit is offered or extended is a natural person, and the money, property
or services which are subject to the transaction, are primarily for personal, family
or household purposes.”
Reg. Z, §226.23 inartfully uses the words “credit transaction” without first
placing the word “consumer” before it. However, later in that section, the
reference is to “consumer’s principal dwelling.” In light of the use of consumer at
least two times in §226.23(a)(1), it appears that it is limited to a consumer credit
transaction.
In addition, TILA §104 (15 USC § 1603) provides as follows:
“This subchapter does not apply to the following:
(1) credit transactions involving extensions of credit, primarily
for business, commercial or agricultural purposes . . . .” 440
In Weber v. Langholz (1995) 39 Cal.App.4th 1578, 1583, a little old lady
borrowed money against her personal residence to invest in gold coins through
an investment adviser. Her investment declined and her property was foreclosed
upon by the lender. The court held that TILA did not apply to a business purpose
loan.
To determine whether a loan is primarily for personal, family, or household
purposes, or for business or commercial purposes, the court looked at the
relationship to the borrower’s primary occupation, the degree to which the
borrower personally manages the funds, the ratio of the funds to the borrower’s
income, and the size of the transaction. 441 If the facts justify the conclusion that
the loan is a business purpose loan, it should be exempt from TILA.
While certainly the provision of §226.23(a)(1) creates some confusion, it is
more likely than not that a business loan is exempt from the provisions of TILA,
including the 3-day right of rescission. However, if there is any question about
440
441

15 U.S.C. 1603(1).
Weber v. Langholz, supra, citing Thornsby Sundance Properties (9th Cir. 1984) 726

F.2d 1417.
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whether the transaction would be characterized as a business purpose loan as
opposed to one for personal, family, and household purposes, the creditor should
consider giving all TILA disclosures and the notice of 3-day right to rescind. The
fact that a creditor attempts to comply with TILA is not evidence of the fact that
the loan is covered. 442
A typical question arises when the consumer wants to borrow to use funds
for a business property (i.e., to fix up an apartment building owned in fee by
consumer), but the loan will be secured by the consumer’s personal residence, It
is difficult to answer this question because of the fact that the use of the term
“consumer loan” and the business loan exception are not defined clearly in many
statutes using these terms. The terms are best defined in Federal Truth-inLending Law (“TILA”) and in its implementing Reg Z.
The “business purpose” exception under TILA creates an exception to the
applicability of TILA. Setting out such exemptions, TILA §104 (15 USC § 1603)
provides as follows:
“This subchapter does not apply to the following:
(1) Credit transactions involving extensions of credit primarily
for business, commercial or agricultural purposes . . . .”
Considering the number of consumer loan laws that are triggered by a
loan being a consumer loan (i.e., for personal, family or business purposes”), the
best practice is to have a loan purpose declaration that: (1) has the borrower
state in his/her own words and handwriting the purpose of the loan and the
percentage for each purpose and, because of laws other than TILA, state the
nature of the security (i.e., commercial property, 1-4 unit residential, owner
occupied, etc.)
No form can solve complex legal problems. The following areas should be
considered in setting your policy relating to the use of this form:
Where one unit of a property is intended to be owner-occupied within the
coming year, special rules apply depending on the number of units. Credit
extended to acquire the rental property is deemed to be for business purposes if
it contains more than 2 housing units. Credit extended to improve and maintain
the rental property is deemed to be for business purposes if it contains more than
4 housing units. 443 Since the amended statute defines dwelling to include 1 to 4
housing units, this rule preserves the right of rescission for purposes other than

442

Barron, Federal Regulation of Real Estate and Mortgage Lending, 4th Ed., §1.03[2],
fn. 30, pages 10-5 to 10-6, and cases cited therein.
443
Reg. Z Comment 3(a)-4.
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acquisition and assuming that the loan is a “consumer” as opposed to a
“business purpose” loan. 444
(1)

Do Exemptions that Apply to other Consumer
Loans also apply to Section 35 (HPML) loans?

Regulation Z § 226.35(a) expressly defines HPMLs as a consumer credit
transaction (i.e., for “personal, family or household purposes) secured by the
consumer's principal dwelling. There is no staff commentary expanding upon this
definition or on the application of exceptions such as the “business purpose”
exemption.
Because § 35 expressly applies to “consumer credit transactions”, it
appears that all non-consumer loans are not covered by the new Section 35 rules
for HPMLs.
As such, loans that prior to the effective date of Section 35 (i.e., October
1, 2009) were not “consumer credit transactions” or which were exempt under
the business purpose exemption should also be exempt from Section 35 and its
HPML rules.
However, in any “business purpose” or non-consumer loan secured by the
borrower’s principal dwelling, we recommend that lenders and broker be
extremely careful to document the facts leading to the conclusion that the loan is
a primarily for a “loan purpose and security description declaration”.
The best practice would be to have the borrower (after discussing the
purpose of the loan with the borrower) complete the loan purpose statement or
declaration in the borrower’s own handwriting. Keep in mind the loan must be
“primarily” for business purposes to avoid being a consumer loan (i.e.,
“consumer credit transaction”). Thus, if some amount of the loan is going to be
for consumer purposes (i.e., personal, family and household purposes), the
amount of consumer purpose use should be stated (i.e., $10,000 for paying off
medical bills and $200,000 to improve the borrower’s business facilities, acquire
business equipment etc.) Otherwise, a statement or declaration that merely
states that the borrower is going to use “most” of the proceeds for business
purposes and some for personal purposes, may be subject to later interpretation
where a court may conclude the consumer use was large enough to destroy the
exemption for loans which are “primarily for a business purpose.” Unfortunately,
neither TILA nor Reg Z defines the word “primarily”. In light of the rapidly
expanding number of attorneys going into the business of representing consumer
borrowers in challenging their mortgage loans, lender/brokers may consider
adding references in the loan documents (i.e., broker agreement, procurement
444

National Consumer Law Center, Truth-in-Lending 6th Edition, § 6.2.2 Consumer Credit
Transaction; Creditor, and Authorities cited therein. Official Staff Commentary §§ 226.15-1,
226.23-1; Sherrill v. Verde, Capital Corp., 219 Fed. 2nd 364 (11th Circuit 1983).
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agreement, notes and deeds of trust), reiterating that the loan is “primarily or
solely for business purposes.”
Each lender/broker will have to determine how much of the use of the
proceeds they will tolerate before considering the loan a Section 35 loan subject
to the HPML rules. Prior to the enactment of Section 35, some commentators
suggested that 30% should be the maximum consumer use, even though some
courts may agree to a higher percentage (i.e., percentage of proceeds to be used
for consumer vs. business purposes). In the current political environment, we
recommend that the borrower have no portion of the proceeds used for
consumer purposes or, in the worst case, no more than 10% of the proceeds
used for consumer purposes. These percentages are, at best, an educated
guess.
Since some transaction that may appear to the lender/broker to be a
business purpose loan, may be interpreted by a court as being for a consumer
purpose, when in doubt as to whether a particular use is for a “business
purpose”, consult counsel before committing to making a loan secured by the
consumer’s principal dwelling.
Based on the above, lender/brokers should feel comfortable in making a
loan that is solely for business purposes which are secured by a deed of trust on
a consumer’s principal dwelling as primarily collateral or as “additional security”.
Similarly, where the lender/broker (with advice of counsel) is comfortable that a
loan is “primarily for a business purpose”, loans can be secured by the
borrower’s principal dwelling without being covered by the Section 35, HPML
rules.
B. Summary of Rules for Rental Property.
The determination of whether a loan is a consumer credit transaction or a
business purpose loan is always a question of fact.
As to non-owner occupied rental properties, TILA does not apply.
Owner occupied properties: (1) If more than 4 units, TILA does not apply;
(2) For 3-4 units, if the loan is for the purpose of acquiring the property, TILA
does not apply; buy if the loan is to improve or maintain the property, TILA
business purpose factors must be reviewed to determine if is covered. (3) For 1
or 2 units, TILA business purpose factors must be reviewed to determine
coverage.
Other complex fact patterns can complicate the situation. For example,
where the property is a commercial property (retail shops) with an owneroccupied residential unit above it, further inquiry is necessary to determine
whether the loan is a consumer or business purpose loan.
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When in doubt, disclose!
Examples of “business purpose loans” are: (1) loans extended to acquire,
improve, or maintain non-owner occupied residential real property (regardless of
the number of units in the property). However, watch vacation or recreational
property which, even though rented, will not be considered a business purpose
loan if the homeowner expects to occupy the property for more than 14 days
during the coming year. 445
C. Business Purpose Declaration of Certificate.
To assist in determining whether a loan is a “consumer loan” or an exempt
“business purpose loan” a declaration or certificate should be obtained from the
borrower. The example below is probably outdated. Many consumer loan laws
define “covered loans” as being those that are for “personal, family or household
purposed [or uses]”. Therefore, the bese declaration of certificate should have
the following elements:
•

A statement in the borrower’s handwriting or printing of the
purpose of the loan,

•

Where there are multiple purposes, the borrower in his/her own
handwriting should state the percentage for each intended use of
the loan proceeds.

•

Because many statues cover only 1-4 residential properties, the
declaration should state whether the borrower intends to occupy
any of the units.

CERTIFICATE OF BUSINESS PURPOSE OF LOAN
Borrower(s): _____________

Loan Number: _________

“Lender” for the purpose of this certificate includes the original
lender who funds your loan, its endorsees, assignees or other
successors and its/their agents and employees including any
brokers or salespersons arranging the loan
Borrower(s)
understand(s) and acknowledge(s) that Lender is relying on
Borrower’s(s’) representations in this Certificate in making the Loan
defined below.
Borrower(s) represent(s) and certify(ies) to Lender as follows:

445

See, Reg. Z § 226.3, Official Staff Commentary 3(a)-3.
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1. I/We have applied to Lender for a loan of
$________________to be secured by a deed of trust on the real
property at ______________________________________ (the
"Loan"). I/We do ___ , do not ____[check one] reside on the
property referenced above.
2. Lender has stressed to me/us the importance of knowing the
primary purpose of the Loan.
I/We know that the legal
responsibilities of Lender may vary considerably depending upon
whether the Loan is a consumer loan (primarily for personal,
household or family purposes), or a business loan (i.e., primarily for
business, nonconsumer, purposes).
3. Borrower(s)
is
(are):
_____________________[an
individual(;) corporation, partnership, revocable trust, irrevocable
trust, LLC, etc.].
4. I/We have represented to Lender and again represent to
Lender that all of the purposes of the Loan, exclusive of
commissions and loan expenses incurred to obtain the Loan are:
Purpose

Approximate Amount

A.

$ ___________.

B.

$ ___________.

5. The primary purpose of the Loan is to finance the business
enterprise known as _____________________________ that is in
the
business
of
___________________________________________________.
6. No part of the Loan proceeds are intended to be used for a
consumer (i.e., personal, household or family purpose),
nonbusiness purpose.
Lender (which includes its brokers, salespersons, assignees
and successors of Lender) shall be entitled to rely upon this
certificate. I/We declare under penalty of perjury under the laws of
the State of California that the foregoing Certificate is true and
correct.
Executed in ____________________ [City], California on
_____ day of 20___.
_______________________
Borrower
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Generally, when the loan application states that it is for “commercial
purposes”, TILA does not apply. 446 When a loan is made for mixed purposes
(part personal and part business) the “primary purpose” controls whether the loan
is exempt from TILA. (Bombosi v. Carteret Mortgage Corp. 894 F. Supp 176 (ED
Pa. 1995).
7.

Right of Rescission.

In any “consumer credit transaction” in which the security interest is or
will be retained or acquired in any property which is used as the principal
dwelling of the person to whom credit is extended, the borrower (obligor) shall
have the right to rescind the transaction until midnight of the third business day
following the later of: (1) consummation of the transaction; (2) the delivery of two
copies of a proper notice of rescission; or, (3) Delivery of all the material
disclosures correctly made. (15 U.S.C. § 1635(a); Reg Z § 226.23(a)(3).)
A. Exemptions from Right of Rescission.
As noted in the Official Staff Commentary to Section 23(a):
“1. Transactions not covered. Credit extensions that are not
subject to the regulation (e.g., a business purpose loans that are
not a consumer credit transaction) are not covered by § 226.23
even if a customer's principal dwelling is the collateral securing the
credit. For example, the right of rescission does not apply to a
business purpose loan, even though the loan is secured by the
customer's principal dwelling.” [Emphasis Added].
Section 226.23(f) provides:
“(f) Exempt transactions. The right to rescind does not apply to
the following:
(1) A residential mortgage transaction.
(2) A refinancing or consolidation by the same creditor of an
extension of credit already secured by the consumer's principal
dwelling. The right of rescission shall apply, however, to the extent
the new amount financed exceeds the unpaid principal balance,
any earned unpaid finance charge on the existing debt, and
amounts attributed solely to the costs of the refinancing or
consolidation.
(3) A transaction in which a state agency is a creditor.

446

F.D.I.C. v. Monterrey, Inc. 847 F.Supp. 997 (DPR 1994.
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(4) An advance, other than an initial advance, in a series of
advances or in a series of single-payment obligations that is treated
as a single transaction under § 226.17(c)(6), if the notice required
by paragraph (b) of this section and all material disclosures have
been given to the consumer [i.e., where multiple advances were
initially treated as one transaction and proper disclosures and a
notice of right of rescission was given to the consumer; Official Staff
Commentary §§ 266.23(f))-6].
(5). A renewal of optional insurance premiums that is not
considered a refinancing under § 226.20(a)(5).”
B. Residential Mortgage Transactions.
Reg. Z § 226.2(a)(24) provides:
“(24) Residential mortgage transaction means a transaction in
which a mortgage, deed of trust, purchase money security interest
arising under an installment sales contract, or equivalent
consensual security interest is created or retained in the
consumer's principal dwelling to finance the acquisition or
initial construction of that dwelling.
“Any transaction to construct or acquire a principal dwelling,
whether considered real or personal property, is exempt [from the
obligation to give a notice of 3-day right to rescind.” (Reg Z §
226.23(f). See, 15 U.S.C. §§ 1602(w) and 1635(e)(1).) Where a
consumer buyers of builds a new dwelling that will become the
consumer’s principal dwelling within a year or upon the completion
of construction, the new dwelling is considered the principal
dwelling for purposes of applying this definition [i.e., ‘primary
dwelling”] to a particular transactions. See the commentary to §§
226.15(a) and 226.23(a).” 447
A consumer can only have one principal dwelling at a time. Thus, a
vacation or other second home would not be a principal dwelling. However if a
consumer buys or builds a new dwelling that will become the consumer’s
principal dwelling within a year or upon the completion of construction, the new
dwelling is considered the principal dwelling for purposes of applying this
definition to a particular transaction. See the commentary to §§ 226.15(a) and
226.23(a).” (Official Staff Commentary 226.2(a)(24)-3.)
As noted in the Official Staff Commentary to Reg. Z (New 2009):
“2(a)(24) Residential mortgage transaction.
447

Official Staff Commentary 226.2(a)(24)-2.
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1. Relation to other sections. This term is important in five
provisions in the regulation:
i. § 226.4(c)(7)--exclusions from the finance charge.
ii. § 226.15(f)--exemption from the right of rescission.
iii. § 226.18(q)--whether or not the obligation is assumable.
iv. § 226.20(b)--disclosure requirements for assumptions.
v. § 226.23(f)--exemption from the right of rescission.”
The Reg Z and the staff commentary provides little help in determining
whether a refinance to complete “initial construction” where the property is
already owned by the borrower. 448
A residential mortgage transaction is not limited to loans secured by first
deeds of trust.
The “construction” must be “initial construction”. Improvements made
after acquisition or loans for renovation are not “residential mortgage
transactions” and the borrower in a consumer loan transaction must be given a
notice of 3-day right of rescission. 449 The official staff commentary on §
226.2(a)(24) ¶6 states that:
“Multiple purpose transactions.
A transaction meets the
definition of this section if any part of the loan proceeds will be used
to finance the acquisition or initial construction of the consumer’s
principal dwelling. For example, a transaction to finance the initial
construction of the consumer’s principal dwelling is a residential
mortgage transaction even if a portion of the funds will be disbursed
directly to the consumer or used to satisfy a loan for the purchase
of the land on which the dwelling will be built.”
The question of whether a loan is for “initial construction” therefore is a
threshold question for which the courts have provided little guidance. In one
case a court held that a mortgage loan made after the borrower was living in the
secured property and after the property was approximately 85% complete was
still for residential construction. 450 One authority has interpreted Jenkins v.
Eastover Bank for Savings (Miss. 1992) 606 So.2d 105 as meaning “[f]or the
purposes of determining whether a loan is a “residential mortgage transaction,”
the term “initial construction includes any state before completion.” [Italics
original]. 451 In Perkins v. Central Mortgage Co. (E.D. Pa. 2006) 422 Fed. Supp.
448

Staff Commentary to paragraph 2(a)(24).
Folsom v. Heartland Bank 2000 U.S. Dist. Lexis 7890 (D. Kan. May 18, 2000).
450
Jenkins v. Eastover Bank for Savings (Miss. 1992) 606 So.2d 105.
451
1 Clontz, Truth-In-Lending Manual ( 2007 A.S. Pratt & Sons Group) ¶ 1.04[41], p. 178; citing Perkins v. Central Mortgage Co. (E.D. Pa. 2006) 422 Fed. Supp. 487.
449
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487), the court held that the passage of time (2 years from the initial construction
loan) is not determinative. 452
However, the Federal District Court in Perkins noted:
“The legislative history of TILA supports the conclusion that all
stages of construction up to the time when the residence
becomes habitable are within the meaning of initial construction.
Congress sought to protect consumers from, among other things,
abusive practices associated with home improvement loans. [cts.
om.]”
Therefore, Jenkins (where the borrower was living in the property) and
Perkins (where 2 years had passed by the property was not occupied) seem to
have a different definition of “initial construction”. There is a risk if a certificate of
occupancy has been issued, even though the borrower does not reside on the
property, that a court might conclude that since a government agency viewed the
property as habitable, a refinance to complete the construction is no longer for
“initial construction.” There is no bright line here to determine when completing
the last portion of a residence is not longer “initial construction” and becomes
renovation. One might say that Sarah Winchester has prolonged “initial
construction.”
The Residential Mortgage Exemption applies when the security is the new
property being constructed in which the consumer intends to occupy within 1year. Where the security is the consumer’s current “principal dwelling”, even if
the purpose is to construct a new principal dwelling, the loan is rescindable and
notice of rescission must be given. (Official Staff commentary on 226.23(a)(1)).
WHEN IN DOUBT, DISCLOSE as giving a TILA disclosure will not be
determinative of whether the transaction was exempt. 453
(1)

TILA Disclosures Still Required for a Loan for
“Initial Construction”.

While a loan to acquire or for “initial construction” of the consumer’s
primary dwelling is exempt from the provisions requiring notice of right to rescind,
TILA disclosures must still be given. Exemptions from giving TILA disclosures
are, in part, different from those exemptions to TILA altogether. 454 Construction
loans, whether separate from or combined with a takeout loan, are subject to
TILA disclosures. There are special rules for construction loans where there are
a series of advances such as are typical in construction loans. (Reg Z §
226.17(c))(6)(i) [e.g., separate or consolidated construction loan disclosures].)
452

Perkins at 491.
Official Staff Commentary on 226.3(a)-1.
454
Reg Z §§ 226.3, 226.15 and 226.23.
453
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There are special procedures that creditors may use, at their option are set forth
in Appendix D to Reg Z.
(2)

A Loan Obtained Two Years After the Acquisition of
the Property to Refinance the Original Loan
Obtained to Acquire the Residential Property and
for Initial Construction, is Still a “Residential
Mortgage Transaction”, exempt for the 3-Day Right
of Rescission Under TILA, as Long as the Initial
Construction Has Not Been Completed.

Perkins v. Central Mortgage Co., as Servicer for Fairbanks Capital
Corp. 422 F.Supp.2d 487
Summary:
Plaintiff/borrower sued Central Mortgage Company, the
loan servicer, for damages and rescission under TILA.
“In November 2000, the plaintiffs took out a loan to finance both the
purchase of land and the cost of constructing a new home on the land. On
August 2, 2002, after their contractor walked off the job before finishing, they
obtained new financing from another lender, Cardinal Financial Company, to pay
off the first loan and to complete the construction. Both loans were secured by
mortgages against the property. It is the second loan that is at issue.”
On November 29, 2004, borrower’s lender sent a letter attempting to
rescind the loan and claiming general violations of TILA. The lender responded
that the loan was not rescindable as it was a “residential mortgage transaction”.
Where proper notice of rescission is given, the statute of limitations on a
rescindable loan is 1-year. However, as the court noted, where the loan is
rescindable, the statute of limitations is 3-years if the proper notice of right to
rescind is not given. (12 C.F.R. § 226.23(a)(3).)
Residential mortgage
transactions are not rescindable. (15 U.S.C. § 1635(e)(1); 12 C.F.R. §
226.23(f)(1).) Since no notice of rescission need be given in a residential
mortgage transaction, the one-year statute of limitations starts to run on the day
of the transaction. The court stated:
A "residential mortgage transaction" is defined in TILA as:
“a transaction in which a mortgage, deed of trust, purchase
money security interest arising under an installment sales contract,
or equivalent consensual security interest is created or retained
against the consumer's dwelling to finance the acquisition or initial
construction of such dwelling.” [Emphasis added].
Defendant lender claimed that the second loan was a residential mortgage
transaction because it was “to finance the acquisition or initial construction of
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such dwelling”. Borrower claimed that they had owned the property for two years
and the current loan was not one in which they acquired the home and, therefore,
it was not a residential mortgage transaction. 455
The court concluded that even though two-years had passed between the
acquisition of the property and the new loan, the new loan was still a residential
mortgage transaction as long as it was used to finance the initial
construction which included all stages of construction up to the time of
completion.
The court dismissed the borrower’s lawsuit.
C. Notice of Right to Rescind.
Where under TILA the consumer has a right to rescind, the creditor “shall
deliver two copies of the notice of the right to rescind to each consumer entitled
to rescind (one copy to each if the notice is delivered by electronic
communication as provided in § 226.36(b)). The notice shall be on a separate
document that identifies the transaction and shall clearly and conspicuously
disclose the following:
“(i) The retention or acquisition of a security interest in the
consumer's principal dwelling.
(ii) The consumer's right to rescind the transaction.
(iii) How to exercise the right to rescind, with a form for that
purpose, designating the address of the creditor's place of
business.
(iv) The effects of rescission, as described in Reg Z § 226.23(d)
of this section.
(v) The date the rescission period expires.
(2) Proper form of notice. To satisfy the disclosure
requirements of paragraph (b)(1) of this section, the creditor shall
provide the appropriate model form in Appendix H [to Reg Z] or a
substantially similar notice.” 456
D. How to Rescind.
If the loan is rescinded, the creditor must return the secured money or
property to the borrower within 20 days of receipt of the notice of rescission and
the borrower must return any property loaned to the creditor. (15 U.S.C. §
455

15 U.S.C. § 1602(w).
15 U.S.C. § 1635(f); 12 C.F.R. § 226.23(a)(3); Pacific Shore Funding v. Lozo (2006)
138 Cal.App.4th 1342, at 1353.
456
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1635(b).) Section 1635(b) also provides that if the creditor does not take
possession of the property tendered by the borrower within 20 days of its tender,
the borrower may keep the property, and that a court may order “otherwise”
regarding these procedures. TILA is implemented by Regulation Z of the Federal
Reserve Board. 457
E. Time Limit for Exercise of Right (3 years) unless Proper
Disclosures Given.
The consumer’s right of rescission shall expire three years after the date
of consummation of the transaction or upon the sale of the property, whichever
occurs first, notwithstanding the fact that the information and forms required
under this section or any other disclosures required under TILA [15 USCS §
1631 et seq.] have not been delivered to the consumer. The time to rescind may
be extended where there is a proceeding instituted by an agency empowered to
enforce TILA violations. 458
The consumer may exercise the right to rescind until midnight of the third
business day following consummation, delivery of the notice of right to rescind
(12 CFR 226.23(b)), or delivery of all material disclosures, whichever occurs last.
If the required notice or material disclosures are not delivered, the right to rescind
shall expire 3 years after consummation, upon transfer of all of the consumer's
interest in the property, or upon sale of the property, whichever occurs first.
The term "material disclosures" means the required disclosures of the
annual percentage rate, the finance charge, the amount financed, the total
payments, the payment schedule, and the disclosures and limitations under
Section 32. 459
F. When the Secured Property has been Sold.
The right to rescind terminates upon the sale of the secured property. (15
U.S.C. § 1635(f) and 12 CFR 226.23(a)(3).)
Comment: A lender will not be subject to rescission where the property is
sold regardless of whether the sale is a third party, arms length sale or a
457

12 C.F.R. § 226.23(d).
The time to rescind will be extended if “(1) any agency empowered to enforce the
provisions of this title [15 USCS §§ 1601 et seq.] institutes a proceeding to enforce the provisions
of this section within three years after the date of consummation of the transaction, (2) such
agency finds a violation of [15 U.S.C. § 1635] and (3) the obligor's right to rescind is based in
whole or in part on any matter involved in such proceeding, then the obligor's right of rescission
shall expire three years after the date of consummation of the transaction or upon the earlier sale
of the property, or upon the expiration of one year following the conclusion of the proceeding, or
any judicial review or period for judicial review thereof, whichever is later.” (15 U.S.C. § 1635(f).)
459
12 CFR § 226.32 (c) and (d).
458
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foreclosure sale. Therefore, particularly where there may be disputes relating to
the origination, servicing or foreclosure of the secured property, it may be in the
lender’s best interest to cooperate in a sale.
G. Consumer May Still Rescind after a loan has been
refinanced.
In, King v. State of California (9th Cir. 1986) 784 F.2nd 910, the federal
Court of Appeals held that once the borrowers refinanced the loan, there was
nothing left to rescind. However, the court of appeal in Pacific Shore Funding v.
Lozo (2006) 138 Cal.App.4th 1342 held that where a borrower refinanced with the
same lender even a year after refinancing the borrower could rescind the original
loan transaction on the ground that lender had violated various disclosure
requirements of TILA (15 U.S.C. §1601 et seq., (“TILA“) as amended by the
Home Owners Equity Protection Act (HOEPA), 15 U.S.C. section1602 (aa) and
1639 (aka Section 32). Pacific Shore was a Section 32 (HOEPA) high-cost
mortgage. Therefore it is unclear whether its holding is limited to Section 32
(HOEPA) loans or whether it would apply to any consumer loan transaction
secured by the consumer’s residence.
The court of appeal in Pacific Shore notes that the King case was decided
prior to the enactment HOEPA which amended TILA to ensure that customers
understand the cost of high-cost mortgage loans, are protected from highpressure sales tactics, and prohibits high-cost mortgage loans from including
certain terms such as prepayment penalties and balloon payments. 460
The Court of Appeal held that while Pacific Shore did make certain
disclosures, it did not dispute that these disclosures were not made in advance of
the date that the loan closed and the rescission notice was not filled out properly
as it lacked critical terms. Therefore, it was undisputed that Pacific Shore
violated certain other disclosure requirements.
H. Waiver of Right of Rescission.
As to closed end loans, 12 CFR § 226.23(e) provides that:
“Consumer's waiver of right to rescind. (1) The consumer may
modify or waive the right to rescind if the consumer determines that
the extension of credit is needed to meet a bona fide personal
financial emergency. To modify or waive the right, the consumer
shall give the creditor a dated written statement that describes the
emergency, specifically modifies or waives the right to rescind, and
bears the signature of all the consumers entitled to rescind. Printed
forms for this purpose are prohibited, except as provided in
460

See Senate Report No. 103-169, 2nd Sess., p. 21 (1994).
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paragraph (e)(2) of this section [dealing with a declared national
disaster I 1993 in the Midwest].”
Therefore, a consumer may waive the right to cancel only in extreme
circumstances which are so rare that it is best to adopt a policy as if the waiver
does not exist. Each person entitled to cancel must sign the waiver statement.
Preprinted forms are not permitted and the fact that a lender has obtained a
written waiver will not protect the lender from liability if a bona fide personal or
family financial emergency did not occur.
I.

Rescission under TILA is Available as a Personal Remedy
because it is not Suitable for a Class Action.

LaLiberte v. Pacific Mercantile Bank (2007) 147 Cal. App. 4th 1.
Summary: Pacific Mercantile Bank (PMB) made a loan to plaintiff
borrowers giving them TILA disclosures that allegedly failed to disclose $450.00
in closing fees that were charged to the borrower. The plaintiffs filed an
individual action alleging this omission violated TILA, but later amended their
complaint to be a class action seeking among other things rescission. The trial
court ultimately granted PMB’s demurrer without leave to amend. Plaintiff’s
appealed.
TILA actions for damages may be brought as a class action. However,
the court of appeal observed that no California case has resolved the question of
whether TILA rescission can be obtained in a class action (i.e., as opposed to an
individual action). The court of appeal noted that there is a sharp debate among
the out of state courts (and federal courts) that have considered the issue.
Analyzing both line of cases, the court of appeal concluded that the TILA
rescission remedy is a personal remedy that can only be exercised by the
borrower in a personal action against the lender. The court of appeal noted that
to allow class action rescissions based upon the filing of a complaint (rather than
a pre-complaint notice of rescission by individual borrowers) “would trigger the
lender's obligation to terminate its security interest in all of the class members'
property, and could trigger the class members' obligation to tender the money or
property received back to the lender. Unlike class actions seeking damages or an
injunction, rescission under TILA creates obligations between the lender and the
borrower. We agree with those courts that hold rescission under TILA is a
personal remedy not suitable for class action treatment.” The court of appeal
suggested that many class members may not want their loans rescinded.
The court of appeal also observed that Congress has amended TILA (§
1640) to provide for class actions for statutory damages but it has never
amended TILA to allow class action for rescission.
J.

Right to Rescind is Not Waivable and the Notice of Right to
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Cancel is not Defective Simply Because the Wrong Model
Form was use.
Vermurlen v. Ameriquest Mortg. Co. (D. Mich. 2007), 2007 U.S. Dist.
LEXIS 75070 461
Summary: In 2004, Ameriquest Mortgage Co. (“Ameriquest”) refinanced
borrower’s existing loan borrowers had with Ameriquest. Plaintiffs (borrowers),
after the closing, reviewed the loan documents and felt that the loan they
received was not on the loan terms represented to them. In April of 2006,
Ameriquest agreed to resolve all issues with borrowers relating to the 2004
transaction and borrowers’ subsequent default. On April 5th, 2006, borrowers
signed a Forbearance Agreement with Ameriquest which contained a general
release (that did not specifically mention TILA claims). The release attempted to
release all of borrowers claims and potential claims against Ameriquest from the
2004 loan transaction.
When borrowers defaulted on their payments pursuant to the forbearance
agreement, Ameriquest started a foreclosure and borrowers’ attorney sent a
notice of rescission under TILA which was rejected by Ameriquest.
After borrowers defaulted, they sued Ameriquest. Borrowers claimed they
had 3-years to cancel since Ameriquest did not use the correct Reg Z model form
“Notice of Right to Cancel”. That is, Ameriquest used Rescission Model Form H-8
(general form) rather than Rescission Model Form H-9 (Refinance with original
creditor)(See, Reg Z, App. H). The court noted that Reg Z provides:
“ . . .a notice of the right to recession must "clearly and
conspicuously disclose:" (a) that the lender has retained a security
interest in the consumer's principle dwelling, (b) that the consumer
has the right to rescind the transaction, (c) how to exercise the right
to rescind, (d) the effects of recession, and (e) the date the
recession period expires. 12 C.F.R. § 226.23(b)(1).”
After analyzing the forms used, the court concluded that creditors do not
have to use the model forms as long as their forms comply with the above
requirements. The court concluded that the H-8 (general form) Notice of Right to
Cancel met all of the requirements of Reg Z and, therefore, Ameriquest did not
violate TILA simply by using that form instead of the H-9 (refinance) notice of
rescission model form.
The second issue addressed by the court, was whether the borrowers
could waive their right to rescind in a forbearance agreement entered after the
close of escrow and after a bona fide dispute arose between the lender and the
461

This decision was subsequently reconsidered and modified on grounds other than
those discussed above.
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borrower. The court’s ruling was dicta as it had already concluded there was no
TILA violation.
The court held that:
“Regulation Z, . . ., does provide for a very limited circumstance
under which the consumer is authorized to modify or waive the right
to rescind: where the consumer determines the extension of credit
is needed "to meet a bona fide personal financial emergency."
Regulation Z § 226.23(e). To waive the rescission right, the
consumer must give the creditor a dated, written statement that (1)
describes the personal financial emergency, (2) specifically waives
the consumer's right to rescind, and (3) bears the signatures of all
the consumers entitled to rescind the transaction. Id. Printed forms
may not be used for this purpose. Id.”
The court found that the forbearance agreement did not meet this
requirement and, therefore, the waiver of the right to rescind set forth in the
forbearance agreement was unenforceable. This finding had no bearing on the
court’s judgment because it found that there was no TILA violation for failure to
give a property notice of right to cancel.
Comment: Admittedly, this is only a district court case outside of the 9th
Circuit. Most cases agree that waiver of the borrower’s right to rescind under
TILA cannot be done, except under the narrow exception provided in Reg Z §
226.23(e). However, cases are inconsistent and more factually based where the
waiver is in a release pursuant to a bona fide dispute that arose after the loan
was made and where the release is not made to avoid the provisions of TILA or
its underlying public policy. It appears that the best practice is specifically
mention TILA in the release rather than using a generic general release.
8.

Modifications; Forbearances and Refinances.

In doing modifications or forbearances the lender must be careful not to
make such extensive changes so that the transaction constitutes a refinance. If
the modification or forbearance is determined to be a “refinance” new disclosures
may be required where the loan is a consumer loan. Reg. Z § 226.20 provides:
(a) Refinancings. A refinancing occurs when an existing
obligation that was subject to this sub-part is satisfied and
replaced by a new obligation undertaken by the same
consumer. A refinancing is a new transaction requiring new
disclosures to the consumer. The new finance charge shall include
any unearned portion of the old finance charge that is not credited
to the existing obligation. The following shall not be treated as a
refinancing:
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(1) A renewal of a single payment obligation with no change in
the original terms [e.g. extension agreements].
(2) A reduction in the annual percentage rate with a
corresponding change in the payment schedule.
(3) An agreement involving a court proceeding.
(4) A change in the payment schedule or a change in collateral
requirements as a result of the consumer's default or delinquency,
unless the rate is increased, or the new amount financed exceeds
the unpaid balance plus earned finance charge and premiums for
continuation of insurance of the types described in § 226.4(d). [i.e.,
most workout agreements]
(5) The renewal of optional insurance purchased by the
consumer and added to an existing transaction, if disclosures
relating to the initial purchase were provided as required by this
subpart.
The enumerated exceptions in Reg. Z § 226.20(a)(1)-(5) are not the only
times when a transaction does not constitute a “refinancing” requiring
redisclosure. According to the official staff commentary, “A transaction is subject
to § 226.20(a) only if it meets the general definition of a refinancing. Section
226.20(a)(1)-(5) lists 5 events that are not treated as refinancings, even if they
are accomplished by cancellation of the old obligation and substitution of a new
one.” (Official Staff Commentary ¶ 20(a)(2); Sheppard v. GMAC (E.D. Penn.
2003) 299 B.R. 753, 762). Therefore, if the modification or extension does not
meet the definition of “refinancing” (discussed below),
the 5 regulatory
exceptions in § 226.20(a)(1)-(5) are not relevant. (Id.)
(1)

What Constitutes Refinancing?

Because the requirement for new TILA disclosures turns upon the
definition of “refinancing” (not the statutory exclusions in § 226.20(a)(1)-(5)),
careful attention should be given to that definition.
The Official Staff Commentary states that:
“1. Definition. A refinancing is a new transaction requiring a
complete new set of disclosures. Whether a refinancing has
occurred is determined by reference to whether the original
obligation has been satisfied or extinguished and replaced by a
new obligation, based on the parties’ contract and applicable law.
The refinancing may involve the consolidation of several existing
obligations, disbursement of new money to the consumer or on the
consumer’s behalf, or the rescheduling of payments under an
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existing obligation. In any form, the new obligation must completely
replace the prior one.
Changes in the terms of an existing obligation, such as the
deferral of individual installments, will not constitute a refinancing
unless accomplished by the cancellation of that obligation and the
substitution of a new obligation.
A substitution of agreements that meets the refinancing
definition will require new disclosures, even if the substitution does
not substantially alter the prior credit terms.” Emphasis added).
There is substantial authority supporting the above official staff
commentary that the mere extension of an existing note or even a loan
modification that changes terms, will not require new disclosures unless
the lender and borrower cancel (i.e., satisfy or replace) the old obligation
and replace it with a new one. Language that could be construed as
replacing the old obligation with a new one should be avoided in extension
or modification agreements. 462
Deference is given to Official Staff
Commentary by the courts. 463
Similarly, modification of the loan without canceling (e.g., satisfaction or
extinguishment) of the old obligation generally is not a refinancing even where
the delinquencies are recapitalized (added to principal) and a reasonable
forbearance fee is charged. 464
There are a handful of cases that hold that change in payment terms after
consummation may constitute a refinance requiring redisclosure. 465 There
appears to be little authority for this position.
Comment: Care should be taken in drafting modifications and extensions
to avoid any conclusion that the old obligation has been satisfied or extinguished
by the new obligation. Use of the words like “modification”; “amendment”,
“supplement” along with a clear statement that the modification does not cancel,
extinguish or satisfy” the original obligation. In addition, the best practice would
be to reference that “except as expressly modified (or amended) by the
462

Jackson v. American Loan Company, Inc., 202 F.3d 911, 912 (7th Cir. 2000); Begala
v. PNC Bank, 163 F.3d 948, 951 (6th Cir. 1999); Hubbard v. Fidelity Federal Bank, 91 F.3d 75, 79
n.8 (9th Cir. 1996); Adams v. GMAC Mortgage Co., 1994 U.S. Dist. LEXIS 17854, 1994 WL
702639, at 6 (N.D. Ill. 1994); Sheppard v. GMAC (E.D. Penn. 2003) 299 B.R. 753, 762-764; Hart
v. GMAC Corp., 246 B.R. 709, 738 (Bankr. D. Mass. 2000) (all construing the definition of
refinancing in 12 C.F.R. § 226.20 and its Official Staff Interpretation as requiring satisfaction and
replacement of the old obligation by the new obligation).
463
Ford Motor Credit Co. v. Milhollin (1980) 444 U.S. 555, 566-568; Jackson v. American
Loan Company, Inc. (7th Cir. 2000) 202 F.3d 911, 912-913; 15 U.S.C. § 1640(f).
464
Sheppard v. GMAC (E.D. Penn. 2003) 299 B.R. 753, 760-761.
465
Temores v. Overland Bond & Inv. Corp., 1999 U.S. Dist. LEXIS 11878 (N.D. Ill. July
29, 1999).
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modification/extension agreement, all of the terms of the original note (obligation)
remain in full force and effect.” 466
9.

Final Rules for Mortgage Loans (Secured by Consumer’s
Principal Dwelling)—Reg. Z New § 226.36

Reg. Z § 226.36 deals with prohibited acts or practices in connection with
credit secured by a consumer's principal dwelling regardless of whether the loan
is a Section 32 or Section 35 loan.
A. When Applicable.
These rules (e.g., coercion of appraisers) apply to all transactions where a
loan application is received on or after 10-1-09. However, the servicer rules,
apply to all loans whether made before or after 10-1-09.
A. Defines Mortgage Broker (Reg. Z § 226.36(a).
Section 36, defines “mortgage broker” as “a person, other than an
employee of a creditor, who for compensation or other monetary gain, or in
expectation of compensation or other monetary gain, arranges, negotiates, or
otherwise obtains an extension of consumer credit for another person. The term
includes a person meeting this definition, even if the consumer credit obligation is
initially payable to such person, unless the person provides the funds for the
transaction at consummation out of the person's own resources, out of
deposits held by the person, or by drawing on a bona fide warehouse line
of credit.” [i.e.., uses broker’s own funds instead of table funding].
(1)

Official Staff Commentary on Table Funding:

“36(a) Mortgage broker defined.
“1. Meaning of mortgage broker. Section 226.36(a) provides
that a mortgage broker is any person who for compensation or
other monetary gain arranges, negotiates, or otherwise obtains an
extension of consumer credit for another person, but is not an
employee of a creditor. In addition, this definition expressly
includes any person that satisfies this definition but makes
use of "table funding." Table funding occurs when a
transaction is consummated with the debt obligation initially
payable by its terms to one person, but another person
provides the funds for the transaction at con-summation and
receives an immediate assignment of the note, loan contract,
or other evidence of the debt obligation. Although §
466

This is not sample wording as the precise wording my vary depending on the facts
and circumstances involved in the modification or extension.
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226.2(a)(17)(1)(B) provides that a person to whom a debt obligation
is initially payable on its face generally is a creditor, § 226.36(a)
provides that, solely for the purposes of § 226.36, such a person is
considered a mortgage broker. In addition, although consumers
themselves often arrange, negotiate, or otherwise obtain
extensions of consumer credit on their own behalf, they do not do
so for compensation or other monetary gain or for another person
and, therefore, are not mortgage brokers under [§ 226.36(a)].” 467
Comment: As made clear from the Official Staff Commentary, a broker
who table funds a loan may be viewed as a creditor for disclosure purposes but
he/she will still be a “broker” under § 36 and subject to § 36 restrictions.
B. Misrepresentation of value of consumer's dwelling (Reg. Z §
226.36(b).)
Section 36 addresses misrepresentation of value of consumer's dwelling
as follows:
(1)

Coercion of appraiser.

Section 36(b) provides that: “In connection with a consumer credit
transaction secured by a consumer's principal dwelling, no creditor or
mortgage broker, and no affiliate of a creditor or mortgage broker shall directly
or indirectly coerce, influence, or otherwise encourage an appraiser to misstate
or misrepresent the value of such dwelling.”
(2)

467

Examples of actions
226.36(b)(1) include:

that

violate

Reg.

Z

§

•

Implying to an appraiser that current or future retention of the
appraiser depends principal on the amount at which the appraiser
values a consumer's dwelling;

•

Excluding an appraiser from consideration for future engagement
because the appraiser reports a value of a consumer's principal
dwelling that does not meet or exceed a minimum threshold;

•

Telling an appraiser a minimum reported value of a consumer's
principal dwelling that is needed to approve the loan;

•

Failing to compensate an appraiser because the appraiser does not
value a consumer's principal dwelling at or above a certain amount;
and

72 FR 44522, 44614. [Emphasis added].
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•

Conditioning an appraiser's compensation on loan consummation.
(1)

Examples of actions that do not violate Reg. Z §
226.36(b)(1) include:

•

Asking an appraiser to consider additional information about a
consumer's principal dwelling or about comparable properties;

•

Requesting that an appraiser provide additional information about
the basis for a valuation;

•

Requesting that an appraiser correct factual errors in a valuation;

•

Obtaining multiple appraisals of a consumer's principal dwelling, so
long as the creditor adheres to a policy of selecting the most
reliable appraisal, rather than the appraisal that states the highest
value;

•

Withholding compensation from an appraiser for breach of contract
or substandard performance of services as provided by contract;
and

•

Taking action permitted or required by applicable federal or state
statute, regulation, or agency guidance.
(3)

When extension of credit prohibited.

In connection with a consumer credit transaction secured by a
consumer's principal dwelling, a creditor who knows, at or before loan
consummation, of a violation of [§226.36(b)(1)] in connection with an appraisal
shall not extend credit based on such appraisal unless the creditor documents
that it has acted with reasonable diligence to determine that the appraisal does
not materially misstate or misrepresent the value of such dwelling. (Reg. Z §
226.36(b)(2).)
Official Staff Commentary: 36(b)(2) When extension of credit prohibited.
“1. Reasonable diligence. A creditor will be deemed to have
acted with reasonable diligence under § 226.36(b)(2) if the creditor
extends credit based on an appraisal other than the one subject to
the restriction in § 226.36(b)(2).
2. Material misstatement or misrepresentation. Section
226.36(b)(2) prohibits a creditor who knows of a violation of §
226.36(b)(1) in connection with an appraisal from extending credit
based on such appraisal, unless the creditor documents that it
has acted with reasonable diligence to determine that the appraisal
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does not materially misstate or misrepresent the value of such
dwelling. A misstatement or misrepresentation of such
dwelling's value is not material if it does not affect the credit
decision or the terms on which credit is extended.” [Emphasis
added].”
Comment: Getting a second appraisal (that does not violate Reg. Z §
226.36(b)(1)) would appear to be a safe harbor permitting the lender to go ahead
with a pending loan transaction where the initial appraisal violate Reg. Z §
226.36(b)(1).
It is not clear, what “documentation” is necessary under the Official Staff
Comentary to show that the creditor acted with “reasonable diligence to
determine that the appraisal does not materially misstate or misrepresent the
value of such dwelling”.
(4)

Appraiser defined.

Under [§226.36(b) “an appraiser is a person who engages in the business
of providing assessments of the value of dwellings. The term “appraiser” includes
persons that employ, refer, or manage appraisers and affiliates of such persons.”
California Civil Code § 1090.5, which provides:
“(a) No person with an interest in a real estate transaction
involving an appraisal shall improperly influence or attempt to
improperly influence, through coercion, extortion, or bribery, the
development, reporting, result, or review of a real estate appraisal
sought in connection with a mortgage loan.
(b) Subdivision (a) does not prohibit a person with an interest
in a real estate transaction from asking an appraiser to do any of
the following:
(1) Consider additional, appropriate property information.
(2) Provide further detail, substantiation, or explanation for the
appraiser’s value conclusion.
(3) Correct errors in the appraisal report.
(c) If a person who violates this section is licensed under
any state licensing law and the violation occurs within the
course and scope of the person’s duties as a licensee, the
violation shall be deemed a violation of that state licensing
law.
(d) Nothing in this section shall be construed to authorize
communications that are otherwise prohibited under existing law.”
[Empahsis added].
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Comment: While Civil Code § 1090.5 is somewhat ambiguous, it likely
covers many of the same issues prohibited by new Reg. Z § 36(b)(1).
C. Servicing Practices (New Reg. Z § 36(c).)
(1)

Who is a “Servicer”

For the purpose of New Reg. Z § 36(c) “the terms “servicer” and
“servicing” have the same meanings as provided in 24 CFR 3500.2(b), as
amended [RESPA Reg. X]. (New Reg. Z § 36(c)(3).)
Section 24 CFR 3500.2(b) [RESPA Reg. X] provides that:
“Servicer means the person responsible for the servicing of a
mortgage loan (including the person who makes or holds a
mortgage loan if such person also services the mortgage
loan). The term does not include:
(1) The Federal Deposit Insurance Corporation (FDIC) or
the Resolution Trust Corporation (RTC), in connection with assets
acquired, assigned, sold, or transferred pursuant to section 13(c) of
the Federal Deposit Insurance Act or as receiver or conservator of
an insured depository institution; and
(2) The Federal National Mortgage Corporation (FNMA); the
Federal Home Loan Mortgage Corporation (Freddie Mac); the RTC;
the FDIC; HUD, including the Government National Mortgage
Association (GNMA) and the Federal Housing Administration (FHA)
(including cases in which a mortgage insured under the National
Housing Act (12 U.S.C. 1701 et seq.) is assigned to HUD); the
National Credit Union Administration (NCUA); the Farmers Home
Administration or its successor agency under Public Law 103-354
(FmHA); and the Department of Veterans Affairs (VA), in any case
in which the assignment, sale, or transfer of the servicing of the
mortgage loan is preceded by termination of the contract for
servicing the loan for cause, commencement of proceedings for
bankruptcy of the servicer, or commencement of proceedings by
the FDIC or RTC for conservatorship or receivership of the servicer
(or an entity by which the servicer is owned or controlled).
Servicing means receiving any scheduled periodic payments
from a borrower pursuant to the terms of any mortgage loan,
including amounts for escrow accounts under section 10 of RESPA
(12 U.S.C. 2609), and making the payments to the owner of the
loan or other third parties of principal and interest and such other
payments with respect to the amounts received from the borrower
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as may be required pursuant to the terms of the mortgage servicing
loan documents or servicing contract. In the case of a home equity
conversion mortgage or reverse mortgage as referenced in this
section, servicing includes making payments to the borrower.”
Bottom Line: These new § 36 servicing requirements will apply to all
Lenders originating, holding or servicing covered loans or to third party loan
servicers, servicing for institutional or private lenders.
(2)

What is a “Covered Loan”?

A consumer credit transaction secured by a consumer's principal dwelling.
There does not appear to be a limitation only to loans covered by RESPA as
there is with the early disclosure sections.
(3)

What Servicing Practices are Covered?

In connection with a consumer credit transaction secured by a
consumer's principal dwelling, no servicer shall-(4)

Credit Borrower’s Payment on Date of Receipt.

In connection with a consumer credit transaction secured by a consumer's
principal dwelling, no servicer shall fail to credit a payment to the consumer's
loan account as of the date of receipt, except when a delay in crediting does
not result in any charge to the consumer or in the reporting of negative
information to a consumer reporting agency, or except as provided in §
226.36(c)(2) [non-complying payment, see below]. (New Reg. Z § 36(c)(1)(i).)
“If a servicer specifies in writing requirements for the consumer to follow in
making payments, but accepts a payment that does not conform to the
requirements, the servicer shall credit the payment as of 5 days after
receipt.” (New Reg. Z § 36(c)(2).)
Official Commentary: Paragraph 36(c)(1)(i).
“1. Crediting of payments. Under § 226.36(c)(1)(i), a mortgage servicer
must credit a payment to a consumer's loan account as of the date of receipt.
This does not require that a mortgage servicer post the payment to the
consumer's loan account on a particular date; the servicer is only required to
credit the payment as of the date of receipt. Accordingly, a servicer that
receives a payment on or before its due date (or within any grace period),
and does not enter the payment on its books or in its system until after the
payment's due date (or expiration of any grace period), does not violate
this rule as long as the entry does not result in the imposition of a late
charge, additional interest, or similar penalty to the consumer, or in the
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reporting of negative information to a consumer reporting agency.”
[Emphasis added].
“2. Payments to be credited. Payments should be credited based on the
legal obligation between the creditor and consumer. The legal obligation is
determined by applicable state or other law.”
“3. Date of receipt. The "date of receipt" is the date that the payment
instrument or other means of payment reaches the mortgage servicer. For
example, payment by check is received when the mortgage servicer receives it,
not when the funds are collected. If the consumer elects to have payment
made by a third-party payor such as a financial institution, through a
preauthorized payment or telephone bill-payment arrangement, payment is
received when the mortgage servicer receives the third-party payor's check or
other transfer medium, such as an electronic fund transfer.” [Emphasis added].
Official Staff Commentary: Paragraph 36(c)(2).
“1. Payment requirements. The servicer may specify reasonable
requirements for making payments in writing, such as requiring that payments be
accompanied by the account number or payment coupon; setting a cut-off hour
for payment to be received, or setting different hours for payment by mail and
payments made in person; specifying that only checks or money orders should
be sent by mail; specifying that payment is to be made in U.S. dollars; or
specifying one particular address for receiving payments, such as a post office
box. The servicer may be prohibited, however, from requiring payment solely by
preauthorized electronic fund transfer. (See section 913 of the Electronic Fund
Transfer Act, 15 U.S.C. 1693k.)
2. Payment requirements--limitations. Requirements for making payments
must be reasonable; it should not be difficult for most consumers to make
conforming payments. For example, it would be reasonable to require a cut-off
time of 5 p.m. for receipt of a mailed check at the location specified by the
servicer for receipt of such check.
3. Implied guidelines for payments. In the absence of specified
requirements for making payments, payments may be made at any location
where the servicer conducts business; any time during the servicer's normal
business hours; and by cash, money order, draft, or other similar instrument in
properly negotiable form, or by electronic fund transfer if the servicer and
consumer have so agreed.”
Comment: In light of new Reg. Z § 36(c)(2), each lender and servicer
should specify “reasonable payment requirements” in the note, other loan
document or in a notice of transfer of servicing both for the convenience of the
consumer and to make prompt application easy for the lender/servicer. For
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example, the lender/servicer may want to require that payments be made in
person or by mail and received no later than 5:00 p.m. on a given date. By doing
this, the servicer will be able to take advantage of the extra 5-days to credit
payments where the borrower tenders payment to an address or office that is not
specified in the “reasonable payment requirements”
(5)

No Pyramiding
35(c)(2)(ii).)

of

Late

Charges.

(Reg.

Z

§

In connection with a consumer credit transaction secured by a consumer's
principal dwelling, no servicer shall impose on the consumer any late fee or
delinquency charge in connection with a payment, when the only delinquency is
attributable to late fees or delinquency charges assessed on an earlier payment,
and the payment is otherwise a full payment for the applicable period and is paid
on its due date or within any applicable grace period.
Official Staff Commentary: Paragraph 36(c)(1)(ii).
“1. Pyramiding of late fees. The prohibition on pyramiding of
late fees in this subsection should be construed consistently with
the "credit practices rule" of Regulation AA, 12 CFR 227.15.” 12
CFR 227.15 provides:
“(a) In connection with collecting a debt arising out of an
extension of credit to a consumer, it is an unfair act or practice for
a bank to levy or collect any delinquency charge on a payment,
when the only delinquency is attributable to late fees or delinquency
charges assessed on earlier installments, and the payment is
otherwise a full payment for the applicable period and is paid on its
due date or within an applicable grace period.”
Comment: This change does not create a substantial change for brokers
and lenders subject to California law. California law already prohibits pyramiding
in broker arranged loans secured by dwellings (1-4 residential) as well as on all
loans secured by a single family, owner occupied dwelling. 468
(6)

Fail to Provide a Statement of the Outstanding
Balance. (Reg. Z 226.36(c)(1)(iii).

In connection with a consumer credit transaction secured by a consumer's
principal dwelling, no servicer shall fail to provide, within a reasonable time
after receiving a request from the consumer or any person acting on behalf
of the consumer, an accurate statement of the total outstanding balance
that would be required to satisfy the consumer's obligation in full as of a
specified date. [Payoff demand].
468

Bus. & Prof. Code §§ 10242.5 and 10245; Civ. Code §§ 2954.4 and 2954.5.
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Official Staff Commentary on Paragraph 36(c)(1)(iii).
“1. Reasonable time. The payoff statement must be provided to
the consumer, or person acting on behalf of the consumer, within a
reasonable time after the request. For example, it would be
reasonable under most circumstances to provide the statement
within five business days of receipt of a consumer's request.
This time frame might be longer, for example, when the servicer is
experiencing an unusually high volume of refinancing requests. 469
[Comment:
This Official Staff Commentary probably
makes “5 business days” a safe harbor.]
“2. Person acting on behalf of the consumer. For purposes of §
226.36(c)(1)(iii), a person acting on behalf of the consumer may
include the consumer's representative, such as an attorney
representing the individual, a non-profit consumer counseling or
similar organization, or a creditor with which the consumer is
refinancing and which requires the payoff statement to complete
the refinancing. A servicer may take reasonable measures to
verify the identity of any person acting on behalf of the
consumer and to obtain the consumer's authorization to
release information to any such person before the "reasonable
time" period begins to run.” [Emphasis added].
Comment: While the official staff commentary is not clear as to the nature
of the “consumer’s authorization to release information” to any such person [i.e.,
agent], it would appear reasonable to require such authorization in writing. It
may be a good practice to include such authorization on the servicer’s website as
well as in any “Borrower Designation of Representative under Civil Code §
2923.5 & Authorization to Release Information” (i.e., SB 1137 compliance). The
reason for providing forms is to make sure the consumer has access to a form
the lender/servicer has approved so as not to delay responding because of
arguments over the authorization form.
“3. Payment requirements. The servicer may specify
reasonable requirements for making payoff requests, such as
requiring requests to be in writing and directed to a mailing
address, e-mail address or fax number specified by the servicer or
orally to a telephone number specified by the servicer, or any other
reasonable requirement or method. If the consumer does not
469

New § 226.2(a)(6) provides two definitions of “business day” on for the purpose or
rights of rescission and TILA disclosures and one for other purposes. (See, discussion infra).
The following is the definition that probably applies to payoff statements: “‘Business Day’ means
a day on which the creditor's offices are open to the public for carrying on substantially all of its
business functions. If your business is only open Monday through Fridays, excluding legal
holidays, the days you are open would be business days. .
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follow these requirements, a longer time frame for responding
to the request would be reasonable.”
Comment: Because the Official Staff Commentary allows the
lender/servicer to specify reasonable requirements, it will be important for all
lender/servicer’s, particularly those with multiple addresses, P.O. boxes or
multiple offices, designate in the note or other separate document (e.g., loan
document or notice of transfer of servicing), the particular address (probably
including P.O. Boxes and mail drawers), e-mail addresses or fax numbers to
which requests for payoff should be sent. This is critical because of the new
relatively short response period. By requiring the borrower to make request for
payoff to a particular location, the lender/servicer can segregate these requests
from payments and other communications and isolate payoff requests that
require prompt action. Failure of the borrower to follow these reasonable
requirements will likely give the lender/servicer additional time to respond and
still be viewed as responding in a reasonable period of time.
“4. Accuracy of payoff statements. Payoff statements must be
accurate when issued.”
Comment Comparison of New Reg. Z and Cal. Civ. Code § 2943 (See
Comparison Chart – Below).
(a) When does Reg. Z § 35(c)(iii) vs. California Law
Apply?
California law will continue to apply all loans except for a consumer credit
transaction secured by a consumer's principal dwelling (e.g., purely commercial
loans).
(b) Timing of Response.
Civil Code § 2943(b)(1) a beneficiary/servicer shall, within 21 [calendar]
days of the receipt of a written demand by an entitled person or his or her
authorized agent, prepare and deliver to the person demanding it a true, correct,
and complete copy of the note or other evidence of indebtedness with any
modification thereto, and a beneficiary statement.” The new Reg. Z § 36(c)(iii)
provides a response in a “reasonable period of time” [5-business days being
presumed reasonable].
(c) Payoff Demands after Two Months Following a
Notice of Default.
New Reg. Z has no limits on when a payoff demand can be requested.
Civil Code § 2943(b)(2) – limits the time a borrower is entitled to a payoff
demand by statue to “any time before, or within two months after, the recording
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of a notice of default under a . . . deed of trust, or may otherwise be made more
than 30 days prior to the entry of the decree of foreclosure.” The deed of trust,
case law and the law relating to giving redemption number (payoff) may create
duties on the lender/servicer to provide a nonstatutory redemption (payoff)
demand even after the cut off in Civil Code § 2943..
(d) Copies of Note, Modifications and Deed of Trust.
Reg. Z § 36 and the Official Staff Commentary says nothing about the
lender/servicer providing a copy of the note, modifications or of the deed of trust
even if requested by the borrower.
Civil Code § 2943(b)(1) a requires a lender/servicer within 21 days of the
receipt of a written demand by an entitled person or his or her authorized agent,
to prepare and deliver to the person demanding it a true, correct, and complete
copy of the note or other evidence of indebtedness with any modification thereto,
and a beneficiary statement. It is unclear whether this applies to a payoff
demand. Civil Code § 2943(e)(2) provides, when either a demand for either a
beneficiary statement or a payoff demand statement is made: “[i]If the entitled
person or the entitled person's authorized agent includes in the written demand a
specific request for a copy of the deed of trust or mortgage, it shall be furnished
with the written statement at no additional charge.”
(e) Payoff Demand Fees.
New Reg. Z § 36(c)(1)(iii) is silent on whether a payoff demand fee is a
reasonable condition even if such fee is provided for in the deed of trust. The
issue is not addressed in the Official Staff Commentary. Section 36(c)(1)(iii) is
silent on beneficiary statements. Further, it is silent on payoff statements or
beneficiary statements requested by an entitled person other than the borrower
or the borrower’s agent. Keep in mind a new lender or refinance escrow, with
property proof of authority, are likely to be viewed as an agent for the borrower.
Civil Code § 2943(e)(6) permits the lender/servicer to charge a $30 payoff
statement fee (of beneficiary statement) for each payoff statement (or beneficiary
statement) provided. Nothing appears to limit charged for beneficiary statements
as opposed to beneficiary statements requested by the borrower and nothing
prohibits charging a fee to a junior lienholder or other entitled person requesting
a payoff demand or beneficiary statement.
(f) Borrowers Authorized Agents and Verification of
Authority.
Official Staff Commentary on Paragraph 36(c)(1)(iii) provides that the
lender/servicer may take reasonable measures to verify the identity of any
person acting on behalf of the consumer and to obtain the consumer's
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authorization to release information to any such person before the "reasonable
time" period begins to run.” (See, discussion above). Nothing addresses whether
a signed written authorization is a “reasonable measure”.
Civil Code § 2943(e)(3) provides that the lender/servicer may, before
delivering a statement, require reasonable proof that the person making the
demand is, in fact, an entitled person or an authorized agent of an entitled
person, in which event the beneficiary shall not be subject to the penalties until
21 days after receipt of such proof. It also provides that “a statement in writing
signed by the entitled person appointing an authorized agent when delivered
personally to the beneficiary or delivered by registered return receipt mail shall
constitute reasonable proof as to the identity of an agent.”
(g) Remedies for Mistaken Payoff Demands.
Official Staff Commentary on Paragraph 36(c)(1)(iii) merely states that
“[p]ayoff statements must be accurate when issued.” Nothing in the new Reg. Z
or in the Staff Commentary addresses what happens if the statement becomes
inaccurate shortly after issuance or how to handle mistaken payoff demands
(e.g., where an advance or other item is mistakenly left out of the payoff demand)
or the effect of an amended payoff demand submitted to the borrower or escrow
before the close of escrow.
Civil Code § 2943(d) provides:
“(1) A beneficiary statement or payoff demand statement may
be relied upon by the entitled person or his or her authorized agent
in accordance with its terms, including with respect to the payoff
demand statement reliance for the purpose of establishing the
amount necessary to pay the obligation in full. If the beneficiary
notifies the entitled person or his or her authorized agent of any
amendment to the statement, then the amended statement may be
relied upon by the entitled person or his or her authorized agent as
provided in this subdivision.
(2) If notification of any amendment to the statement is not
given in writing, then a written amendment to the statement shall be
delivered to the entitled person or his or her authorized agent no
later than the next business day after notification.
(3) Upon the dates specified in subparagraphs (A) and (B) any
sums that were due and for any reason not included in the
statement or amended statement shall continue to be recoverable
by the beneficiary as an unsecured obligation of the obligor
pursuant to the terms of the note and existing provisions of law.
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(A) If the transaction is voluntary, the entitled party or his or her
authorized agent may rely upon the statement or amended
statement upon the earlier of (i) the close of escrow, (ii) transfer of
title, or (iii) recordation of a lien.
(B) If the loan is subject to a recorded notice of default or a filed
complaint commencing a judicial foreclosure, the entitled party or
his or her authorized agent may rely upon the statement or
amended statement upon the acceptance of the last and highest
bid at a trustee's sale or a court supervised sale.”
(h) Penalties for Violation of Payoff Demand Rules.
Reg. Z § 36 and the Official Staff Commentary does not provide a penalty
for failure to comply. While it is not clear, it is possible that the creditor or
servicer may be liable for actual damages and not less than $400 or greater than
$4,000. (See, new TILA 1640(a)(2) effective 7-30-09; see discussion below
regarding penalties for Section 35 and Section 36 violations).
Civil Code § 2943(e)(5) provides that the beneficiary for is he/she “willfully
fails” (i.e., intentional failure to comply without just cause or excuse) to prepare
and deliver the statement, he or she is liable to the entitled person for:
•

All damages which he or she may sustain by reason of the refusal.

•

And, whether or not actual damages are sustained, for a $300 civil
penalty.
(i) Comparison Chart of Request for Payoff Demands
under New Reg Z vs. Cal. Civ. Code § 2943:

Feature
Covered Loans

Reg Z § 36
Only consumer credit
transactions secured by a
consumer's
principal
dwelling. Not limited to
RESPA transactions.
Who is entitled to make a The consumer/borrower
request for a payoff or any person acting on
statement?
behalf of the consumer.
Does not appear to cover
any other entitled person
(e.g., junior lien holder)
unless they are a person
acting on behalf of the
borrower.
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Civ. Code § 2943
Any loan.

Any entitled person or an
authorized agent of an
entitled person (i.e.,
means the trustor, or his
or her successor in
interest, any beneficiary
under a deed of trust,
any person having a
subordinate
lien
or
encumbrance of record
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thereon,
a
licensed
escrow holder, or the
party exempt by virtue of
Fin. Code § 17006 who
is acting as the escrow
holder.
What proof of authority Lender/servicer may take
can be required by reasonable measures to
lender/servicer.
verify the identity of any
person acting on behalf of
the consumer and to
obtain the consumer's
authorization to release
information to any such
person
before
the
"reasonable time" period
begins to run.”
lender/servicer may take
reasonable measures to
verify the identity of any
person acting on behalf of
the consumer and to
obtain the consumer's
authorization to release
information to any such
person
before
the
"reasonable time" period
begins to run.”
Creditor/Servicer time for Within a reasonable time
delivery
of
payoff after receiving a request
demand after request.
from the consumer or any
person acting on behalf of
the consumer.

Response Required.

Reverse mortgages

Same, but loans at or
above $250,000 are
exempt.
Loans on
property intended to be
used in the future as
owner-occupied
are
covered.
An accurate statement of Exempt
the
total
outstanding
balance that would be
required to satisfy the
consumer's obligation in
full as of a specified date
Exempt
Exempt
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(7)

Exclusions to New Reg. Z Servicing Requirement
(HELOCs).

D. Section 36 does not apply to a home equity line of credit
subject to § 226.5b. (Existing Reg. Z regulations.)Modification
and Extension Fees
Where the extension or modification is determined not to be a
“refinancing”, the lender is free to call a charge for extension a “fee” or “extension
fee” instead of a “finance charge” subject to new disclosures. (Jackson v.
American Loan Company, Inc. (2000) 202 F.3d 911, 913.) A fee for an extension
does not change the “original terms” of the loan. As stated by the Court of
Appeals in Jackson v. American Loan Company, Inc.:
“[I]f all that occurs is that the borrower and lender reach a
post-loan bargain in which the lender attaches a price to delay in
repayment, then the parties are free to call that price what they
want (provided, of course, that the price is accurately disclosed, as
it was here). That the term "extension fee" appears in a new
document does not matter, unless that document accompanies a
new loan (or the refinancing of an old one), and, as we have already held, the deferral does neither.”
Where a modification agreement recapitalized the arrearages on the
existing obligation and charged a $500 modification fee, the lender need not give
a new TIL disclosure or notice of right of rescission when the loan was modified.
(Sheppard v. GMAC (E.D. Penn. 2003) 299 B.R. 753, 760-764). “Generally
events subsequent to a consumer loan transaction do not affect the validity of the
initial disclosures or require the creditor to make further disclosures. 15 U.S.C. §
1634. The regulations, however, do define certain narrow circumstances where
further disclosure is mandated. They include certain residential mortgage and
variable rate transactions, 12 C.F.R. § 226.19; refinancings, assumptions, and
variable rate adjustments, 12 C.F.R. § 226.20; and circumstances where early
disclosures are rendered inaccurate prior to the date of consummation, 12 C.F.R.
226.17(f). Begala v. PNC Bank, National Association, 163 F.3d 948, 950 (6th Cir.
1998). (Id.)
Similarly, where a lender, after consummation, offered a borrower the
option of a payment holiday (i.e., allowing the borrower to miss his December
payment and extending the term by 1 month), for a $60.00 extension fee, the
Court of Appeal held that such a post-consummation modification is not a
“refinance” and does not require new TILA disclosures. (Begala v. PNC Bank,
National Association, supra at 951 following the holding in Bone v. Hibernia Bank
(9th Cir. 1974 493 F.2d 135, 140-141.)
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E. Where Addition funds are advanced.
Where additional funds are advanced to the borrower (as opposed to
capitalizing defaults under the existing obligation), the modification may be
considered a refinance. 470
10. Section 32 Loans -- Home Ownership and Equity Protection Act
(HOEPA).
The Home Ownership and Equity Protection Act (“HOEPA”) was passed in
1994, requiring additional disclosures for certain closed-end home mortgages
(and reverse-mortgages). 471 Section 32 generally applies to closed-end home
mortgages with interest rates and fees over a certain percentage or amount. The
Federal Reserve Board (“FRB”) added Subpart E to Reg. Z to help implement
section 32 (issued on March 22, 1995 and mandatory after October 1, 1995).
HOEPA was enacted as an amendment to TILA. 472
A. What Mortgages Are Covered By Section 32?
A section 32 loan is a “consumer credit transaction” secured by the
consumer’s principal dwelling, and in which either:
•

The APR at consummation will exceed by more than 10 percentage
points the yield on Treasury securities having comparable periods
of maturity to the loan maturity as of the 15th day of the month
immediately preceding the month in which the application for the
extension of credit is received by the creditor; or

•

The total points and fees payable by the consumer at or before the
loan closing will exceed the greater of 8% of the total loan amount
or $583 for loans after 1-1-09 (adjusted annually on January 1 for
subsequent years by the annual percentage change in the CPI
reported on the preceding June 1).

B. Section 32 Exemptions.
(1)

Residential Mortgage Transactions

Section 32 disclosure requirements do not apply to residential mortgage
transactions, a reverse mortgage transaction subject to Reg. Z (§ 226.33), or an
open-ended credit plan.
470

Sheppard v. GMAC (E.D. Penn. 2003) 299 B.R. 753, 762-764.
TILA §§ 103(aa), 103(bb), 129 and 138.
472
Holbert v. Fremont Investment and Loan (2009) 179 Cal.App.4th 1067, ___citing In re
Community Bank of Northern Virginia (3d Cir.2005) 418 F.3d 277, 304.)
471
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A “residential mortgage transaction” is “a transaction in which a mortgage,
deed of trust, purchase money security interest arising under an installment sales
contract, or equivalent consensual security interest is created or retained in the
consumer’s principal dwelling to finance the acquisition or initial construction of
that dwelling.” 473
(2)

Business Purpose Loan.

C. See discussion under Chapter on TILA.Section 32 Disclosure
Where a loan is subject to Section 32 (i.e., not exempt), a section 32
disclosure must be given in addition to the other Reg Z disclosures. (See, FRB
Form H-16). The disclosure sets forth mandatory notice language; the APR, the
Regular Payment and Variable Rate information where the loan involves a
variable rate.
D. Timing of the Section 32 Disclosure
The Section 32 disclosure must be made at least 3 business days prior to
consummation of the transaction. 474 If, before consummation, the creditor makes
any changes that affect the accuracy of the prior disclosures the creditor must
provide a new disclosure and a new 3-business day period would begin. 475
Under very limited circumstances new disclosures can be made by telephone. 476
Presumably, even if the creditor does not change the terms of the loan, if the
original H-16 disclosure was inaccurate, it must be given again and another 3business day period provided.
E. Waiver of Waiting Period under Section 32 Disclosure.
Reg Z § 226.31(c)(1)(iii) permits waiving of the 3-day waiting period under
circumstances similar to the waiver of the three-day waiting period for rescission
under Reg. Z § 226.15(e and Reg. Z § 226.23(e).
F. Limitations on Section 32 Loans (Prohibited Act).
Section 32 loans have limitations on balloon payments, negative
amortization, a payment schedule that consolidates more than two periodic
payments and pays them in advance from the proceeds, a default interest rate, a
refund calculated by a method less favorable than the actuarial method (see

473

Reg. Z § 226.32(a).
TILA § 129(b)(1); Reg. Z, § 226.32(c).
475
TILA § 129(b)(2).
476
TILA 129(b)(2)(B).
474
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code) for rebates of interest arising from a loan acceleration due to default and a
prepayment penalty with limited exceptions 477 .
(1)

Ability to Pay.

See, discussion below regarding ability to pay requirements under Section
35 as they also apply to Section 32 after 10-1-09.
New Regulations Z changes effective 10-1-09, removed the “pattern or
practice” requirement for borrower to prove he/she did not have the ability to pay,
making it easier for a borrower to prove the “ability to pay” requirement wasnot
met. 478
(2)

No Balloon Payment if Term is less than 5-years (7
years to Retain the Ability to Repay Presumption).

A loan with a term of less than 5-years may not contain a balloon payment
(i.e., payments must be fully amortized). The “regular periodic payment” (i.e.,
amortized payment) cannot be more than twice the amount of any other
payment. 479 Regulation Z § 226.34 sets out prohibited practices that apply to
Section 32 loans. Section 32 lenders are presumed to have complied with the
ability to pay requirements if the lender followings three designated underwriting
criteria. 480 However, the ability to repay presumption is lost if the loan term
is less than 7 years. Therefore, in most cases, Section 32 (and Section 35)
lenders will not want a balloon payment of less than 7 years.
Failure to disclose the balloon payment in the TILA disclosure (effective
10-1-09) will give the borrower an extended right of rescission. (See, discussion
above regarding required disclosures).
(3)

Assignee Liability.

Assignees may have liability concurrent with the original lender on both
TILA and non-TILA claims. (15 USC § 1641(d).)
(4)

Advance payments
payments.

limited

to

two

periodic

A section 32 loan may not have a payment schedule that consolidates
more than two periodic payments and pays them in advance from the proceeds
of the loan.
477

Reg Z § 226.32(d).
Reg Z § 34(a)(4).
479
Reg Z § 32(d)(1)(i) and Official Staff Commentary.
480
Reg Z § 34(a)(4)(i)-(iv).
478
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(5)

Payments to a Home Improvement Contractor.

Also, the creditor cannot pay a Home Improvement Contractor from the
proceeds of the loan unless the payment check is made payable to the consumer
or jointly to the consumer and the contractor; or through a third party escrow in
accordance with a written agreement signed by the consumer, by the creditor
and by the contractor prior to disbursement. 481
(6)

Limitations on Prepayment Penalties (New Reg. Z §
226.32 (Section 32 changes).

New Reg. Z § 225.32(d)(6) (becomes effective on 10-1-09) provides:
“Prepayment penalties. Except as allowed under paragraph
(d)(7) of this section [see below], a penalty for paying all or part of
the principal before the date on which the principal is due. A
prepayment penalty includes computing a refund of unearned
interest by a method that is less favorable to the consumer than the
actuarial method, as defined by section 933(d) of the Housing and
Community Development Act of 1992, 15 U.S.C. 1615(d).”
The bold-emphasis indicates only new change in this subparagraph. The
importance is that the lender is limited to calculated unearned interest to a
method less favorable than the “actuarial method”. 482
Comment: Both because this section is already existing law and because
the actuarial method is used by most brokers and CFLs making mortgage loans
in California, this should not be viewed as a substantive change.
New Reg. Z § 226.32(d)(7) (becomes effective on 10-1-09)provides:
“(7) Prepayment penalty exception. A mortgage transaction
subject to [section 32] may provide for a prepayment penalty
(including a refund calculated according to the rule of 78s)
otherwise permitted by law if, under the terms of the loan:
(i) The penalty will not apply after the two-year period following
consummation; [reduced from 5 years]
(ii) The penalty will not apply if the source of the prepayment
funds is a refinancing by the creditor or an affiliate of the creditor;
481

Reg. Z, § 226.32(e)(2).
The Housing and Community Development Act of 1992, 15 U.S.C. 1615(d)(1) defines
the “Actuarial method” as “the method of allocating payments made on a debt between the
amount financed and the finance charge pursuant to which a payment is applied first to the
accumulated finance charge and any remainder is subtracted from, or any deficiency is added to,
the unpaid balance of the amount financed.”
482
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(iii) At consummation, the consumer's total monthly debt
payments 483 (including amounts owed under the mortgage) do not
exceed 50 percent of the consumer's monthly gross income, as
verified in accordance with § 226.34(a)(4)(ii); and
(iv) The amount of the periodic payment of principal or interest
or both may not change during the four-year period following
consummation.”
(a) Official Staff Commentary on New § 32(d)(7)
Prepayment penalty exception.
“Paragraph 32(d)(7)(iii).
“1. Calculating debt-to-income ratio."Debt" does not include
amounts paid by the borrower in cash at closing or amounts from
the loan proceeds that directly repay an existing debt. Creditors
may consider combined debt-to-income ratios for transactions
involving joint applicants. For more information about obligations
and inflows that may constitute "debt" or "income" for purposes of §
226.32(d)(7)(iii), see comment 34(a)(4)-6 and comment
34(a)(4)(iii)(C)-1.
2. Verification. Creditors shall verify income in the manner
described in § 226.34(a)(4)(ii) and the related comments. Creditors
may verify debt with a credit report. However, a credit report may
not reflect certain obligations undertaken just before or at
consummation of the transaction and secured by the same dwelling
that secures the transaction. Section 226.34(a)(4) may require
creditors to consider such obligations; see comment 34(a)(4)-3 and
comment 34(a)(4)(ii)(C)-1.
3. Interaction with Regulation B. Section 226.32(d)(7)(iii) does
not require or permit the creditor to make inquiries or verifications
that would be prohibited by Regulation B, 12 CFR part 202.” [Equal
Credit Opportunity Act or “ECOA”].”
(7)

New Reg. Z § 225.32(d)(8) [Due-on-demand clauses]
(becomes effective on 10-1-09) provides:

“(8) Due-on-demand clause. A demand feature that permits the
creditor to terminate the loan in advance of the original maturity
date and to demand repayment of the entire outstanding balance,
except in the following circumstances:
483

“Monthly debt” clarified by adding word “payments” and added the reference to section
34(a)(4)(ii) was provided in place of “by the consumer's signed financial statement, a credit
report, and payment records for employment income.“
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(i) There is fraud or material misrepresentation by the
consumer in connection with the loan;
(ii) The consumer fails to meet the repayment terms of the
agreement for any outstanding balance; or
(iii) There is any action or inaction by the consumer that
adversely affects the creditor's security for the loan, or any right of
the creditor in such security.”
[No Official Staff Commentary].
Comment: If your note or deed of trust does not currently contain a clause
providing that borrower misrepresentation or fraud is a default under the note or
deed of trust, it should be added to the note or deed of trust. These provisions
are generally found in the deed of trust.
11. Section 35 Loans: Final Rules for Higher-Priced Mortgage Loans
and HOEPA Loans
12 CFR § 226.35 (Section 35 Loan) Prohibited acts or practices in
connection with a new category of loans called “higher-priced mortgage loans”
A. Definition of Higher-Priced Mortgage (“HPML”).
Reg. Z § 226.35(a) defines Higher-priced mortgage loans (“HPMLs”) as
follows:
•

A consumer credit transaction (i.e., for “personal, family or
household purposes) secured by the consumer's principal dwelling;

•

With an annual percentage rate that exceeds the average prime
offer rate for a comparable transaction as of the date the interest
rate is set by 1.5 or more percentage points for loans secured by a
first lien on a dwelling, or by 3.5 or more percentage points for
loans secured by a subordinate lien on a dwelling.

Comment: Based upon these triggers it is likely that almost all private
money loans (which tend to be fixed rate, but higher interest rate loan) made or
arranged by mortgage brokers will be Section 35 Higher-Priced Mortgage Loans.
These triggers are likely to subsume many Alt-A and all sub-prime loans.
Unlike amended Reg. Z 226.19 [disclosures], nothing in § 35 limits a
HPML to loans covered by RESPA although most loans covered by § 35 will also
be covered by RESPA.
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B. Definition of "Average prime offer rate” Rate.
Reg. Z § 226.35(a) defines "Average prime offer rate" as:
“[a]n annual percentage rate that is derived from average
interest rates, points, and other loan pricing terms currently offered
to consumers by a representative sample of creditors for mortgage
transactions that have low-risk pricing characteristics. The Board
publishes average prime offer rates for a broad range of types of
transactions in a table updated at least weekly as well as the
methodology the Board uses to derive these rates.”
(1)

Average prime Offer Rate (Table Provided by
Board).

The concept of “Average prime offer rate” which are APRs derived from
average interest rates, points, and other loan pricing terms currently offered to
consumers by a representative sample of creditors for mortgage transactions that
have low-risk pricing characteristics. Other pricing terms include commonly used
indices, margins, and initial fixed-rate periods for variable-rate transactions.
Relevant pricing characteristics include a consumer’s credit history and
transaction characteristics such as the loan-to-value ratio, owner-occupant
status, and purpose of the transaction. To obtain average prime offer rates, the
Board uses a survey of creditors that both meets the criteria of § 226.35(a)(2)
and provides pricing terms for at least two types of variable-rate transactions and
at least two types of non-variable-rate transactions.
(2)

Board Table.

The Board publishes on the Internet, in table form, average prime offer
rates for a wide variety of transaction types. The Board calculates an annual
percentage rate, consistent with Regulation Z (see § 226.22 and appendix J), for
each transaction type for which pricing terms are available from a survey. The
Board estimates annual percentage rates for other types of transactions for
which direct survey data are not available based on the loan pricing terms
available in the survey and other information. The Board publishes on the
Internet the methodology it uses to arrive at these estimates.
The same standards are used for HMDA reporting based upon new Reg.
73 Fed. Reg. No. 207, 63329. The Federal Financial Institutions Examination
Council (“FFIEC”) provides on its website a “New FFIEC Rate Spread calculator
for loans where applications are taken after 10-1-09. Since the same standards
are used for HMDA reporting, lenders and brokers should be able to use the new
calculator to determine whether a loan is covered by Section 35. The new rate
calculator can be found at: http://www.ffiec.gov/ratespread/newcalc.aspx. The
following shows what you should see on the FFIEC website:
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C. Exclusions from Higher-Priced Mortgage Loans (Reg. Z §
226.35(a)(3).)
The term "higher-priced mortgage loan" does not include:
•

A transaction to finance the initial construction of a dwelling;

•

A temporary or "bridge" loan with a term of twelve months or less,
such as a loan to purchase a new dwelling where the consumer
plans to sell a current dwelling within twelve months;

•

A reverse-mortgage transaction subject to § 226.33; or,

•

A home equity line of credit subject to § 226.5b.

D. Rules for Higher-Priced Mortgage Loans.
Reg. Z § 226.35(b) provides the following rules for higher-priced mortgage
loans:
(1)

Repayment ability (becomes effective on 10-1-09)
and applies to Section 32 and Section 35 loans.
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A creditor shall not extend credit based on the value of the consumer's
collateral without regard to the consumer's repayment ability as of
consummation as provided in § 226.34(a)(4).
New Section 34 provides:
“(a) Prohibited acts or practices for loans subject to § 226.32. A
creditor extending mortgage credit subject to § 226.32 shall not-[Section 34(1)-(3) omitted as it is unchanged]
(4) Repayment ability. Extend credit subject to § 226.32 to a
consumer based on the value of the consumer's collateral
without regard to the consumer's repayment ability as of
consummation, including the consumer's current and reasonably
expected income, employment, assets other than the collateral,
current obligations, and mortgage-related obligations.”
[Emphasis added].
Comment: These rules apply to both Section 32 and Section 35 loans.
While the prohibition in Section 32 against purely “equity loans” without regard to
the consumer’s ability to repay is not new, this new provision removes prior
language requiring a showing that the lender “engaged in a pattern and
practice of extending” section 32 loans based upon the collateral instead of the
consumer’s ability to repay. This makes it much easier for a consumer prove a
violation as he/she need only prove that the credit was extended based upon the
value of the collateral without considering his/her ability to pay in the actual loan
made to the consumer and not as a pattern and practice of making such loans.
Section 34 continues stating:
“(i) Mortgage-related obligations. For purposes of this
[Section 34(a)(4) above], mortgage-related obligations are
expected property taxes, premiums for mortgage-related
insurance required by the creditor as set forth in § 226.35(b)(3)(i)
[new escrow/impound section], and similar expenses.”
“(ii) Verification of repayment ability. Under [section 34(a)(4)]
a creditor must verify the consumer's repayment ability as follows:
(A) A creditor must verify amounts of income or assets that it
relies on to determine repayment ability, including expected income
or assets, by the consumer's Internal Revenue Service Form W-2,
tax returns, payroll receipts, financial institution records, or other
third-party documents that provide reasonably reliable evidence of
the consumer's income or assets.
(B) Notwithstanding [Section (a)(4)(ii)(A) above], a creditor has
not violated [the verification requirements] if the amounts of income
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and assets that the creditor relied upon in determining repayment
ability are not materially greater than the amounts of the
consumer's income or assets that the creditor could have verified
pursuant to [Section 34 (a)(4)(ii)(A)] at the time the loan was
consummated.
(C) A creditor must verify the consumer's current obligations.
(iii) Presumption of compliance. A creditor is presumed to have
complied with [Section 34(a)(4)] with respect to a transaction if the
creditor:
(A) Verifies the consumer's repayment ability as provided in
paragraph (a)(4)(ii) [discussed above];
(B) Determines the consumer's repayment ability using the
largest payment of principal and interest scheduled in the first
seven years following consummation and taking into account
current obligations and mortgage-related obligations as defined in
paragraph (a)(4)(i); and
(C) Assesses the consumer's repayment ability taking into
account at least one of the following: The ratio of total debt
obligations to income, or the income the consumer will have after
paying debt obligations.
(iv)
Exclusions
from
presumption
of
compliance.
Notwithstanding the previous paragraph, no presumption of
compliance is available for a transaction for which:
(A) The regular periodic payments for the first seven years
would cause the principal balance to increase; [i.e., no negative
amortization] or
(B) The term of the loan is less than seven years and the
regular periodic payments when aggregated do not fully
amortize the outstanding principal balance.
(v) Exemption. This paragraph (a)(4) [i.e., repayment ability]
does not apply to temporary or “bridge” loans with terms of
twelve months or less, such as a loan to purchase a new dwelling
where the consumer plans to sell a current dwelling within twelve
months.
(b) Prohibited acts or practices for dwelling-secured loans;
open-end credit. In connection with credit secured by the
consumer's dwelling that does not meet the definition in §
226.2(a)(20) [e.g., open-ended credit], a creditor shall not
structure a home-secured loan as an open-end plan to evade the
requirements of § 226.32.”
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[Emphasis Added].
(2)

Prepayment penalties. (Reg. Z 266.35(b)(2).)

A [HPML] may not include a penalty described by § 226.32(d)(6) unless:
•

The penalty is otherwise permitted by law [i.e., cannot violate state
law or other regulations], including § 226.32(d)(7) [i.e., Section 32]
if the loan is a mortgage transaction described in § 226.32(a);
and

•

Under the terms of the loan-o The penalty will not apply after the two-year period following
consummation;
o The penalty will not apply if the source of the prepayment
funds is a refinancing by the creditor or an affiliate of the
creditor; and,
o The amount of the periodic payment of principal or interest
or both may not change during the four-year period following
consummation.

Comment: Reg Z § 226.23 now includes all disclosures and limitations
under Reg Z § 226.32(c) and (d) (including balloon payments and prepayment
penalties for a Section 32 loan) and 226.35(b)(2) (prepayment penalties for a
Section 35 loan) as material disclosures. 484 As such failure to make these
material disclosures will give the borrower an extended right of rescission. That
is, the right to rescind is midnight of the third business day following
consummation, delivery of the notice of right of rescission, or delivery of all
material disclosures, n48 whichever occurs last.485
(3)

Balloon Payments.

Not Prohibited. However, the ability to repay presumption will be lost
if the loan term is less than 7 years. Therefore, in most cases, Section 35
(and Section 32) lenders will not want a balloon payment of less than 7 years.
(4)

Escrows (Failure to escrow for property taxes and
insurance) (Reg. Z § 266.35(b)(3).)

Except as provided in §226.35(b)(3)(ii) [exceptions for condominiums and
cooperatives discussed below], a creditor may not extend a loan secured by a
484
485

Reg Z § 226.23, n. 48, as of 10-1-09.
Reg Z § 226.23(a)(3) n.48 as of 10-1-09.
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first lien on a principal dwelling unless an escrow account is established
before consummation for payment of property taxes and premiums for
mortgage-related insurance required by the creditor, such as insurance against
loss of or damage to property, or against liability arising out of the ownership or
use of the property, or insurance protecting the creditor against the consumer's
default or other credit loss.
(a) Cancellation of Escrow Account.
A creditor or servicer may permit a consumer to cancel the escrow
account (required § 266.35b)(3)(i)) [for taxes and required insurance] only in
response to a consumer's dated written request to cancel the escrow account
that is received no earlier than 365 days after consummation.
(b) Definition of escrow account.
For purposes of § 35, "escrow account" shall have the same meaning as
in 24 CFR 3500.17(b) as amended (i.e., RESPA Reg. X). 24 CFR 3500.17(b)
provides that:
“Escrow account means any account that a servicer establishes
or controls on behalf of a borrower to pay taxes, insurance
premiums (including flood insurance), or other charges with respect
to a federally related mortgage loan, including charges that the
borrower and servicer have voluntarily agreed that the servicer
should collect and pay. The definition encompasses any account
established for this purpose, including a "trust account", "reserve
account", "impound account", or other term in different localities. An
"escrow account" includes any arrangement where the servicer
adds a portion of the borrower's payments to principal and
subsequently deducts from principal the disbursements for escrow
account items. For purposes of this section, the term "escrow
account" excludes any account that is under the borrower's total
control.”
For an expanded explanation of “Escrow” or “Impound” accounts, see the Fall
2008 CMA Program materials on “Major Changes in RESPA, HOEPA, and Loan
Servicing (Part I Impounds and Servicing)”
Comment: Do not confuse the RESPA definition of “escrow account” which
includes voluntary (non-required) “escrow accounts” as well as “escrow
accounts” mandated by § 35 or by other laws. This definition is merely a broad
definition of what is an “escrow account”.
(5)

Evasion; open-end credit (i.e., HELOCS).
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In connection with credit secured by a consumer's principal dwelling that
does not meet the definition of open-end credit in § 226.2(a)(20), a creditor shall
not structure a home-secured loan as an open-end plan to evade the
requirements of § 35.
Reg. Z § 226.2(a)(20) provides that:
Open-end credit means consumer credit extended by a creditor under a
plan in which:
(i) The creditor reasonably contemplates repeated transactions;
(ii) The creditor may impose a finance charge from time to time on an
outstanding unpaid balance; and
(iii) The amount of credit that may be extended to the consumer during
the term of the plan (up to any limit set by the creditor) is generally made
available to the extent that any outstanding balance is repaid.
Comment: There was not Official Staff Commentary provided for this provision.
12. Advertising under TILA.
A. Advertising Rules for Open-End Home-Equity Plans-- §
226.16 (Changes Effective 10-1-09)
Reg. Z § 226.16 (advertising for open-end Loans e.g., HELOCS)
subparagraphs “(a) Actually available terms”; “(b) Advertisement of terms that
require additional disclosures” and “(c) Catalogs or other multiple-page
advertisements; electronic advertisements” were not changed by the new Reg. Z
amendments.
Reg. Z § 226.16 subparagraph (d) was extensively amended and
subparagraph (e) was added.
(1)

Amended Reg. Z § 16(d) (Changes Effective 10-109).

Amended Reg. Z § 16(d) (“Additional Requirements for home equity plans
i.e., HELOCs) now provides [All bold+italicized material is new; italicize alone
is not new]:
“(d) Additional requirements for home equity plans-(1) Advertisement of terms that require additional disclosures. If
any of the terms required to be disclosed under § 226.6(a) or (b)
[initial and periodic disclosures] or the payment terms of the plan
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are set forth, affirmatively or negatively, in an advertisement for a
home equity plan subject to the requirements of § 226.5b
[requirements for home equity plans], the advertisement also shall
clearly and conspicuously set forth the following:
(i) Any loan fee that is a percentage of the credit limit under the
plan and an estimate of any other fees imposed for opening the
plan, stated as a single dollar amount or a reasonable range.
(ii) Any periodic rate used to compute the finance charge,
expressed as an annual percentage rate as determined under
section § 226.14(b).[n 486 ]
(iii) The maximum annual percentage rate that may be imposed
in a variable-rate plan.
(2) Discounted and premium rates. If an advertisement states
an initial annual percentage rate that is not based on the index and
margin used to make later rate adjustments in a variable-rate plan,
the advertisement also shall state with equal prominence and in
close proximity to the initial rate:
(i) The period of time such initial rate will be in effect; and
(ii) A reasonably current annual percentage rate that would
have been in effect using the index and margin.
(3) Balloon payment. If an advertisement contains a statement
of any minimum periodic payment and a balloon payment may
result if only the minimum periodic payments are made, even if
such a payment is uncertain or unlikely, the advertisement also
shall state with equal prominence and in close proximity to the
minimum periodic payment statement that a balloon payment
may result, if applicable. [FN36e] 487 A balloon payment results if
paying the minimum periodic payments does not fully
amortize the outstanding balance by a specified date or time,
and the consumer is required to repay the entire outstanding
486

Section 226.14(b) provides that the “annual percentage rate” [APR] for 226.5b
[HELOC] disclosures, for initial disclosures and for advertising purposes. “Where one or more
periodic rates may be used to compute the finance charge, the annual percentage rate(s) to be
disclosed for purposes of [HELOCs] shall be computed by multiplying each periodic rate by the
number of periods in a year.” As noted in the Official Staff Commentary: “1. Corresponding
annual percentage rate computation. For purposes of [HELOCs], the annual percentage rate is
determined by multiplying the periodic rate by the number of periods in the year. This
computation reflects the fact that, in such disclosures, the rate (known as the corresponding
annual percentage rate) is prospective and does not involve any particular finance charge or
periodic balance. This computation also is used to determine any annual percentage rate for oral
disclosures under § 226.26(a).”
487
Whenever the Official Staff Commentary refers to [FN], this is a reference to a
footnote.
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balance at such time. If a balloon payment will occur when the
consumer makes only the minimum payments required under
the plan, an advertisement for such a program which contains
any statement of any minimum periodic payment shall also
state with equal prominence and in close proximity to the
minimum periodic payment statement:
(i) That a balloon payment will result; and
(ii) The amount and timing of the balloon payment that will
result if the consumer makes only the minimum payments for
the maximum period of time that the consumer is permitted to
make such payments.
(4) Tax implications. An advertisement that states that any
interest expense incurred under the home-equity plan is or may be
tax deductible may not be misleading in this regard. If an
advertisement distributed in paper form or through the Internet
(rather than by radio or television) is for a home-equity plan
secured by the consumer's principal dwelling, and the
advertisement states that the advertised extension of credit
may exceed the fair market value of the dwelling, the
advertisement shall clearly and conspicuously state that:
(i) The interest on the portion of the credit extension that is
greater than the fair market value of the dwelling is not tax
deductible for Federal income tax purposes; and
(ii) The consumer should consult a tax adviser for further
information regarding the deductibility of interest and charges.
(5) Misleading terms. An advertisement may not refer to a
home equity plan as “free money” or contain a similarly misleading
term.
(6) Promotional rates and payments-(i) Definitions. The following definitions apply for purposes
of paragraph (d)(6) of this section:
(A) Promotional rate. The term “promotional rate” means,
in a variable-rate plan, any annual percentage rate that is not
based on the index and margin that will be used to make rate
adjustments under the plan, if that rate is less than a
reasonably current annual percentage rate that would be in
effect under the index and margin that will be used to make
rate adjustments under the plan.
(B) Promotional payment. The term “promotional payment”
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(1) For a variable-rate plan, any minimum payment
applicable for a promotional period that:
(i) Is not derived by applying the index and margin to the
outstanding balance when such index and margin will be used
to determine other minimum payments under the plan; and
(ii) Is less than other minimum payments under the plan
derived by applying a reasonably current index and margin
that will be used to determine the amount of such payments,
given an assumed balance.
(2) For a plan other than a variable-rate plan, any minimum
payment applicable for a promotional period if that payment is
less than other payments required under the plan given an
assumed balance.
(C) Promotional period. A “promotional period” means a
period of time, less than the full term of the loan, that the
promotional rate or promotional payment may be applicable.
(ii) Stating the promotional period and post-promotional
rate or payments. If any annual percentage rate that may be
applied to a plan is a promotional rate, or if any payment
applicable to a plan is a promotional payment, the following
must be disclosed in any advertisement, other than television
or radio advertisements, in a clear and conspicuous manner
with equal prominence and in close proximity to each listing of
the promotional rate or payment:
(A) The period of time during which the promotional rate or
promotional payment will apply;
(B) In the case of a promotional rate, any annual
percentage rate that will apply under the plan. If such rate is
variable, the annual percentage rate must be disclosed in
accordance with the accuracy standards in §§ 226.5b, or
226.16(b)(1)(ii) as applicable; and
(C) In the case of a promotional payment, the amounts and
time periods of any payments that will apply under the plan. In
variable-rate transactions, payments that will be determined
based on application of an index and margin shall be
disclosed based on a reasonably current index and margin.
(iii) Envelope excluded. The requirements in paragraph
(d)(6)(ii) of this section do not apply to an envelope in which
an application or solicitation is mailed, or to a banner
advertisement or pop-up advertisement linked to an
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application
or
solicitation
[Emphasis/bold added].
(2)

provided

electronically.”

Amended Reg. Z § 16(e) –Added provision – New
(effective Oct. 1, 2009).

Amended Reg. Z § 16 added subparagraph (e) which provides:
“(e) Alternative disclosures--television or radio advertisements.
An advertisement for a home-equity plan subject to the
requirements of § 226.5b made through television or radio stating
any of the terms requiring additional disclosures under paragraph
(b) or (d)(1) of this section may alternatively comply with paragraph
(b) or (d)(1) of this section by stating the information required by
paragraph (b)(2) of this section or paragraph (d)(1)(ii) of this
section, as applicable, and listing a toll-free telephone number, or
any telephone number that allows a consumer to reverse the phone
charges when calling for information, along with a reference that
such number may be used by consumers to obtain additional cost
information.”
(3)

Official Staff Commentary on Amended Reg. Z § 16
(Changes Effective 10-1-09).

Section 226.16—Advertising [Some provisions were added others were
merely revised or renumbered]
“1. Clear and conspicuous standard--general. Section 226.16 is
subject to the general "clear and conspicuous" standard for
subpart B (see § 226.5(a)(1)) but prescribes no specific rules for
the format of the necessary disclosures, aside from the format
requirements related to the disclosure of a promotional rate under §
226.16(d)(6). Aside from the terms described in § 226.16(d)(6), the
credit terms need not be printed in a certain type size nor need they
appear in any particular place in the advertisement.
2. Clear and conspicuous standard--promotional rates or
payments for home-equity plans. For purposes of § 226.16(d)(6), a
clear and conspicuous disclosure means that the required
information in § 226.16(d)(6)(ii)(A)-(C) is disclosed with equal
prominence and in close proximity to the promotional rate or
payment to which it applies. If the information in §
226.16(d)(6)(ii)(A)-(C) is the same type size and is located
immediately next to or directly above or below the promotional rate
or payment to which it applies, without any intervening text or
graphical displays, the disclosures would be deemed to be equally
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prominent and in close proximity. Notwithstanding the above, for
electronic advertisements that disclose promotional rates or
payments, compliance with the requirements of § 226.16(c) is
deemed to satisfy the clear and conspicuous standard.
3. Clear and conspicuous standard--Internet advertisements for
home-equity plans. For purposes of this section, a clear and
conspicuous disclosure for visual text advertisements on the
Internet for home-equity plans subject to the requirements of §
226.5b means that the required disclosures are not obscured
by techniques such as graphical displays, shading, coloration,
or other devices and comply with all other requirements for
clear and conspicuous disclosures under § 226.16(d). See also
comment 16(c)(1)-2.
4.
Clear
and
conspicuous
standard--televised
advertisements for home-equity plans. For purposes of this section,
including alternative disclosures as provided for by § 226.16(e), a
clear and conspicuous disclosure in the context of visual text
advertisements on television for home-equity plans subject to
the requirements of § 226.5b means that the required
disclosures are not obscured by techniques such as graphical
displays, shading, coloration, or other devices, are displayed
in a manner that allows for a consumer to read the information
required to be disclosed, and comply with all other
requirements for clear and conspicuous disclosures under §
226.16(d). For example, very fine print in a television advertisement
would not meet the clear and conspicuous standard if consumers
cannot see and read the information required to be disclosed.
5. Clear and conspicuous standard--oral advertisements for
home-equity plans. For purposes of this section, including
alternative disclosures as provided for by § 226.16(e), a clear and
conspicuous disclosure in the context of an oral advertisement
for home-equity plans subject to the requirements of § 226.5b,
whether by radio, television, the Internet, or other medium, means
that the required disclosures are given at a speed and volume
sufficient for a consumer to hear and comprehend them. For
example, information stated very rapidly at a low volume in a radio
or television advertisement would not meet the clear and
conspicuous standard if consumers cannot hear and comprehend
the information required to be disclosed.
6. Expressing the annual percentage rate in abbreviated
form. Whenever the annual percentage rate is used in an
advertisement for open-end credit, it may be expressed using a
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readily understandable abbreviation such as “APR“.”
B. Advertising Rules for Closed-End Credit -- § 226.24 (Changes
Effective 10-1-09)
Reg. Z § 226.24 (advertising for closed-end) subparagraphs “(a) Actually
available terms”; “(b) Advertisement of rate of finance charge.” and “(c)
Advertisement of terms that require additional disclosures” and “(d) Catalogs or
other multiple-page advertisements; electronic advertisements” contain a number
of minor changes in the new Reg. Z amendments.
However, a new
subparagraph (b) was added and old (b)-(d) are renumbers in the new Reg. Z
amendments as subparagraphs (c)-(e). The new Reg. Z amendments add
extensive amendments in a new subparagraph (f).
Reg. Z § 226.24 provides:
“(a) Actually available terms. If an advertisement for credit
states specific credit terms, it shall state only those terms that
actually are or will be arranged or offered by the creditor.
(b) Clear and conspicuous standard. Disclosures required
by this section shall be made clearly and conspicuously.
(c) Advertisement of rate of finance charge. If an advertisement
states a rate of finance charge, it shall state the rate as an “annual
percentage rate,” using that term. If the annual percentage rate
may be increased after consummation, the advertisement shall
state that fact. If an advertisement is for credit not secured by a
dwelling, the advertisement shall not state any other rate, except
that a simple annual rate or periodic rate that is applied to an
unpaid balance may be stated in conjunction with, but not more
conspicuously than, the annual percentage rate. If an
advertisement is for credit secured by a dwelling, the
advertisement shall not state any other rate, except that a
simple annual rate that is applied to an unpaid balance may be
stated in conjunction with, but not more conspicuously than,
the annual percentage rate.
(d) Advertisement of terms that require additional disclosures-(1) Triggering terms. If any of the following terms is set forth in
an advertisement, the advertisement shall meet the requirements of
paragraph (d)(2) of this section:
(i) The amount or percentage of any downpayment.
(ii) The number of payments or period of repayment.
(iii) The amount of any payment.
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(iv) The amount of any finance charge.
(2) Additional terms. An advertisement stating any of the
terms in paragraph (d)(1) of this section shall state the following
terms, [FN49] as applicable (an example of one or more typical
extensions of credit with a statement of all the terms
applicable to each may be used):
(i) The amount or percentage of the downpayment.
(ii) The terms of repayment, which reflect the repayment
obligations over the full term of the loan, including any balloon
payment.
(iii) The “annual percentage rate,” using that term, and, if the
rate may be increased after consummation, that fact.
(e) Catalogs or other multiple-page advertisements; electronic
advertisements-(1) If a catalog or other multiple-page advertisement, or an
electronic advertisement (such as an advertisement appearing on
an Internet Web site), gives information in a table or schedule in
sufficient detail to permit determination of the disclosures required
by paragraph (d)(2) of this section [i.e., addition terms when trigger
term is used], it shall be considered a single advertisement if-(i) The table or schedule is clearly and conspicuously set forth;
and
(ii) Any statement of the credit terms in paragraph (d)(1) [trigger
terms] of this section appearing anywhere else in the catalog or
advertisement clearly refers to the page or location where the table
or schedule begins.
(2) A catalog or other multiple-page advertisement or an
electronic advertisement (such as an advertisement appearing on
an Internet Web site) complies with paragraph (d)(2) [i.e., addition
terms when trigger term is used] of this section if the table or
schedule of terms includes all appropriate disclosures for a
representative scale of amounts up to the level of the more
commonly sold higher-priced property or services offered.
(f) Disclosure of Rates and Payments in Advertisements
for Credit Secured by a Dwelling.
(1) Scope. The requirements of this paragraph apply to any
advertisement for credit secured by a dwelling, other than
television or radio advertisements, including promotional
materials accompanying applications.
(2) Disclosure of rates-© 2010 Adleson, Hess & Kelly P.C.
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(i) In general. If an advertisement for credit secured by a
dwelling states a simple annual rate of interest and more than
one simple annual rate of interest will apply over the term of
the advertised loan, the advertisement shall disclose in a clear
and conspicuous manner:
(A) Each simple annual rate of interest that will apply. In
variable-rate transactions, a rate determined by adding an
index and margin shall be disclosed based on a reasonably
current index and margin;
(B) The period of time during which each simple annual
rate of interest will apply; and
(C) The annual percentage rate for the loan. If such rate is
variable, the annual percentage rate shall comply with the
accuracy standards in §§ 226.17(c) and 226.22.
(ii) Clear and conspicuous requirement. For purposes of
paragraph (f)(2)(i) of this section, clearly and conspicuously
disclosed means that the required information in paragraphs
(f)(2)(i)(A) through (C) shall be disclosed with equal
prominence and in close proximity to any advertised rate that
triggered the required disclosures. The required information in
paragraph (f)(2)(i)(C) may be disclosed with greater
prominence than the other information.
(3) Disclosure of payments-(i) In general. In addition to the requirements of paragraph
(c) of this section, if an advertisement for credit secured by a
dwelling states the amount of any payment, the advertisement
shall disclose in a clear and conspicuous manner:
(A) The amount of each payment that will apply over the
term of the loan, including any balloon payment. In variablerate transactions, payments that will be determined based on
the application of the sum of an index and margin shall be
disclosed based on a reasonably current index and margin;
(B) The period of time during which each payment will
apply; and
(C) In an advertisement for credit secured by a first lien on
a dwelling, the fact that the payments do not include amounts
for taxes and insurance premiums, if applicable, and that the
actual payment obligation will be greater.
(ii) Clear and conspicuous requirement. For purposes of
paragraph (f)(3)(i) [where amount of payment is stated] of this
section, a clear and conspicuous disclosure means that the
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required information in paragraphs (f)(3)(i)(A) and (B)
[additional payment disclosures] shall be disclosed with equal
prominence and in close proximity to any advertised payment
that triggered the required disclosures, and that the required
information in paragraph (f)(3)(i)(C) [i.e., disclosure that
payment does not include amounts for taxes and insurance]
shall be disclosed with prominence and in close proximity to
the advertised payments.
(4) Envelope excluded. The requirements in paragraphs
(f)(2) and (f)(3) of this section do not apply to an envelope in
which an application or solicitation is mailed, or to a banner
advertisement or pop-up advertisement linked to an
application or solicitation provided electronically.
(g)
Alternative
disclosures--television
or
radio
advertisements. An advertisement made through television or
radio stating any of the terms requiring additional disclosures
under paragraph (d)(2) [additional disclosures after trigger
term is used] of this section may comply with paragraph (d)(2)
of this section either by:
(1) Stating clearly and conspicuously each of the
additional disclosures required under paragraph (d)(2) of this
section; or
(2) Stating clearly and conspicuously the information
required by paragraph (d)(2)(iii) of this section [APR and, when
applicable, the fact that it may increase after consummation]
and listing a toll-free telephone number, or any telephone
number that allows a consumer to reverse the phone charges
when calling for information, along with a reference that such
number may be used by consumers to obtain additional cost
information.
(h) Tax implications. If an advertisement distributed in
paper form or through the Internet (rather than by radio or
television) is for a loan secured by the consumer's principal
dwelling, and the advertisement states that the advertised
extension of credit may exceed the fair market value of the
dwelling, the advertisement shall clearly and conspicuously
state that:
(1) The interest on the portion of the credit extension that
is greater than the fair market value of the dwelling is not tax
deductible for Federal income tax purposes; and
(2) The consumer should consult a tax adviser for further
information regarding the deductibility of interest and charges.
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(i) Prohibited acts or practices in advertisements for credit
secured by a dwelling. The following acts or practices are
prohibited in advertisements for credit secured by a dwelling:
(1) Misleading advertising of “fixed” rates and payments.
Using the word “fixed” to refer to rates, payments, or the
credit transaction in an advertisement for variable-rate
transactions or other transactions where the payment will
increase, unless:
(i) In the case of an advertisement solely for one or more
variable-rate transactions,
(A) The phrase “Adjustable-Rate Mortgage,” “Variable-Rate
Mortgage,” or “ARM” appears in the advertisement before the
first use of the word “fixed” and is at least as conspicuous as
any use of the word “fixed” in the advertisement; and
(B) Each use of the word “fixed” to refer to a rate or
payment is accompanied by an equally prominent and closely
proximate statement of the time period for which the rate or
payment is fixed, and the fact that the rate may vary or the
payment may increase after that period;
(ii) In the case of an advertisement solely for non-variablerate transactions where the payment will increase (e.g., a
stepped-rate mortgage transaction with an initial lower
payment), each use of the word “fixed” to refer to the payment
is accompanied by an equally prominent and closely
proximate statement of the time period for which the payment
is fixed, and the fact that the payment will increase after that
period; or
(iii) In the case of an advertisement for both variable-rate
transactions and non-variable-rate transactions,
(A) The phrase “Adjustable-Rate Mortgage,” “Variable-Rate
Mortgage,” or “ARM” appears in the advertisement with equal
prominence as any use of the term “fixed,” “Fixed-Rate
Mortgage,” or similar terms; and
(B) Each use of the word “fixed” to refer to a rate, payment,
or the credit transaction either refers solely to the transactions
for which rates are fixed and complies with paragraph (i)(1)(ii)
of this section [step rate fixed payments with an initial lower
payment]], if applicable, or, if it refers to the variable-rate
transactions, is accompanied by an equally prominent and
closely proximate statement of the time period for which the
rate or payment is fixed, and the fact that the rate may vary or
the payment may increase after that period.
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(2) Misleading comparisons in advertisements. Making any
comparison in an advertisement between actual or
hypothetical credit payments or rates and any payment or
simple annual rate that will be available under the advertised
product for a period less than the full term of the loan, unless:
(i) In general. The advertisement includes a clear and
conspicuous comparison to the information required to be
disclosed under sections 226.24(f)(2) and (3) [i.e., disclosure of
rates and disclosure of payments]; and
(ii) Application to variable-rate transactions. If the
advertisement is for a variable-rate transaction, and the
advertised payment or simple annual rate is based on the
index and margin that will be used to make subsequent rate or
payment adjustments over the term of the loan, the
advertisement includes an equally prominent statement in
close proximity to the payment or rate that the payment or rate
is subject to adjustment and the time period when the first
adjustment will occur.
(3) Misrepresentations about government endorsement.
Making any statement in an advertisement that the product
offered is a “government loan program”, “governmentsupported loan”, or is otherwise endorsed or sponsored by
any federal, state, or local government entity, unless the
advertisement is for an FHA loan, VA loan, or similar loan
program that is, in fact, endorsed or sponsored by a federal,
state, or local government entity.
(4) Misleading use of the current lender's name. Using the
name of the consumer's current lender in an advertisement
that is not sent by or on behalf of the consumer's current
lender, unless the advertisement:
(i) Discloses with equal prominence the name of the
person or creditor making the advertisement; and
(ii) Includes a clear and conspicuous statement that the
person making the advertisement is not associated with, or
acting on behalf of, the consumer's current lender.
(5) Misleading claims of debt elimination. Making any
misleading claim in an advertisement that the mortgage
product offered will eliminate debt or result in a waiver or
forgiveness of a consumer's existing loan terms with, or
obligations to, another creditor.
(6) Misleading use of the term “counselor”. Using the term
“counselor” in an advertisement to refer to a for-profit
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mortgage broker or mortgage creditor, its employees, or
persons working for the broker or creditor that are involved in
offering, originating or selling mortgages.
(7) Misleading foreign-language advertisements. Providing
information about some trigger terms or required disclosures,
such as an initial rate or payment, only in a foreign language in
an advertisement, but providing information about other
trigger terms or required disclosures, such as information
about the fully-indexed rate or fully amortizing payment, only
in English in the same advertisement.”
(1)

Official Staff Commentary on Amended Reg. Z § 24
– Advertising Closed End Loans (Changes Effective
10-1-09).

24(b) Clear and conspicuous standard.
“1. Clear and conspicuous standard--general. This section is
subject to the general "clear and conspicuous" standard for this
subpart, See § 226.17(a)(1), but prescribes no specific rules for the
format of the necessary disclosures, other than the format
requirements related to the advertisement of rates and payments
as described in comment 24(b)-2 below. The credit terms need not
be printed in a certain type size nor need they appear in any
particular place in the advertisement. For example, a merchandise
tag that is an advertisement under the regulation complies with this
section if the necessary credit terms are on both sides of the tag, so
long as each side is accessible.
2. Clear and conspicuous standard--rates and payments in
advertisements for credit secured by a dwelling. For purposes of §
226.24(f), a clear and conspicuous disclosure means that the
required information in §§ 226.24(f)(2)(i) [simple interest rate/APR
disclosures] and 226.24(f)(3)(i)(A) and (B) [disclosure of payments
over the terms of the loan and period of time which each payment
will apply] is disclosed with equal prominence and in close
proximity to the advertised rates or payments triggering the
required disclosures, and that the required information in §
226.24(f)(3)(i)(C) [fact that payments for taxes and insurance
are not included] is disclosed prominently and in close
proximity to the advertised rates or payments triggering the
required disclosures. If the required information in §§
226.24(f)(2)(i)
[disclosure
of
rate
information]
and
226.24(f)(3)(i)(A) and (B) [amount of payments over term of
loan & time period over which each payment applies] is the
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same type size as the advertised rates or payments triggering
the required disclosures, the disclosures are deemed to be
equally prominent. The information in § 226.24(f)(3)(i)(C) [e.g.,
fact that disclosed payments do not include taxes and insurance]
must be disclosed prominently, but need not be disclosed with
equal prominence or be the same type size as the payments
triggering the required disclosures. If the required information in
§§ 226.24(f)(2)(i) and 226.24(f)(3)(i) is located immediately next to
or directly above or below the advertised rates or payments
triggering the required disclosures, without any intervening text or
graphical displays, the disclosures are deemed to be in close
proximity. Notwithstanding the above, for electronic advertisements
that disclose rates or payments, compliance with the requirements
of § 226.24(e) is deemed to satisfy the clear and conspicuous
standard.
3. Clear and conspicuous standard--Internet advertisements
for credit secured by a dwelling. For purposes of this section, a
clear and conspicuous disclosure for visual text advertisements on
the Internet for credit secured by a dwelling means that the required
disclosures are not obscured by techniques such as graphical
displays, shading, coloration, or other devices and comply with all
other requirements for clear and conspicuous disclosures under §
226.24. See also comment 24(e)-4.
4.
Clear
and
conspicuous
standard--televised
advertisements for credit secured by a dwelling. For purposes of
this section, including alternative disclosures as provided for by §
226.24(g), a clear and conspicuous disclosure in the context of
visual text advertisements on television for credit secured by a
dwelling means that the required disclosures are not obscured by
techniques such as graphical displays, shading, coloration, or other
devices, are displayed in a manner that allows a consumer to read
the information required to be disclosed, and comply with all other
requirements for clear and conspicuous disclosures under §
226.24. For example, very fine print in a television advertisement
would not meet the clear and conspicuous standard if consumers
cannot see and read the information required to be disclosed.
5. Clear and conspicuous standard--oral advertisements for
credit secured by a dwelling. For purposes of this section, including
alternative disclosures as provided for by § 226.24(g), a clear and
conspicuous disclosure in the context of an oral advertisement for
credit secured by a dwelling, whether by radio, television, or other
medium, means that the required disclosures are given at a speed
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and volume sufficient for a consumer to hear and comprehend
them. For example, information stated very rapidly at a low volume
in a radio or television advertisement would not meet the clear and
conspicuous standard if consumers cannot hear and comprehend
the information required to be disclosed.”
(2)

24(c) Advertisement of rate of finance charge.

[The Official Staff Commentary was renumbered from § 24(b) to § 24(c)
due to the addition of new § 24(b) to Reg. Z. Only the new provisions are set
forth below].
“1. . . .[Annual Percentage Rate. not included as this comment
remained the same]
2. Simple or periodic rates. The advertisement may not
simultaneously state any other rate, except that a simple annual
rate or periodic rate applicable to an unpaid balance may appear
along with (but not more conspicuously than) the annual
percentage rate. An advertisement for credit secured by a dwelling
may not state a periodic rate, other than a simple annual rate, that
is applied to an unpaid balance. For example, in an advertisement
for credit secured by a dwelling, a simple annual interest rate may
be shown in the same type size as the annual percentage rate for
the advertised credit, subject to the requirements of section
226.24(f). A simple annual rate or periodic rate that is applied to an
unpaid balance is the rate at which interest is accruing; those terms
do not include a rate lower than the rate at which interest is
accruing, such as an effective rate, payment rate, or qualifying rate.
3. Buydowns. When a third party (such as a seller) or a creditor
wishes to promote the availability of reduced interest rates
(consumer or seller buydowns), the advertised annual percentage
rate must be determined in accordance with the commentary to §
226.17(c) regarding the basis of transactional disclosures for
buydowns. The seller or creditor may advertise the reduced simple
interest rate, provided the advertisement shows the limited term to
which the reduced rate applies and states the simple interest rate
applicable to the balance of the term. The advertisement may also
show the effect of the buydown agreement on the payment
schedule for the buydown period, but this will trigger the additional
disclosures under § 226.24(d)(2).
4. Discounted variable-rate transactions. The advertised annual
percentage rate for discounted variable-rate transactions must be
determined in accordance with comment 17(c)(1)-10 regarding the
basis of transactional disclosures for such financing.
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i. A creditor or seller may promote the availability of the initial
rate reduction in such transactions by advertising the reduced
simple annual rate, provided the advertisement shows with equal
prominence and in close proximity the limited term to which the
reduced rate applies and the annual percentage rate that will apply
after the term of the initial rate reduction expires. See § 226.24(f).
ii. Limits or caps on periodic rate or payment adjustments need
not be stated. To illustrate using the second example in comment
17(c)(1)-10, the fact that the rate is presumed to be 11 percent in
the second year and 12 percent for the remaining 28 years need
not be included in the advertisement.
iii. The advertisement may also show the effect of the discount
on the payment schedule for the discount period, but this will trigger
the additional disclosures under § 226.24(d).”
(3)

24(d) Advertisement of terms that require additional
disclosures.

“1. General rule. Under § 226.24(d)(1), whenever certain
triggering terms appear in credit advertisements, the additional
credit terms enumerated in § 226.24(d)(2) must also appear. These
provisions apply even if the triggering term is not stated
explicitly but may be readily determined from the
advertisement. For example, an advertisement may state "80
percent financing available," which is in fact indicating that a
20 percent downpayment is required.
Paragraph 24(d)(1) [formerly 24(c)(1), renumbered under the
Reg. Z amendments effective 10-1-09].

* * * * * [comments 1, 2 & 4 remain the same but
have been renumbered as 24(d)(1) comments 1, 2 & 4].
3. Payment amount. The dollar amount of any payment
includes statements such as:
"Payable in installments of $ 103".
"$ 25 weekly".
"$ 500,000 loan for just $ 1,650 per month".
"$ 1,200 balance payable in 10 equal installments".
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In the last example, the amount of each payment is readily
determinable, even though not explicitly stated. But statements
such as "monthly payments to suit your needs" or "regular monthly
payments" are not deemed to be statements of the amount of any
payment.”
*

*

*

*

*”

[Former 24(c)(2) has been renumbered and Comment 1 remains
unchanged]
Paragraph 24(d)(2).
“*

*

*

*

*

“2. Disclosure of repayment terms. The phrase "terms of
repayment" generally has the same meaning as the "payment
schedule" required to be disclosed under § 226.18(g). Section
226.24(d)(2)(ii) provides flexibility to creditors in making this
disclosure for advertising purposes. Repayment terms may be
expressed in a variety of ways in addition to an exact repayment
schedule; this is particularly true for advertisements that do not
contemplate a single specific transaction. Repayment terms,
however, must reflect the consumer's repayment obligations over
the full term of the loan, including any balloon payment, See
comment 24(d)(2)-3, not just the repayment terms that will apply for
a limited period of time. For example:
i. A creditor may use a unit-cost approach in making the
required disclosure, such as "48 monthly payments of $ 27.83 per $
1,000 borrowed."
ii. In an advertisement for credit secured by a dwelling, when
any series of payments varies because of the inclusion of mortgage
insurance premiums, a creditor may state the number and timing of
payments, the fact that payments do not include amounts for
mortgage insurance premiums, and that the actual payment
obligation will be higher.
iii. In an advertisement for credit secured by a dwelling,
when one series of monthly payments will apply for a limited period
of time followed by a series of higher monthly payments for the
remaining term of the loan, the advertisement must state the
number and time period of each series of payments, and the
amounts of each of those payments. For this purpose, the creditor
must assume that the consumer makes the lower series of
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payments for the maximum allowable period of time.
3. Balloon payment; disclosure of repayment terms. In some
transactions, a balloon payment will occur when the consumer only
makes the minimum payments specified in an advertisement. A
balloon payment results if paying the minimum payments does not
fully amortize the outstanding balance by a specified date or time,
usually the end of the term of the loan, and the consumer must
repay the entire outstanding balance at such time. If a balloon
payment will occur when the consumer only makes the minimum
payments specified in an advertisement, the advertisement must
state with equal prominence and in close proximity to the minimum
payment statement the amount and timing of the balloon payment
that will result if the consumer makes only the minimum payments
for the maximum period of time that the consumer is permitted to
make such payments.”
4. Annual percentage rate. * * * [unchanged but renumbered
from 24(c)(2) comment 3.]
5. Use of examples. A creditor may use illustrative credit
transactions to make the necessary disclosures under §
226.24(d)(2). That is, where a range of possible combinations of
credit terms is offered, the advertisement may use examples of
typical transactions, so long as each example contains all of the
applicable terms required by § 226.24(d). The examples must be
labeled as such and must reflect representative credit terms made
available by the creditor to present and prospective customers.”
(4)

24(e)
Catalogs
or
other
multiple-page
advertisements;
electronic
advertisements.
[Renumbered from older 24(d)]

“1. Definition. The multiple-page advertisements to which this
section refers are advertisements consisting of a series of
sequentially numbered pages--for example, a supplement to a
newspaper. A mailing consisting of several separate flyers or
pieces of promotional material in a single envelope does not
constitute a single multiple-page advertisement for purposes of §
226.24(e).
2. General. Section 226.24(e) permits creditors to put credit
information together in one place in a catalog or other multiple-page
advertisement or in an electronic advertisement (such as an
advertisement appearing on an Internet Web site). The rule applies
only if the advertisement contains one or more of the triggering
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terms from § 226.24(d)(1). A list of different annual percentage
rates applicable to different balances, for example, does not trigger
further disclosures under § 226.24(d)(2) and so is not covered by §
226.24(e).”
[Comment 3 remains unchanged]. *

*

*

*

*

4. Electronic advertisement. If an electronic advertisement
(such as an advertisement appearing on an Internet Web site)
contains the table or schedule permitted under § 226.24(e)(1), any
statement of terms set forth in § 226.24(d)(1) appearing anywhere
else in the advertisement must clearly direct the consumer to the
location where the table or schedule begins. For example, a term
triggering additional disclosures may be accompanied by a link that
directly takes the consumer to the additional information.”
(5)

24(f) Disclosure of rates and payments in
advertisements for credit secured by a dwelling.
[All New]

“1. Applicability. The requirements of § 226.24(f)(2) apply to
advertisements for loans where more than one simple annual rate
of interest will apply. The requirements of § 226.24(f)(3)(i)(A)
require a clear and conspicuous disclosure of each payment that
will apply over the term of the loan. In determining whether a
payment will apply when the consumer may choose to make a
series of lower monthly payments that will apply for a limited
period of time, the creditor must assume that the consumer
makes the series of lower payments for the maximum
allowable period of time. See comment 24(d)(2)-2.iii. However,
for purposes of § 226.24(f), the creditor may, but need not, assume
that specific events which trigger changes to the simple annual rate
of interest or to the applicable payments will occur. For example:
i. Fixed-rate conversion loans. If a loan program permits
consumers to convert their variable-rate loans to fixed rate loans,
the creditor need not assume that the fixed-rate conversion option,
by itself, means that more than one simple annual rate of interest
will apply to the loan under § 226.24(f)(2) and need not disclose as
a separate payment under § 226.24(f)(3)(i)(A) the payment that
would apply if the consumer exercised the fixed-rate conversion
option.
ii. Preferred-rate loans. Some loans contain a preferred-rate
provision, where the rate will increase upon the occurrence of some
event, such as the consumer-employee leaving the creditor's
employ or the consumer closing an existing deposit account with
the creditor or the consumer revoking an election to make
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automated payments. A creditor need not assume that the
preferred-rate provision, by itself, means that more than one simple
annual rate of interest will apply to the loan under § 226.24(f)(2)
and the payments that would apply upon occurrence of the event
that triggers the rate increase need not be disclosed as a separate
payments under § 226.24(f)(3)(i)(A).
iii. Rate reductions. Some loans contain a provision where the
rate will decrease upon the occurrence of some event, such as if
the consumer makes a series of payments on time. A creditor need
not assume that the rate reduction provision, by itself, means that
more than one simple annual rate of interest will apply to the loan
under § 226.24(f)(2) and need not disclose the payments that
would apply upon occurrence of the event that triggers the rate
reduction as a separate payments under § 226.24(f)(3)(i)(A).
2. Equal prominence, close proximity. Information required to
be disclosed under §§ 226.24(f)(2)(i) and 226.24(f)(3)(i) [rate
and payment disclosures] that is immediately next to or
directly above or below the simple annual rate or payment
amount (but not in a footnote) is deemed to be closely
proximate to the listing. Information required to be disclosed
under §§ 226.24(f)(2)(i) and 226.24(f)(3)(i)(A) and (B) [payment
disclosures] that is in the same type size as the simple annual
rate or payment amount is deemed to be equally prominent.
[Emphasis added].
3. Clear and conspicuous standard. For more information about
the applicable clear and conspicuous standard, see comment
24(b)-2.
4. Comparisons in advertisements. When making any
comparison in an advertisement between actual or hypothetical
credit payments or rates and the payments or rates available under
the advertised product, the advertisement must state all applicable
payments or rates for the advertised product and the time periods
for which those payments or rates will apply, as required by this
section.
5. Application to variable-rate transactions--disclosure of rates.
In advertisements for variable-rate transactions, if a simple annual
rate that applies at consummation is not based on the index and
margin that will be used to make subsequent rate adjustments over
the term of the loan, the requirements of § 226.24(f)(2)(i) apply.
6. Reasonably current index and margin. For the purposes of
this section, an index and margin is considered reasonably current
if:
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i. For direct mail advertisements, it was in effect within 60 days
before mailing;
ii. For advertisements in electronic form it was in effect within
30 days before the advertisement is sent to a consumer's e-mail
address, or in the case of an advertisement made on an Internet
Web site, when viewed by the public; or
iii. For printed advertisements made available to the general
public, including ones contained in a catalog, magazine, or other
generally available publication, it was in effect within 30 days before
printing.”
(6)

24(f)(3) Disclosure of payments.

“1. Amounts and time periods of payments. Section
226.24(f)(3)(i) requires disclosure of the amounts and time periods
of all payments that will apply over the term of the loan. This
section may require disclosure of several payment amounts,
including any balloon payment. For example, if an advertisement
for credit secured by a dwelling offers $ 300,000 of credit with a 30year loan term for a payment of $ 600 per month for the first six
months, increasing to $ 1,500 per month after month six, followed
by a balloon payment of $ 30,000 at the end of the loan term, the
advertisement must disclose the amount and time periods of each
of the two monthly payment streams, as well as the amount and
timing of the balloon payment, with equal prominence and in close
proximity to each other. However, if the final scheduled payment of
a fully amortizing loan is not greater than two times the amount of
any other regularly scheduled payment, the final payment need not
be disclosed.
2. Application to variable-rate transactions--disclosure of
payments. In advertisements for variable-rate transactions, if the
payment that applies at consummation is not based on the index
and margin that will be used to make subsequent payment
adjustments over the term of the loan, the requirements of §
226.24(f)(3)(i) apply.”
(7)

24(g) Alternative disclosures--television or radio
advertisements.

“1. Multi-purpose telephone number. When an advertised
telephone number provides a recording, disclosures should be
provided early in the sequence to ensure that the consumer
receives the required disclosures. For example, in providing several
options--such as providing directions to the advertiser's place of
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business--the option allowing the consumer to request disclosures
should be provided early in the telephone message to ensure that
the option to request disclosures is not obscured by other
information.
2. Statement accompanying telephone number. Language must
accompany a telephone number indicating that disclosures are
available by calling the telephone number, such as "call 1-800-0000000 for details about credit costs and terms."”
(8)

24(i) Prohibited acts or practices in advertisements
for credit secured by a dwelling. [New].

“1. Comparisons in advertisements. The requirements of §
226.24(i)(2) apply to all advertisements for credit secured by a
dwelling, including radio and television advertisements. A
comparison includes a claim about the amount a consumer may
save under the advertised product. For example, a statement such
as "save $ 300 per month on a $ 300,000 loan" constitutes an
implied comparison between the advertised product's payment and
a consumer's current payment.
2. Misrepresentations about government endorsement. A
statement that the federal Community Reinvestment Act entitles the
consumer to refinance his or her mortgage at the low rate offered in
the advertisement is prohibited because it conveys a misleading
impression that the advertised product is endorsed or sponsored by
the federal government.
3. Misleading claims of debt elimination. The prohibition against
misleading claims of debt elimination or waiver or forgiveness does
not apply to legitimate statements that the advertised product may
reduce debt payments, consolidate debts, or shorten the term of
the debt. Examples of misleading claims of debt elimination or
waiver or forgiveness of loan terms with, or obligations to, another
creditor of debt include: "Wipe-Out Personal Debts!", "New DEBTFREE Payment", "Set yourself free; get out of debt today",
"Refinance today and wipe your debt clean!", "Get yourself out of
debt * * * Forever!", and "Pre-payment Penalty Waiver."
13. New Notice of New Creditor (i.e., assignment or transfer –
Effective May 20, 2009).
Effective May 20, 2009, The Helping Families Save Their Homes Act of
2009 amended the Truth in Lending Act (TILA) 488 to require that a new notice be
given to consumers within 30 days after the sale, transfer or assignment of the
488

15 USC § 1641(g).
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consumer’s mortgage loan. This notice of new creditor requirement applies to
any sale, assignment or transfer of a mortgage loan occurring on or after May 20,
2009.
A. Timing of Disclosure.
The new owner of the debt must give the notice of new creditor not later
than 30 days after the date on which a “mortgage loan” is sold or otherwise
transferred or assigned to a third party.
B. Covered Loans.
The new Notice of New Creditor need only be sent on a “mortgage loan”
which is defined as “any consumer credit transaction that is secured by the
principal dwelling of a consumer.” 489
C. Contents of Notice of New Creditor.
No specific form is not required. However, The Notice of New Creditor
must include:
•

The identity, address, telephone number of the new creditor;

•

The date of transfer;

•

How to reach an agent or party having authority to act on behalf of
the new creditor;

•

The location of the place where transfer of ownership of the debt is
recorded; and

•

Any other relevant information regarding the new creditor.

Comment: Most of the items that must be disclosed are fairly simple and
could be done at the same time the assignment of deed of trust is processed and
recorded.
However, the main problem is that no mortgage broker servicing private
investor loans is going to want to disclose the identity, address, telephone
number of each new private investor. The FannieMae form of “Notification of
Assignment, Sale or Transfer of Your Loan” does not actually describe the
investors but merely identifies the new creditor as: “FannieMae as trustee for a
trust holding your mortgage loan.” FannieMae’s notice identifies the servicer, its
address and phone number and then provide its address and phone number in
489

15 USC § 1641(g)(2).
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the “unlikely event” that the borrower cannot reach the servicer. Compliance with
this new notice is likely to be problematic for private investors and their servicers.
14. Remedies under TILA
15 U.S.C. § 1640(a) provides for recovery of both actual and statutory
damages, stating in pertinent part:
“(a) Individual or class action for damages; amount of award;
factors determining amount of award
Except as otherwise provided in this section, any creditor who
fails to comply with any requirement imposed under this part,
including any requirement under section 1635 of this title,
subsection (f) or (g) of section 1641 of this title, or part D or E of
this subchapter with respect to any person is liable to such person
in an amount equal to the sum of-(1) any actual damage sustained by such person as a result of
the failure;
(2)(A) (i) in the case of an individual action twice the amount of
any finance charge in connection with the transaction, (ii) in the
case of an individual action relating to a consumer lease under part
E of this subchapter, 25 per centum of the total amount of monthly
payments under the lease, except that the liability under this
subparagraph shall not be less than $100 nor greater than $1,000,
or (iii) in the case of an individual action relating to a credit
transaction not under an open end credit plan that is secured by
real property or a dwelling, not less than $400 or greater than
$4,000; or
(B) in the case of a class action, such amount as the court may
allow, except that as to each member of the class no minimum
recovery shall be applicable, and the total recovery under this
subparagraph in any class action or series of class actions arising
out of the same failure to comply by the same creditor shall not be
more than the lesser of $500,000 or 1 per centum of the net worth
of the creditor;
(3) in the case of any successful action to enforce the foregoing
liability or in any action in which a person is determined to have a
right of rescission under section 1635 of this title, the costs of the
action, together with a reasonable attorney's fee as determined by
the court; and
(4) in the case of a failure to comply with any requirement
under section 1639 of this title, an amount equal to the sum of all
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finance charges and fees paid by the consumer, unless the creditor
demonstrates that the failure to comply is not material.”
A. Actual Damages.
To get actual damages the debtor may have to show that he detrimentally
relied upon the misrepresentation. 490 The 9th Circuit court of appeals has held
that “detrimental reliance” must be demonstrated in order to recover actual
damages for TILA disclosure violations. 491
B. Statutory Damages.
Statutory damages may be recovered regardless of whether the debtor
detrimentally relied on the error. 492 A plaintiff may recover statutory damages
whether or not actual damages are proven. 493 See, 15 U.S.C. §1640(a)(2)(A)
above.
Therefore, neither § 1632(a) [disclosure form violations] and 1638(b)
[timing violation] are included in the enumerated subsections for which
statutory damages are available under § 1640(a)(2)(A). (McDonald v. Checks-NAdvance, Inc., supra.) The word “only” in § 1640(a)(2), before the enumerated
list of subsections for which statutory damages are available under § 1640(a)(2),
limited statutory damages to “only” those subsections except where a separate
damages provision applies. (Brown v. Payday Check Advance, Inc. (7th Cir. 200)
202 F.3d 987.) Therefore, a violation of the requirement in § 1632(a) that the
“finance charge” and “APR” be displayed “more conspicuously” is not in any of
the enumerated subsections of § 1638(a). (McDonald v. Checks-N-Advance,
Inc., supra.) As noted by the BAP in McDonald v. Checks-N-Advance, Inc. (In re
Ferrell), supra:
C.

Attorneys’ Fees and Costs.

Section 1640(a)(3) provides that the borrower may recover reasonable
attorney’s fees and costs in any successful action to enforce TILA (actual or
statutory damages) or to enforce the borrower’s right of rescission. (Thomas R.
Boganski (2005) 322 B.R. 422; and see, McDonald v. Checks-N-Advance, Inc.
(In re Ferrell) 539 F.3d 1186 9th Cir. 2008.)

490

Gold County Lenders v. Smith (In re Smith) (9th Cir. 2002) 289 F.3d 1155, 1157;
Thomas R. Boganski (2005) 322 B.R. 422; and, McDonald v. Checks-N-Advance, Inc. (In re
Ferrell) 539 F.3d 1186 (9th Cir. 2008.)
491
Id.
492
Id.
493
So. Discount Co. of Ga. v. Whitley (In re Whitley), 772 F.2d 815, 817 (11th Cir. 1985)
(holding that statutory damages must be imposed regardless of the trial court's belief that no
actual damages resulted.
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Comment: In many small cases, the creditor does not file a claim in
bankruptcy or take other legal action to pursue the debt. However, attorneys,
particularly those representing trustee’s in bankruptcy, will file a claim on behalf
of the creditor and then object to the claim and file a TILA action involving very
small actual or statutory damages. These attorneys, in essence, set the lender
up as a source from which they can recover attorney’s fees that will drastically
exceed the actual or statutory damages. The bankruptcy appellate panel in
McDonald v. Checks-N-Advance, Inc. observed:
“[A]s a policy matter, we are concerned as to what value there
is for the estate when Trustee charges $ 7,000 in administrative
expense to rid the estate of a $ 345 claim, which was filed by
Trustee and then eliminated through default? Indeed, the $90
statutory fee under TILA is only double the amount of interest. We
therefore cannot subscribe to such a "cottage industry" of fighting
alleged TILA offenses.”
(McDonald v. Checks-N-Advance, Inc., supra.)
D. Trustee in Bankruptcy May Not Recover Statutory Damages
and Attorney’s Fees for a Creditor’s Failure to Comply with
TILA’s Disclosure Timing Rules and Cannot Obtain Actual
Damages without a Showing of Detrimental Reliance by the
Debtor.
McDonald v. Checks-N-Advance, Inc. (In re Ferrell) 539 F. 3d 1186
(9th Cir. 2008).
Summary: On June 27, 2002, Bobby Ferrell, Jr. obtained a "pay-day
loan"[from Checks-N-Advance, Inc. An unsigned promissory note from ChecksN-Advance specified that Ferrell received $300 as a pay-day advance. Ferrell
was obligated to repay the $300 and a $45 financing fee by July 4, 2002. The
stated annual percentage rate of interest was 782.143%. The "finance charge,"
"annual percentage rate," "amount financed," and "total of payments" appeared
in the same font and size on the promissory note. McDonald claims that Ferrell
did not receive disclosures required by the Truth in Lending Act before
consummating the transaction.
Ferrell filed for Chapter 13 bankruptcy on February 7, 2003. Kathleen
McDonald was appointed as trustee. The Trustee, not the unpaid creditor, filed a
creditor's proof of claim on behalf of Check-N-Advance for the unpaid loan. She
then initiated an adversary proceeding by filing a complaint requesting that the
bankruptcy court disallow the claim. In the complaint,
McDonald claimed the loan agreement: (1) failed to provide TILA-required
disclosures prior to consummation of the transaction in violation of 15 U.S.C. §
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1638(b); (2) failed "properly and conspicuously" to disclose the finance charge
and the annual percentage rate in violation of 15 U.S.C. § 1632(a) and its
implementing regulations; and (3) violated Nevada state consumer loan law,
NRS § 604.164.3, which requires the same disclosures as TILA. McDonald
sought damages and attorneys' fees and costs under TILA, as well as attorneys'
fees and costs under Nevada law.
Checks-N-Advance did not respond to the Trustee's complaint. The
bankruptcy court found Check-N-Advance violated the Truth in Lending Act and
entered default judgment in favor of the Trustee by granting the objection to the
proof of claim. Taking the factual allegations in the complaint as true, the
bankruptcy court denied relief, however, on the Trustee's Truth in Lending Act
claims. The court held that Checks-N-Advance violated 15 U.S.C. §§ 1632(a),
1638(b)(1), and Regulation Z (12 C.F.R. § 226.17(a)(2), (b)). [FN5] However,
relying on Brown v. Payday Check Advance, Inc., 202 F.3d 987 (7th Cir.2000), it
denied the Trustee's request for statutory damages for violations of §§ 1632(a)
and 1638(b)(1) and Regulation Z. The court further found that the Trustee failed
to demonstrate actual damages. It also rejected the Trustee's state law claims.
Issue #1: May a consumer recover statutory damages for violations of
TILA's disclosure timing rules or corresponding regulations? NO.
Issue #2: May a consumer recover statutory damages for violations of
TILA's requirement that creditor disclose annual percentage rate and finance
charge terms of loan more conspicuously than other terms, or for violation of
corresponding regulations? NO.
Issue #3: Does a Plaintiff’s failure to show detrimental reliance preclude
award of actual damages under TILA? YES.
Issue #4: Can a bankruptcy trustee recover attorney fees and costs
under Nevada's consumer fraud law as part of default judgment? NO.
Analysis:
The issue which is most critical to trustees and servicers is the holding
that a consumer may not recover statutory damages for violations of provision of
Truth in Lending Act (TILA) requiring that creditor disclose annual percentage
rate and finance charge terms of loan more conspicuously than other terms in
closed-ended consumer credit transaction, or for violations of statute's
corresponding regulations. Truth in Lending Act, §§ 122(a), 130(a)(2), 15
U.S.C.A. §§ 1632(a), 1640(a)(2); 12 C.F.R. § 226.17(a)(2). In addition, the
Chapter 13 trustee's failure to show detrimental reliance by debtor precluded
award of actual damages for payday lender's alleged violations of Truth in
Lending Act (TILA). Truth in Lending Act, §§ 122(a), 128(b)(1), 130(a)(1), 15
U.S.C.A. §§ 1632(a), 1638(b)(1), 1640(a)(1).
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Congress enacted the Truth in Lending Act in 1968 to strengthen the
"informed use of credit" by requiring meaningful disclosure of credit terms to
consumers. 15 U.S.C. § 1601(a). The purpose of the Act is to assure a
meaningful disclosure of credit terms so that the consumer will be able to
compare more readily the various credit terms available to him and avoid the
uninformed use of credit, and to protect the consumer against inaccurate and
unfair credit billing and credit card practices.
TILA is to be liberally interpreted in favor of the consumer. Jackson v.
Grant, 890 F.2d 118, 120 (9th Cir.1989). "To insure that the consumer is
protected ... [the TILA and accompanying regulations must] be absolutely
complied with and strictly enforced." 15 U.S.C. § 1638 (a) sets forth the
disclosures that creditors must make in closed-end consumer credit transactions,
including pay-day loans. Among other items, creditors must disclose the annual
percentage rate of interest and finance charge. 15 U.S.C. §§ 1638(a) (3), (4).
Section 1638(b) (1) requires creditors to make these disclosures "before the
credit is extended." Section 1632(a) imposes an extra obligation on creditors to
disclose "[t]he terms 'annual percentage rate' and 'finance charge' ... more
conspicuously than other terms, data, or information provided in connection with
a transaction."
The penalties for noncompliance with TILA are strict. TILA provides a
cause of action for consumers to obtain actual or statutory damages for a
creditor's failure to comply with certain requirements of the Act. 15 U.S.C. §
1640(a). The TILA broadly states that "any creditor who fails to comply with any
requirement imposed under [part B] ... or part D or E ... is liable to" any consumer
doing business with the creditor. 15 U.S.C. § 1640(a) (emphasis added). A
consumer may recover "any actual damage sustained ... as a result of the
failure." Id. § 1640(a) (1). A consumer may also obtain statutory damages totaling
"twice the amount of any finance charge in connection with the transaction" from
a creditor who fails to comply with certain provisions of the Act. Id. § 1640(a) (2)
(A) (i).
However, there are exceptions to the recovery of statutory damages. The
scope of these exceptions presented an issue of first impression in the Ninth
Circuit. To resolve this question, the Ninth Circuit addressed only the narrow
issue of whether violations of §§ 1632(a) or 1638(b)(1) warrant statutory
damages under § 1640(a)(2). The Ninth Circuit said a violation of these particular
sections, involving disclosure of cost of credit terms in the different print or font
and the failure to provide the good faith estimate within 3 days of the application
do not supply a basis for statutory damages, a key to the award of legal fees
permitted under TILA to successful plaintiffs.
Here the trustee claimed that she may recover statutory damages for
Checks-N-Advance's failure to comply with the disclosure timing rule of § 1638(b)
(1). Relying on Lozada v. Dale Baker Oldsmobile, Inc., 145 F.Supp.2d 878
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(W.D.Mich.2001), overruled by Baker v. Sunny Chevrolet, 349 F.3d 862 (6th
Cir.2003), the Trustee argued that § 1638(b)(1) is not covered by § 1640(a)'s
exceptions to statutory damages.
15 U.S.C. § 1640 (a) states:
“In connection with the disclosures referred to in section 1638
of this title, a creditor shall ... [be liable for statutory damages] only
for failing to comply with the requirements ... of paragraph (2)
(insofar as it requires a disclosure of the "amount financed"), (3),
(4), (5), (6), or (9) of section 1638(a) of this title . . ..”
The language "[i]n connection with the disclosures referred to in section
1638" encompasses more than just the disclosure rules of 1638. The use of the
word "only" then limits recovery for violations of any of these disclosures to a
closed list of violations of § 1638(a)(2) (only regarding the "amount financed"),
(3), (4), (5), (6), or (9). A narrow reading is in accord with Congress's desire to
"narrow a creditor's civil liability for statutory penalties to only that disclosure[s]
which are of central importance in understanding a credit transaction's costs or
terms." The Ninth Circuit stated:
“Reading the rule more broadly would not accord with
Congress's intent to "eliminate litigation which is based on
violations of a purely technical nature." Id.
First, the rule of § 1638(b)(1) is part of and functions "[i]n connection with
the disclosures referred to in section 1638." 15 U.S.C. § 1640(a); see Baker, 349
F.3d at 873 ("The limitation of the final sentence of § 1640(a) ... explicitly applies
'in connection with the disclosures referred to in § 1638'--not just § 1638(a).").
Second, § 1638(b)(1) is not found in the closed list of § 1638(a) disclosure rules
enumerated in § 1640(a) for which statutory damages are available. As the
Trustee has not enforced any liability under § 1640(a)(2), she is not entitled to
attorneys' fees and costs pursuant to § 1640(a)(3).
Next, the trustee argued that she was entitled to damages under
1640(a)(2) because of Checks-N-Advance's violation of the "more conspicuous"
disclosure rule of § 1632(a). The again ruled that a violation of § 1632(a) cannot
form the basis for statutory damages, as it does not fall within the closed list of §
1638(a) subsections, violations of which can support an award of statutory
damages. See Brown, 202 F.3d at 991.
Then the trustee argued that she is entitled to actual damages under §
1640(a)(1), and requested that the decision in Smith v. Gold Country Lenders (In
re Smith), 289 F.3d 1155 (9th Cir.2000) be overturned. No valid basis was cited
on which to overrule Smith. In Smith, the court of appeal held that "in order to
receive actual damages for a TILA violation ... a borrower must establish
detrimental reliance." 289 F.3d at 1157. The consumer must show that she
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"would either have secured a better interest rate elsewhere, or foregone the
loan completely." Id. The Trustee recognizes that she has not demonstrated
detrimental reliance. She has not persuaded us of a different rule than that
announced in Smith..
The final rejection of the trustee’s position came when she sought relief
under Nevada’s unfair and deceptive trade practices statute. The claim was that
Checks-N-Advance's failure to abide by the TILA constituted a "deceptive trade
practice" under Nev.Rev.Stat. § 598.0923(3) and that this qualifies her to receive
fees and costs pursuant to Nev.Rev.Stat. § 41.600(3) (b).
The Ninth Circuit noted that to recover attorneys' fees and costs on default
judgment, the plaintiff must "specify the judgment and the statute, rule, or other
grounds [so] entitling" her. Fed.R.Civ.P. 54(d) (2) (B) (ii); see id. 54(c) ("A default
judgment must not differ in kind from, or exceed in amount, what is demanded in
the pleadings."); Fed. R. Bankr.P. 7054(a) (following Fed.R.Civ.P. 54). The
Trustee failed to plead with specificity the statute under which she now claims to
be entitled to costs and fees. The complaint requested attorneys' fees and costs
under Nev.Rev.Stat. § 604.164. On appeal, the Trustee now insists on fees and
costs under Nev.Rev.Stat. § 41.600. Since this was not permitted for a default
situation, the right to fees was rejected.
Why This Case is Important to Trustees and Lenders?
Lenders and trustees are being deluged with TILA claims. There are
numerous scam artists proclaiming that they can eliminate the security interest of
the lender and stop foreclosure dead in its tracks by filing a suit based TILA
rescission rights. This case where the action was brought by a third party,
bankruptcy trustee, on behalf of the debtor.. The court was not favorable to the
trustee for these claims but the rescission of the a real estate loan agreement
where the reduction of the amount owed to the principal balance of the loan, less
interest paid and costs of origination will provide incentive in the right cases for
borrowers and their counsel to continue the fight.
This case will be useful for attempts to seek TILA damages and awards of
legal fees for purely technically violations of TILA which do not affect the
substantial rights given to the borrower under this consumer statute. The
reiteration of the Smith supra ruling that the borrower must be to prove his ability
to get a better loan or would not have entered into the transaction will be a major
battleground as the real estate TILA cases move through the legal system over
the next 5 years.
Comment: This decision will have to be analyzed under the provisions of
the Economic Recovery Act of 2008 (TILA provisions effective 7-03-09) and
under new Reg Z amendments effective 10-1-09).
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E. Remedies for Section 35 and Section 36 violations.
The following are remedies that the Board suggest will apply to Section 35
and Section 36 violations.
•

Actual Damages (15 U.S.C. § 1640(a)(1).)

•

Statutory Damages (15 U.S.C. § 1640(a)(2).)

•

Special Statutory Damages for § 1639 violations in the amount of
the sum of all finance charges and fees paid by the consumer; and,

•

Attorneys fees and Costs.

15. Statute of Limitations for TILA Violations.
There are various statutes of limitations that apply depending on the
remedy sought by the plaintiff (damages or rescission) and depending on the
facts.
Technically § 1640(e) is not a statute of limitation but a limitation on
bringing an action. (2 Clontz, Jr., Truth-in-Lending Manual, Text & Forms,
Enforcement and Liability, ¶ 10.10[1], pp. 10-115.) Some cases hold that the
one-year period which is part of the TILA statute is not really a statute of
limitation but is jurisdictional. (Id., and see Fenton v. Citizens Savings Ass’n (WD
Mo. 1975) 400 F.Supp. 874.)
A. Damages.
Under 15 U.S.C. § 1640(e) an action under TILA for damages must be
brought within one year from the date of the occurrence of the violation.
However, the statute of limitations in § 1640(e) does not bar a person from
asserting a violation of TILA in an action to collect the debt which was brought
more than one year from the date of the occurrence of the violation as a matter of
defense by recoupment or set-off in such action, except as otherwise provided by
State law.
(1)

Equitable tolling of the Statute of Limitations on
damages for TILA and RESPA violations begins to
run when plaintiff is put on notice of his claims
relating to the loan.

Marcelos v. Dominguez (U.S. District Ct. N.D.Cal.) 2008 WL 1820683v
Summary: A Spanish-speaking borrower was defrauded into a loan
transaction. The borrower thought he was obtaining a line of credit on his home
to purchase another property. Instead the Spanish-speaking broker took
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$200,000.00 from the refinancing of the home and obtained a new purchase
money loan for the second home. The purchase loan was a negative
amortization adjustable rate loan. The borrower lost the second home to
foreclosure in June 2007. The borrower alleged he finally received copies of the
refinance documents in December 2006 from the successor servicer. The loan
was consummated on or about March 29, 2005 (Opp.4) and was rescinded on
December 31, 2007 (Compl.¶ 49). This action was filed on January 4, 2008,
within the three-year statute of limitations. Plaintiff's claim for rescission under
TILA is thus not time-barred.
The issue in the case was whether plaintiff could assert equitable tolling in
order to defeat the one year statute of limitations for TILA and RESPA damage
claims. (See 15 USC 1640 (e).) The statute of limitations for rescission of a loan
is three years. Plaintiff argued that the statute of limitations should be equitably
tolled because defendants withheld documents and failed to provide translations
of them so that he was unable to seek timely redress. Equitable tolling does
not depend on the wrongful conduct of the defendant, but rather whether
the plaintiff's delay was excusable.
Because plaintiff was put on notice in October 2005 that: (i) his home
mortgage payments had been increased more than originally negotiated, and (ii)
the alleged broker was in possession of $200,000 from the home transaction, the
statute of limitations started running in October 2005 at the latest for any claim
for which either of these facts would put a reasonable person on notice of
potential claims.
The alleged TILA violations included failing to include certain charges in
finance charge disclosure, improperly calculating the annual percentage rate
(“APR”), including a prohibited prepayment penalty, and extending credit without
considering plaintiff's ability to repay the loan. Plaintiff alleged defendants
violated Section 8 of RESPA by “failing to make and provide the required
disclosure, by taking kickbacks and unearned fees, and by making and collecting
prohibited charges.” The court held both the RESPA and TILA claims were
barred by the one year statute of limitations.
The court reasoned that higher than expected mortgage bills, together
with an amount of $200,000 taken from the loan transaction, would put a
reasonable person on notice of claims relating to the amount and terms of the
loan agreement, including the finance charge, the APR, and other charges.
Additionally, the amount of the mortgage bill would put a reasonable person on
notice that the lender may not have taken into account one's income and other
factors regarding to ability to repay the loan.
The assignee of the home loan argued that an assignee is only liable if
violations of TILA are apparent on the face of the disclosure statement pursuant
to 15 U.S.C. 1641(a), and that plaintiff failed to state particulars as to how the
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lender violated TILA. Because Plaintiff alleged that the current servicer was a
successor-in-interest to the original lender, and noted that the loan documents
indicated a broker disbursement of $200,000, a “highly unusual circumstance”
existed.
The right to rescind is available against “any assignee.” (15 U.S.C.
1641(c).) The decision as to whether a violation was apparent on the face of the
disclosure statement is a question of fact to be determined at a later time
Comment: The Statute of Limitations under TILA and RESPA is one
year. Many District Courts throughout the state have been overruling motions to
dismiss based upon the one year statute from the date of the loan closing on
equitable tolling grounds. Usually, complaints are not as detailed as the one in
this case in describing when the borrower became aware of the problem. Once
the borrower communicates his displeasure about the loan he entered into and
communicates his displeasure to the lender, the statute on equitable tolling
begins to run.
The mere allegation that the lender and the assignee are the agents of the
broker, despite contractual agreements to the contrary is a sufficient claim of
agency to survive a motion to dismiss. Trustees named in cases alleging
RESPA and TILA claims need to get their Civil Code §2924l notices on file
immediately before the case is removed to federal court. Assignees cannot avoid
liability for claims under TILA where an agency allegation between the original
lender and the current servicer is alleged; at least not at the motion to dismiss
stage of the pleadings.
B. To Rescind Loan
The statute of limitations for rescission of a loan is three years.
C. For Section 32 Violation brought by Government Attorney.
Where the action to enforce a violation of 15 USCS § 1639 (relating to
Section 32 loans), they may also be brought by the appropriate State attorney
general in any appropriate United States district court, or any other court of
competent jurisdiction, not later than 3 years after the date on which the
violation occurs. (Id.)
D. Tolling of the Statute of Limitations
TILA in 15 U.S.C. § 1640(e) provides that the statute of limitations for an
action for damages is “one year from the date of the occurrence of the violation.”
However, where the Borrower, was a naturalized citizen from Mexico, spoke only
Spanish, was not given documents at the time she signed or at the close of
escrow and where the loan documents were in English (with no alleged
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compliance with Civil Code § 1632), the Federal District Court held that the
statute of limitations was equitably tolled until such time as the borrower
discovered the fraud or nondisclosures that formed the basis for the TILA or
Section 32 claim. (Gonzales v. Ameriquest Mortgage Co., et al. (U.S.Dist. Ct.,
N.D. Cal., 2004) 2004 U.S. Dist. LEXIS 22705.)
16. Bona Fide Error Defense under TILA. .
Section 1640(c) which provides, in pertinent part:
“A creditor . . . may not be held liable in any action brought
under this section . . . if the creditor shows . . . by a preponderance
of the evidence that the violation was not intentional and resulted
from a bona fide error notwithstanding the maintenance of
procedures reasonably adapted to avoid any such error. Examples
of a bona fide error include, but are not limited to, clerical,
calculation, computer malfunction and programming, and printing
errors.”
In In re: Thomas R. Boganski (2005) 322 B.R. 422 the borrower, was in a
chapter 13 bankruptcy, on 12 September 2002 and he listed on his personal
property schedule a TILA action of "unknown" value, which arose from a
consumer loan with a payday loan company (“creditor”). Borrower applied for a $
500 payday loan which originally was to have a two-week term. The borrower
apparently requested the term be extended to one month, and the creditor’s
employee reprinted a form consumer loan agreement with the later due date from
the company's computer, reflecting a $50 finance charge and an APR of
121.67%. But creditors finance charge for a one-month loan was 20% ($100), not
10% ($50). As the finance charge did not correspond to a one-month loan,
creditor’s employee handwrote interlineations, increasing the finance charge from
$50 to $100 and increasing the total payments from $550 to $600, but she did
not change the APR (i.e., from 121.67% to the correct amount of 243.33%).
Debtor did not pay any of the amounts due prior to filing his Chapter 13
several weeks after the due date and the debtor did not even schedule the debt
on his Chapter 13 schedules. The creditor did not file a proof of claim but the
bankruptcy trustee did file the claim on behalf of the creditor. Thereafter, the
trustee objected to the claim and filed a complaint against the lender for multiple
violations of TILA including: “failure to make proper disclosure (§ 1638(b)),
finance charge disclosure (§ 1638(a)(3)), and misstated APR (§ 1606), and
violations of Regulation Z, 12 C.F.R. § 226.17(b) (disclosures to be made before
credit extended).”
At trial the lender admitted the error but claimed the bona fide error
defense under § 1640(c) testifying as to its training program and the fact that in
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1500-2000 loans in a 12-14 month period -- about 150 per month, the lender had
received no other a complaints.
The BAP held that the TILA violations are based upon strict liability (intent
does not matter) and that the facts were relatively undisputed as to the violations.
The creditor has the burden of proof on the bona fide error defense and must
show not just a training program but that it had a procedure reasonably adapted
to prevent the type of error that occurred.
A. Correction of Error Defense.
Section 1640(b) of TILA provides for the correction of errors as a defense
to damages but not as a defense to the borrower’s right of rescission.
Generally, a creditor or assignee has no liability for TILA damages:
•

if within sixty days after discovering an error the creditor or
assignee notifies the person concerned of the error and makes
whatever adjustments in the appropriate account are necessary to
assure that the person will not be required to pay an amount in
excess of the charge actually disclosed, or the dollar
equivalent of the annual percentage rate actually disclosed,
whichever is lower. [this may require modifying the lender’s note
or refunding fees or costs]

•

The correction must be done prior to the institution of an action
under § 1640 or prior to the receipt of written notice of the error
from the borrower.
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19 High Cost Mortgages & Predatory Lending.
1.

What is Predatory Lending?

Without looking at a particular federal, state or local law that defines
predatory lending, it is impossible to know what it is. Absent a statutory
definition, what is “predatory” often depends upon ones’ vision of politics and
economics. Those with a more capitalist or laissez-faire view of business (e.g.,
let the market decide) will view fewer loan practices as “predatory” than do
consumer groups and those who wish to have government dictate and regulate
behavior, particularly business behavior. Examples of things consumer groups
and consumer trial attorneys argue are predatory lending practices are:
•

Flipping, or repeated refinancing, primarily to generate point and
fee revenue for the lender/broker with little or no benefit to the
borrower. While advertised to reduce the amount of the payment, it
is argued that consumers are not told that they will end up paying
more over a long period of time. [Apparently these consumers are
not reading their Truth-In-Lending Disclosure]

•

Charging excessive interest rates which are not justified by the
level of risk involved.

•

Charging and/or financing excessive points and fees.

•

Loaning money based on the amount of equity in a home when it is
evident the homeowner does not have the ability to repay the loan.

•

Packaging loans with additional products such as credit life or
disability insurance.

•

Deceptively selling single premium credit insurance.

•

Charging extended prepayment penalties that trap borrowers into
high-interest loans.

•

Conspiring with home improvement contractors to solicit loans on
damaging terms.

•

Inflating the appraisal value of a house.

•

Using "mandatory arbitration" clauses that deny borrowers their
rights in court.

•

Misrepresenting the terms and conditions of loans.

© 2010 Adleson, Hess & Kelly P.C.

Page 544

•

Targeting high-cost loans to vulnerable borrowers, including the
elderly and low-income families.

B. Impact Of Predatory Lending On Foreclosure:
Federal Preemption.

State &

High costs of mortgages have been the subject of attack by consumer
groups who often call any high fee or cost mortgage “predatory lending”, as they
do not care about the risk-reward issues that must be considered by lenders and
brokers. In some instances, many loans by unscrupulous individuals are in fact
predatory (i.e., taking unconscionable advantage of unknowledgeable or ignorant
borrowers with little or no bargaining position). Detached analysis in this lending
arena is difficult as it is often tainted by hyperbole and politics.
High cost mortgage or predatory lending regulation can be broken down
into three major areas (although the area is expanding on a daily basis). These
areas are: (1) state regulation such as that enacted in 2002 and effective July 1,
2002, in California pursuant to AB 489 and AB 344 (Fin. Code §§ 4970, et seq.);
(2) Truth-in-Lending laws and regulations enacted pursuant to the federal Home
Owners Equity Protection Act (“HOEPA”), often referred to as “Section 32 loans”;
and (3) local ordinances such as that passed by the City of Oakland.
2.

Federal Regulation of High Cost Mortgages.
A. HOEPA (Section 32 Loans)

See discussion under Chapter on TILA on HOEPA Section 32 loans and
on Section 35 Higher Cost Mortgages.
3.

State High Cost Mortgage Laws.
A. Financial Code §§ 4970 et seq. (“Covered Loans”)

State Predatory Lender Law: Cal. Fin. Code §§ 4970, et. seq. aka AB 489
(Migden) 2001 Stats. Ch. 732 [Effective 7-1-2002] as amended by AB 344
(Migden); Cal. Fin. Code §§ 4970, et. seq.)
This state high cost loan law (a.k.a. “Covered Loan Law”; or “Cal 32
Loans”). The law incorporates some concepts from TILA and Section 32. It is
important that all lenders and brokers making consumer loans secured by real
property understand this law. The law applies to covered loans “originated” after
July 1, 2002.
(1)

Loan “Originator”

“Originator” refers to a person originating a loan under the “Act” whether
licensed or not. (See, Fin. Code § 4970(f)-(h).)
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(2)

Covered Loans and Triggers:

As of January 1, 2006, the definition of a "Covered loan" means a
consumer loan in which the original principal balance of the loan does not
exceed the most current conforming loan limit for a single-family first mortgage
loan established by the Federal National Mortgage Association in the case of a
mortgage or deed of trust [removing the $250,000 limitation], and where one of
the following conditions are met:
•

Has an APR at consummation that will exceed by more than eight
(8) percentage points the yield on Treasury securities of
comparable periods of maturity on the 15th of the month
immediately preceding the month in which the application for the
extension of credit is received by the creditor; or,

•

The total points and fees payable by the consumer at or before the
closing will exceed six (6) percent of the total loan amount.

The FannieMae website at http://www.fanniemae.com/ discusses the SFR
conforming loan rates for 2009 stating:
“The Housing and Economic Recovery Act of 2008 changed
Fannie Mae's charter to expand the definition of a "conforming"
loan. Two sets of limits are provided for first mortgages -- general
conforming loan limits, and high-cost area conforming loan limits.
The conforming loan limits apply to all conventional mortgages
that are delivered to Fannie Mae on or after January 1, 2010.
Please note that the 2010 general conforming loan limits are
identical to the 2006, 2007, 2008, and 2009 conforming loan limits.
The high-cost areas are determined by the Federal Housing
Finance Agency and remained the same in 2009 and 2010..”
This makes determining whether a loan is a covered loan under Financial
Code § 4970 difficult as for each loan, the lender much check the FNMA website
to determine the applicable SFR conforming loan rate. There are two rates:
“general” which is $417,000 and “high costs” which can go up as high as
$729,750 but will vary depending on the high cost area in which the secured
property is located. For example, the limit for Los Angeles, Orange and Santa
Clara Counties is the maximum of $$729,750 while San Bernardino and
Riverside Counties the limit is $500,000. . Therefore, a loan of $550,000 would
not be a covered loan in San Bernardino County.
(3)

Must be a Consumer Loan.
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To be a covered loan, the loan must be a "consumer loan". 494 A
“consumer loan” means a “consumer credit transaction” [not defined] that is
secured by real property located in California used, or intended to be used or
occupied, as the principal dwelling of the consumer that is improved by a oneto-four residential unit. 495
•

"Consumer loan" does not include:

•

Reverse mortgages.

•

HELOCs (as defined in Regulation Z).

•

A consumer credit transaction that is secured by rental property or
second homes.

•

A bridge loan (as defined below).

"Consumer loan" does not include a bridge loan. For purposes of this
division, a bridge loan is any temporary loan, having a maturity of one year or
less, for the purpose of acquisition or construction of a dwelling intended to
become the consumer's principal dwelling.
Unfortunately “consumer credit transaction” is not defined. Therefore, the
best way to interpret this m is with reference to other statutes that use the term
and which also define it. Generally, most other related laws define a “consumer
credit transaction” as one for “personal, family or household purposes.” 496
Similarly, there is no express limitation that the “consumer” must be a “natural
person” as there is under TILA and Regulation Z. However, although this too
may be reasonably implied by with reference to how those terms are defined in
TILA and Regulation Z and from the requirement that a “covered loan” is one that
is secured by the consumer’s principal dwelling. 497
(4)

Exceptions from Covered Loans.
(a) Bridge loan exception.

A "consumer loan" does not include a bridge loan. A “bridge loan” for the
purpose of the covered loan law is a loan:
•

A temporary loan with a maturity date of one year or less;

494

Fin. Code § 4970(b).
Fin. Code § 4970(d).
496
See, Reg. Z, §226.2(a)(12); California’s Higher Cost Mortgage Law (Fin. Code §
4995(a)) which incorporates the definition in Reg Z section 35 (Reg. Z § 226.35(a)).
497
Id. and see, Fin. Code § 4970(d). It should be noted that Fin. Code §§ 4970 et seq.
incorporate a number of definitions from Regulation Z.
495
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•

For the purpose of acquisition or construction of a dwelling
intended to become the consumer's principal dwelling. 498

There is a somewhat vague extended definition of “bridge loan” where the
payment schedule is adjusted to account for seasonal or irregular installments.
Under this situation, a "bridge loan" means a loan with a maturity of less than 18
months that only requires payments of interest until the time when the entire
unpaid balance is due and payable. 499
(5)

Non-consumer loan (Business Purpose).

There is no express “business purpose” description in the Covered Loan
Law. However, in the absence of an express definition in a statute, it will be
presumed that the legislature was aware of the legal meaning of words used in a
statute. Therefore, if the words “consumer credit transaction” is to have any
meaning, it most likely means a loan for “personal, family or household purposes
or uses.” As such, any other loan is a non-consumer loan (or business purpose)
and is not a “covered loan”. Adopting this position should be done with advice of
the licensee’s independent counsel. While the licensee takes some risks in
adopting this view, the DRE in several cases has dropped covered loan counts of
accusations (or not charged them although noted in an auditor’s report) where it
has been pointed out that the loan was a business purpose (not consumer credit)
loan.
As with loans that may be exempt from TILA, a “loan purpose and security
description declaration” should be obtained from the borrower and setting forth,
in the borrower’s own handwriting and words, the purpose of the loan, the
percentage of use for each purpose, the nature of the security (e.g., 1-4
residential) and whether the borrower intends to occupy the property as his/her
personal residence.
(6)

APR is defined the same as under TILA and Reg-Z.
(Fin. Code § 4970(c).)

The payoff of a preexisting lien and prepayment penalty incurred under
the terms of a prior instrument (and not under the new loan) are not “finance
charges” within the meaning of TILA and Reg. Z. Notary’s fees are not “finance
charges” where they are reasonable and are not paid to the lender or an affiliate.
(Holbert v. Fremont Investment & Loan (2009) 179 Cal.App.4th 1067).
(7)

Points and Fees.

498

Fin. Code § 4970(d)
Fin. Code § 4973(b)(2). While this section authorizes “interest only payments” it
should be kept in mind that “interest only” payments will make the loan a “nontraditional
mortgage” subject to the provisions of SB 385.
499
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This includes: (1) items to be disclosed as part of the “finance charge”
under TILA (Reg-Z § 226.4(a)&(b), except for interest; (2) all compensation and
fees paid to mortgage brokers in connection with the loan transaction; and, (3)
only to the extent the person originating the loan receives a direct compensation
in connection with the charge, fee for title examination, abstracting of title, title
insurance, property survey, document preparation, notary and credit report fees,
appraisal or inspection fees, escrow or trustee accounts to the extent such
accounts would not otherwise be included in the finance charge under TILA. 500
In Wolski v. Fremont Investment & Loan (2005), 127 Cal. App. 4th 347)
the California court of appeal held that where a loan otherwise had not reached
the triggers to become a covered loan under Financial Code §§ 4970 et seq, a
yield spread premium received by the broker from the lender after the close of
escrow need not be considered in determining whether the loan was a covered
loan. In the Wolski case (as in many others) had the yield spread premium been
considered the points and fees would only exceed the 6% making the loan a
covered loan subject to the Cover Loan Law. Once covered, all of the provisions
of Financial Code §§ 4970 et seq, (additional disclosure and prohibitions) would
be applicable.
Recently, borrower’s attorneys have argued in court cases that all kind of
charges should be considered in determine costs under a Cal-32 Loan. Most of
these arguments have failed. However, the same logic the court of appeal
applied in the Wolski decision should apply to servicing fees charged to the
lenders, prepayment penalties and other charges incurred due to the payoff of
existing loans.
(1)

Covered Loan Law Disclosure.

A written disclosure, in 12-point font or larger, must be given to the
consumer no later than three business days prior to signing of the loan
documents of the transaction. (Fin. Code § 4973(k)(1).) The licensee is entitled
to a rebuttable presumption that he/she complied with the disclosure requirement
if the licensee obtains from the consumer a signed acknowledgment of receipt for
the disclosure. The disclosure is as follows:
CONSUMER CAUTION AND HOME OWNERSHIP
COUNSELING NOTICE
If you obtain this loan, the lender will have a mortgage on your
home. You could lose your home, and any money you have put
into it, if you do not meet your obligations under the loan.
Mortgage loan rates and closing costs and fees vary based on
many other factors, including your particular credit and financial
500

Fin. Code § 4970(c).
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circumstances, your earnings history, the loan–to-value requested,
and the type of property that will secure your loan. Higher rates
and fees may be justified depending on the individual
circumstances of a particular consumer's application. You should
shop around and compare loan rates and fees.
This particular loan may have a higher rate and total points and
fees than other mortgage loans and is, or may be, subject to the
additional disclosure and substantive protections under Division 1.6
(commencing with Section 4970 of the Financial Code). You
should consider consulting a qualified independent credit counselor
or other experienced financial adviser regarding the rate, fees, and
provisions of this mortgage loan before you proceed.
For
information on contacting a qualified credit counselor, ask your
lender or call the United States Department of Housing and Urban
Development's counseling hotline at 1-888-466-3487 or go to
www.hud.gov/fha/sfh/hcc for a list of counselors.
You are not required to complete any loan agreement merely
because you have received these disclosures or have signed a
loan application.
If you proceed with this mortgage loan, you should also
remember that you may face serious financial risks if you use this
loan to pay off credit card debts and other debts in connection with
this transaction and then subsequently incur significant new credit
card charges or other debts. If you continue to accumulate debt
after this loan is closed and then experience financial difficulties,
you could lose your home and any equity you have in it if you do
not meet your mortgage loan obligations.
Property taxes and homeowner's insurance are your
responsibility. Not all lenders provide escrow services for these
payments. You should ask your lender about these services.
Your payments on existing debts contribute to your credit
ratings. You should not accept any advice to ignore your regular
payments to your existing creditors.
Get acknowledgment of receipt of a new disclosure signed by the
borrower (i.e., evidencing it was received and signed at least three business days
before the loan documents were signed).
(2)

Prohibited Acts For Covered Loans:
(a) Prepayment Penalty.
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A prepayment penalty or fee may not be included beyond the first 36
months after the consummation of the loan. 501 A covered loan may include a
prepayment penalty during the first 36 months after the consummation of the
loan if: (A) the person who originates the covered loan has also offered the
consumer a choice of another product without a prepayment fee or penalty; and,
(2) the person who originates the covered loan discloses to the consumer in
writing at least three (3) business days prior to consummation the terms of the
prepayment fee or penalty and the rates, points, and fees that would be available
to the consumer for accepting the loan without a prepayment penalty. (Fin. Code
§ 4973(a).)
If a prepayment penalty is included in the loan it must be limited to an
amount not to exceed the payment of six months' advance interest, at the
contract rate of interest then in effect, on the amount prepaid in any 12-month
period in excess of twenty (20) percent of the original principal amount. The
prepayment penalty cannot be charged if the loan is accelerated because of
default or if it will be financing the payment of a prepayment penalty by that same
person (arguably lender or broker).
(b) Balloon Payments.
The Covered Loan Law prohibits balloon payment on a covered loan
unless the loan term exceeds five years (i.e., even one day more than five
years). Thus, brokers will resist the temptation to do five-year loans when the
term can be longer.
(c) Amortized Payments.
A covered loan with a term of five (5) years or less may not provide at
origination for a payment schedule with regular periodic payments that, when
aggregated, do not fully amortize the principal balance as of the maturity date of
the loan. Effectively, no covered loan can have a balloon payment if its term is
five (5) years or less.
(d) Negative Amortization.
A covered loan shall not contain a provision for negative amortization
such that the payment schedule for regular monthly payments causes the
principal balance to increase, unless the covered loan is a first mortgage and the
person who originates the loan discloses to the consumer that the loan contains
a negative amortization provision that may add principal to the balance of the
loan.
(e) No Advance Payments.
501

Fin. Code § 2973(a)(1).)

© 2010 Adleson, Hess & Kelly P.C.

Page 551

Periodic payments cannot be consolidated and paid from the loan
proceeds in advance.
(f) No Default Interest Rate.
Default interest rates cannot be charged. (Fin. Code § 4973(e).)
(g) Ability to Pay -- No Pure Equity Loans.
An originator “shall not make or arrange a covered loan unless at the time
the loan is consummated, the person reasonably believes the consumer, or
consumers, when considered collectively in the case of multiple consumers, will
be able to make the scheduled payments to repay the obligation based upon a
consideration of their current and expected income, current obligations,
employment status, and other financial resources, other than the consumer's
equity in the dwelling that secures repayment of the loan.” In the case of a
covered loan that is structured to increase to a specific designated rate, stated as
a number or formula, at a specific predetermined date not exceeding 37 months
from the date of application, this evaluation shall be based upon the fully indexed
rate of the loan calculated at the time of application. (Fin. Code § 4973(f)(1).)
(h) Verify Income and Expenses.
Stated income loans should not be used to avoid the provisions of the Act
or to avoid knowing the income and expenses of the borrower. Obtain a verified
credit application, borrower financial statement, credit report and possibly other
available information from the consumer. The words requiring information for the
consumer “or any other reasonable means”, as used, are unclear as to whether
there is a requirement to go beyond the information provided by the consumer.
While one would hope they could rely on information provided by the borrower
without having to verify it with third parties, some caution should be taken until
these issues are clarified.
(i) Presumptions Regarding Ability to Pay.
“The consumer shall be presumed to be able to make the scheduled
payments to repay the obligation if, at the time the loan is consummated, the
consumer's total monthly debts, including amounts owed under the loan, do not
exceed fifty-five (55) percent of the consumer's monthly gross income, as verified
by the credit application, the consumer's financial statement, a credit report,
financial information provided to the person originating the loan by or on behalf of
the consumer, or any other reasonable means.“ “No presumption of inability to
make the scheduled payments to repay the obligation shall arise solely from the
fact that at the time the loan is consummated, the consumer's total monthly
debts, including amounts owed under the loan, exceed fifty-five (55) percent of
the consumer's monthly gross income.” (Fin. Code § 4973(f)(2).)
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(j) Stated Income Loans (Vague Standard).
In a stated income loan, the reasonable belief requirement applies,
however, it may be based on the income stated by the consumer, and other
information in the possession of the person originating the loan after the
solicitation of all information that the person customarily solicits in connection
with loans of this type. “A person shall not knowingly or willfully originate a
covered loan as a stated income loan with the intent, or effect, of evading the
provisions of [the Act].” (Fin. Code § 4973(f)(3).)
(k) Home improvement loans.
A contractor under a home improvement contract cannot be paid from the
proceeds of a covered loan other than by an instrument payable to the consumer
or jointly to the consumer and the contractor or, at the election of the consumer,
to a third party escrow agent for the benefit of the contractor in accordance with
terms and conditions established in a written escrow agreement signed by the
consumer, the person who originates a covered loan, and the contractor prior to
the disbursement of funds. The statute provides that: “No payments, other than
progress payments for home-improvement work that the consumer certifies is
completed, shall be made to an escrow account or jointly to the consumer and
the contractor unless the person who originates the loan is presented with a
signed and dated completion certificate by the consumer showing that the homeimprovement contract was completed to the satisfaction of the consumer.” (Fin.
Code § 4973(g).) This wording is ambiguous, at best. If a holding/distribution
escrow were used, the parties would normally want to deposit all of the proceeds
(e.g., progress payments and final payments). We assume this may be directed
at preventing the payment of the final distribution without the certificate of
completion and satisfaction from the consumer. One can anticipate nothing but
headaches from this provision.
(l) Must be an Identifiable Benefit to Consumer.
A person who originates a covered loan shall not refinance or arrange for
the refinancing of a consumer loan such that the new loan is a covered loan that
is made for the purpose of refinancing, debt consolidation or cash out, that does
not result in an identifiable benefit to the consumer, considering the consumer's
stated purpose for seeking the loan, fees, interest rates, finance charges, and
points. (Fin. Code § 4973(j).)
(m) Cannot Recommend Default of Existing Loans.
An originator of a covered loan is prohibited from recommending or
encouraging a consumer to default on an existing consumer loan or other debt in
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connection with the solicitation or making of a covered loan that refinances all or
any portion of the existing consumer loan or debt. 502
(n) Cannot Steer, Counsel Or Direct Borrower To
Higher Risk/Cost Loan.
The Originator “shall not steer, counsel, or direct any prospective
consumer to accept a loan product with a risk grade less favorable than the risk
grade that the consumer would qualify for based on that person's then current
underwriting guidelines, prudently applied, considering the information available
to that person, including the information provided by the consumer. . . . [¶] A
person shall not be deemed to have violated [this provision of the Act] if the risk
grade determination applied to a consumer is reasonably based on the person's
underwriting guidelines if it is an appropriate risk grade category for which the
consumer qualifies with the person. . . . [¶] (2) If a broker originates a covered
loan, the broker shall not steer, counsel, or direct any prospective consumer to
accept a loan product at a higher cost than that for which the consumer could
qualify based on the loan products offered by the persons with whom the broker
regularly does business.” The problem is that with individual investors, it is
difficult if not impossible to know what they offer, particularly since they may use
other brokers and what they offer is a function of the competing opportunities
presented to them. (Fin. Code § 4973(l).)
(o) Anti-Avoidance Provision.
The Originator shall not avoid, or attempt to avoid, the application of this
Act by: (1) Structuring a loan transaction as an open-end credit plan for the
purpose of evading the provisions of this division when the loan would have been
a covered loan if the loan had been structured as a closed-end loan; (2) Dividing
any loan transaction into separate parts for the purpose of evading the provisions
of the Act. (Fin. Code § 4973(m).)
(p) No Call Provision.
This prohibition does not cover due-on-sale provisions, acceleration upon
default or due-on fraud or material misrepresentation in connection with the loan
or the value of the security for the loan. (Fin. Code § 4973(i).)
(q) Anti-Fraud Provision.
The Originator shall not act in any manner that constitutes fraud. (Fin.
Code § 4973(n).)
(r) Prohibits Financing Points.
502

Fin. Code §4973(h).
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An Originator shall not make a covered loan that finances points and fees
in excess of one thousand dollars ($1,000) or 6 percent of the original principal
balance, exclusive of points and fees, whichever is greater. (Fin. Code §
4979.6.)
(s) Prohibition against financing credit life, credit
disability insurance, etc.
On or after July 1, 2002, a person who originates a consumer loan [does
not specify a covered loan] shall not finance, directly or indirectly, into a
consumer loan or finance to the same borrower within 30 days of a consumer
loan transaction any credit life, credit disability, credit property, or credit
unemployment insurance premiums, or any debt cancellation or suspension
agreement fees, provided that insurance premiums, debt cancellation, or
suspension fees calculated and paid on a monthly basis shall not be considered
financed by the person originating the loan. (Fin. Code § 4979.7). This provision
expressly excludes mortgage insurance or private mortgage insurance.
(t) Disbursement of Funds
Improvement Loans.

on

Covered

Home-

A person who originates a covered loan shall not pay a contractor under a
home-improvement contract from the proceeds of a covered loan other than:
•

By an instrument payable to the consumer; or,

•

Jointly to the consumer and the contractor; or,

•

At the election of the consumer, to a third-party escrow agent for
the benefit of the contractor in accordance with terms and
conditions established in a written escrow agreement signed by the
consumer, the person who originates a covered loan, and the
contractor prior to the disbursement of funds. 503

No payments, other than progress payments for home-improvement work
that the consumer certifies is completed, shall be made to an escrow account or
jointly to the consumer and the contractor unless the person who originates the
loan is presented with a signed and dated completion certificate by the consumer
showing that the home-improvement contract was completed to the satisfaction
of the consumer. 504

503
504

Fin. Code § 4973(g).
Id.
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Where possible the originator should obtain get clear escrow instructions
paying the funds into an independent escrow so that the originator can be free of
the potential conflicts between the contractor and the borrower.
(3)

Enforcement.
(a) Bona Fide Errors.

There is an exception for errors that are not willful or intentional and which
resulted from a bona fide error, that occurred notwithstanding the maintenance of
procedures reasonably adopted to avoid those errors, including, but not limited
to, those involving clerical, calculation, computer malfunction and programming,
and printing errors which shall be corrected no later than 45 days after receipt of
the complaint or discovery of the error. A person who originates a covered loan
shall not be administratively, civilly, or criminally liable for a bona fide error
corrected pursuant to this section. (Fin. Code § 4974.)
(b) Knowing or Reckless Violations.
If the Originator make a loan where the Originator knew of and showed
reckless disregard for a violation of the Act by a broker, the person and broker
shall be jointly and severally liable for all damages awarded under the Act with
respect to the broker's unlawful conduct. This does not include a transfer or
imposition of liability for breach of fiduciary duty on the non-broker principal.
However, it should be noted that most breaches of fiduciary duty will involve
other violations (e.g., negligence or negligence per se). (Fin. Code § 4974(b).)
(c) Automatic
Licensing
Administrative Penalties.
Violating the Act
entity may charge the
licensing agency may
$2,500.00 per violation.

Law

Violation

and

is an automatic licensing law violation. The licensing
violator reasonable costs for enforcing the Act. The
impose an administrative penalty of not to exceed
(Fin. Code § 4977(a).)

(d) Civil
Penalties,
Restitution,
Disgorgement,
Attorney’s Fees and Costs (Public Action).
A $25,000.00 civil penalty per violation is collectable in a civil action
brought by a licensing agency in the name of the People of the State of
California. Where the licensing entity believes that it is in the public interest, it
may include in its action a claim for restitution and/or disgorgement. If requested
by the licensing agency, the Attorney General may file the action on its behalf. If
a judgment is rendered against a person for violation of the Act, the licensing
agency (or Attorney General) shall be entitled to recover costs which, in the
court’s discretion, may include attorney’s fees and investigative expenses (to be
© 2010 Adleson, Hess & Kelly P.C.

Page 556

deposited in the agency’s fund for Education and Enforcement). There is no
requirement that administrative remedies be exhausted before bringing an action
in court. (Fin. Code § 4977(c).)
(e) Actual Damages, Punitive Damages, Attorney’s
Fees and Costs (Private Action).
Violators of the Act are liable to the consumer for actual damages,
attorney’s fees and costs. If the violation was “willing or knowing” the damages
shall be the consumer’s actual damages or $15,000.00, whichever is greater,
plus attorney’s fees and costs. In addition, punitive damages may be awarded
where appropriate under existing law (Civ. Code § 3294; Fin. Code §7978.)
(f) Prohibited Provisions Unenforceable.
If a contract provision in a covered loan violates certain provisions of the
Act, that provision will be unenforceable. A court may issue an order or reform a
loan to conform to the provisions of the Act. (Fin. Code § 4978(b).).
(g) Knowing and Willful Violation of Act—Suspension
of License.
After a knowing and willful violation of the Act, the appropriate licensing
agency may bring a proceeding to suspend the license of the violator for not less
than six months nor more than three years. After a second or subsequent
administrative or civil action, the licensing agency may bring proceedings to
revoke the license or impose any lesser sanction for at least three years. (Fin.
Code § 4975.)
(h) Originator Must Inform Employees Of Possible
Penalties.
An Originator of covered loans shall inform any employee, who originates
covered loans on behalf of the Originator, of the administrative or civil penalties
for a violation of the Act. (Fin. Code § 4978.6.)
(4)

Duty to Provide Information on Covered Loan to
Licensing Agency.

An Originator, upon request shall provide the licensing agency or the
consumer, at no cost, documentation regarding his or her loan that clearly
demonstrates whether any loan is a covered loan. This documentation shall
include, but not be limited to, full disclosure of the original principal balance, the
annual percentage rate, and the total points and fees, as defined in Section
4970. (Fin. Code § 4979.)
(5)

Broker is Fiduciary of Borrower and Breach of
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Fiduciary Duty Violates Act.
A broker who “solicit[s] lenders or otherwise negotiat[es] a consumer loan
secured by real property” is the borrower’s fiduciary and a violation of his/her
fiduciary duty is a violation of the Act. This duty is owed regardless of who else
the broker represents in the transaction. 505
(a) No Successor Liability for Breach of Fiduciary Duty.
Except for the Broker or a person providing brokerage services, no
licensed person or subsequent assignee shall have administrative, civil, or
criminal liability under this provision of the Act. This section does not impose or
transfer liability for a breach of the broker's fiduciary duty. 506
(6)

Successor Liability; Exception for Holder In Due
Course and Persons Chartered By Congress to
Engage In Secondary Market Transactions.

Financial Code § 4979.8 provides:
“The provisions of this division shall not impose liability on an
assignee that is a holder in due course. The provisions of this
division shall not apply to persons chartered by Congress to
engage in secondary mortgage market transactions.”
Division 1.6 is the entire series of sections dealing with Covered Loan Law
loans. Nothing in this language appears to deprive the consumer of any remedy
against the Originator or brokers involved in making the loan nor of invoking the
provisions of Financial Code § 4978(b)(1) making unenforceable notes
containing certain prohibited terms. While the Covered Loan Law is not clear, it
appears that with respect to a loan which violates the Covered Loan Law, a
borrower will be able to enjoin the enforcement of prohibited terms even against
a holder in due course but that the holder in due course will have no further
liability.
Thus, whether an assignee is a “holder in due course” becomes an
important issue.
(7)

Creates An Unlevel Playing Field And Hurts Those
It Was Intended To Protect.

Lenders who can make loans in excess of FNMA single-family first
mortgage loan limit will and have avoided the provisions of the Covered Loan
Law. As the penalties under the Act are draconian, it has chilled the making of
505
506

Fin. Code § 4979.5(a); also see Civil Code § 2923.1.
Fin. Code § 4979.5(b)
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covered loans. The Act has negatively impacted the very persons it was
intended to protect. Persons in need of small, short-term equity loans will not be
able to obtain them. For example, it would be difficult for a person with a paid off
home, living off a modest retirement income, to obtain any type of equity loan to
pay for health care expenses, home repairs, leisure travel expenses, etc. While
it may encourage lower percentage loan origination fees and interest rates, the
consumer’s actual cost may be more. That is, rather than obtaining $50,000 to
$100,000 secured by an equity junior deed of trust, lenders will offer larger first
loans instead of covered loans. This could result in a consumer being compelled
to refinance a low interest rate first loan simply because he/she wants to draw
out a small part of their equity in his/her property. Section 35, California’s
Higher-Cost Mortgage Law and other similar laws that have followed the Covered
Loan Law will have the same impact.
4.

New Fiduciary Duty for Mortgage Brokers -- Civil Code § 2923.1
(Effective 1-1-10).

AB 260 (Lieu) Ch 629 enacted in the 2009 legislative session enacted two
major parts:
•

A new fiduciary duties for all state licensed or charter lenders or
brokers “providing mortgage brokerage services” [very broadly
defined] to a borrower in arranging consumer loans secured by 1-4
residential properties (owner-occupancy not required) (Effective
1-1-10); and,

•

Created California’s “Higher Cost Mortgages Law” which, among
other things incorporates the fiduciary duties provisions of Civil
Code § 2923.1 (Effective 7-1-10).
Civil Code § 2923.1(a) provides:

“(a) A mortgage broker providing mortgage brokerage
services to a borrower is the fiduciary of the borrower, and any
violation of the broker’s fiduciary duties shall be a violation of the
mortgage broker’s license law. This fiduciary duty includes a
requirement that the mortgage broker place the economic interest
of the borrower ahead of his or her own economic interest. A
mortgage broker who provides mortgage brokerage services to the
borrower owes this fiduciary duty to the borrower regardless of
whether the mortgage broker is acting as an agent for any other
party in connection with the residential mortgage loan transaction.”
Comment:
This section appears to be conditioned on “providing
mortgage brokerage services to a borrower” and, therefore, leaves open the
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question if a wholesale lender or lender’s broker does not provide services to a
borrower, does the fiduciary duty arise?
A. New Definition of Mortgage Broker and other Terms.
Civil Code § 2923.1(b)&(c) provide:
“(b) For purposes of this section, the following definitions
apply:
(1) “Licensed person” means a real estate broker licensed
under the Real Estate Law (Part 1 (commencing with Section
10000) of Division 4 of the Business and Professions Code) [REB],
a finance lender or broker licensed under the California Finance
Lenders Law (Division 9 (commencing with Section 22000) of the
Financial Code), a residential mortgage lender licensed under the
California Residential Mortgage Lending Act (Division 20
(commencing with Section 50000) of the Financial Code), a
commercial or industrial bank organized under the Banking
Law (Division 1 (commencing with Section 99) of the Financial
Code) [state chartered banks not federally organized banks], a
savings association organized under the Savings Association Law
(Division 2 (commencing with Section 5000) of the Financial Code)
[state chartered savings associations not federally organized
savings banks], and a credit union organized under the California
Credit Union Law (Division 5 (commencing with Section 14000) of
the Financial Code).
(2) “Mortgage broker” means a licensed person who
provides mortgage brokerage services. For purposes of this
section, a licensed person who makes a residential mortgage
loan is a “mortgage broker,” and subject to the requirements
of this section applicable to mortgage brokers, only with respect
to transactions in which the licensed person provides
mortgage brokerage services.
(3) “Mortgage brokerage services” means arranging or
attempting to arrange, as exclusive agent for the borrower or as
dual agent for the borrower and lender, for compensation or in
expectation of compensation, paid directly or indirectly, a
residential mortgage loan made by an unaffiliated third party.
(4) “Residential mortgage loan” means a consumer credit
transaction that is secured by residential real property that is
improved by four or fewer residential units.
(c) The duties set forth in this section shall not be construed to
limit or narrow any other fiduciary duty of a mortgage broker.”
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Comment:
•

These definitions, for the purposes of Civil Code 2923.1, totally confuse the
traditional definition of “mortgage broker” so that it includes other licensed
persons (e.g., CFLs, RMLs; and state chartered banks, savings associations
and credit unions).

•

“Mortgage brokerage services” means “arranging or attempting to arrange”
a “residential mortgage loan” for direct or indirect compensation (e.g.,
commission or YSP) as agent for the borrower or as a dual agent for the
borrower and lender. Nothing expressly states that if a licensee acts solely as
an agent of the lender, that the licensee would be subject to this code section.
However, nothing clearly excludes a lender’s exclusive agent. Therefore,
whenever a broker believes he/she is acting as exclusive agent for the lender,
his/her role should be made clear in writing.

•

“Residential mortgage loan” is limited to: (1) “consumer credit transactions”
which is not defined in the statute; and, (2) to 1-4 residential properties.
There is no requirement that the property be owner- occupied. However,
assuming that the TILA and Reg Z definitions of “consumer credit
transactions” applies, business purpose and other non-consumer loans, even
if secured by a 1-4 residential property should be exempt.

•

Because licensees in addition to real estate brokers fall within the definition of
“mortgage broker”, they will all now have fiduciary duties to borrower that
previously never existed.

•

Nothing in the statute defines “arrange” or “makes” a loan. However,
“licensed person”, includes not only real estate brokers but any direct lender
operating as a CFL, RML, and state chartered bank, savings association or
credit unions are all covered and will have a fiduciary duty when they provide
“mortgage brokerage services” which means arranging or attempting to
arrange, as exclusive agent for the borrower or as dual agent for the borrower
and lender, for compensation or in expectation of compensation, paid directly
or indirectly, a residential mortgage loan made by an unaffiliated third
party. Therefore, direct loans appear to be excluded from this new fiduciary
duty. However, there is not definition of “unaffiliated third party”. Therefore, if
a licensed person makes a loan with their own funds or with a wholesale line
of credit are they not covered? What if they intend to sell the loan to a pool
they control? What if the lender/broker intends to sell the loan to investors or
to the secondary market?
5.

Cal. Higher Cost Mortgage Law.

AB 260 (Lieu) Ch 629 enacted in the 2009 legislative session created
California’s “Higher Cost Mortgages Law”. Possibly the California Legislature
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has not noticed that it has become increasingly difficult to obtain financing for 1-4
residential properties, adding to the current real estate downturn. It may have
also missed the fact that trying to solve yesterday’s problems, they are creating
tomorrow’s problems.
A. Definitions of Higher-Priced Mortgage Loan (“HPML”) -Financial Code §§ 4995-4995.6 (Effective 7-1-10).
Financial Code § 4995 provides:
“The following definitions shall apply for purposes of this
division:
(a) “Higher-priced mortgage loan” has the meaning set forth
in Part 226 of Title 12 of the Code of Federal Regulations [i.e.,
Section 35 loans which is a consumer credit transaction
secured by the consumer’s principal dwelling]. 507
(b) “Licensed person” means a real estate broker licensed
under the Real Estate Law . . ., a finance lender or broker licensed
under the California Finance Lenders Law . . ., a residential
mortgage lender licensed under the California Residential Mortgage
Lending Act . . ., a commercial or industrial bank . . ., a savings
association organized under the Savings Association Law . . ., and
a credit union organized under the California Credit Union Law . . .
[all institutions are state chartered and excluded federally chartered
lenders].
(c) “Mortgage broker” means a licensed person who provides
mortgage brokerage services. For purposes of this division, a
licensed person who makes home loans is a “mortgage broker,”
and subject to the requirements of this division applicable to
mortgage brokers, only with respect to transactions in which
the licensed person provides mortgage brokerage services.
(d) “Mortgage brokerage services” means arranging or
attempting to arrange, as exclusive agent for the borrower or as
dual agent for the borrower and lender, for compensation or in
expectation of compensation, paid directly or indirectly, a higherpriced mortgage loan made by an unaffiliated third party.
Comment: These definitions are the same as those in Civil Code §
2923.1 and, therefore, the comments are the same.

507

A consumer credit transaction (i.e., for “personal, family or household purposes)
secured by the consumer's principal dwelling. See, Reg. Z § 226.35(a).
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B. Limitation on Prepayment Penalties for Higher
Mortgages -- New Financial Code § 4995.1 provides.

Cost

Financial Code § 4995.1 provides::
“Notwithstanding any other provision of law, the maximum amount of a
prepayment penalty that may be imposed by a licensed person in connection
with a higher-priced mortgage loan shall not exceed 2 percent of the principal
balance prepaid, for prepayment of the loan during the first 12 months
following loan consummation or 1 percent of the principal balance prepaid,
for prepayment of the loan during the second 12 months following loan
consummation.
C. Bad faith attempts to avoid Higher Cost Mortgage
obligations. New Financial Code §.4995.2 provides:
Financial Code §.4995.2 provides:
“(a) This division shall apply to any licensed person who in bad
faith attempts to avoid the application of this division by doing either
of the following:
(1) Dividing any loan transaction into separate parts for the
purpose and with the intent of evading the provisions of this
division.
(2) Any other subterfuge.
(b) Notwithstanding any other provision of law, a licensed
person shall not make, or cause to be made, any false, deceptive,
or misleading statement or representation in connection with a
higher-priced mortgage loan.
(c) A mortgage broker who arranges only higher-priced
mortgage loans shall disclose that fact to a borrower, both
orally and in writing, at the time of initially engaging in
mortgage brokerage services with that borrower.
(d) A mortgage broker who provides mortgage brokerage
services shall not steer, counsel, or direct a borrower to accept a
loan at a higher cost than that for which the borrower could qualify
based upon the loans offered by the persons with whom the
broker regularly does business.
(e)
(1) A mortgage broker who provides mortgage brokerage
services for a borrower shall not receive compensation, including a
yield spread premium, fee, commission, or any other
compensation, for arranging a higher-priced mortgage loan with a
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prepayment penalty that exceeds the compensation that the
mortgage broker would otherwise receive for arranging that higherpriced mortgage loan without a prepayment penalty.
(2) When providing mortgage brokerage services for a
borrower, a mortgage broker shall receive the same compensation
for providing those services whether paid by the lender, borrower,
or a third party.
(f) No licensed person shall recommend or encourage default
on an existing loan or other debt prior to and in connection with the
closing or planned closing of a higher-priced mortgage loan that
refinances all or any portion of the existing loan or debt.
(g) A licensed person shall not make a higher-priced mortgage
loan that contains a provision for negative amortization. This
subdivision shall not preclude a licensed person from entering into
a subsequent agreement with a borrower to capitalize payments as
a means of permitting a borrower to cure or prevent a delinquency.
(h) A licensed person who makes a higher-priced mortgage
loan and who, when acting in good faith, fails to comply with this
section, shall not be liable if the licensed person establishes either
of the following:
(1) Within 90 days of the loan closing and prior to the
institution of any action against the licensed person under this
section, the licensed person did all of the following:
(A) Notified the borrower of the compliance failure.
(B) Tendered appropriate restitution.
(C) Offered, at the borrower’s option, either to make the higherpriced mortgage loan comply with the requirements of this division
or change the terms of the loan in a manner beneficial to the
borrower so that the loan will no longer be considered a higherpriced mortgage loan subject to the provisions of this division.
(D) Within a reasonable period of time following the borrower’s
election of remedies, took appropriate action based on the
borrower’s choice.
(2) (A) The compliance failure was not intentional and
resulted from a bona fide error notwithstanding the
maintenance of procedures reasonably adopted to avoid those
errors, and within 120 days after receipt of a complaint or the
discovery of the compliance failure or the licensed person’s receipt
of written notice of the compliance failure, the licensed person did
all of the following:
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(i) Notified the borrower of the compliance failure.
(ii) Tendered appropriate restitution.
(iii) Offered, at the borrower’s option, either to make the higherpriced mortgage loan comply with the requirements of this division
or change the terms of the loan in a manner beneficial to the
borrower so that the loan will no longer be considered a higherpriced mortgage loan subject to the provisions of this division.
(iv) Within a reasonable period of time following the borrower’s
election of remedies, took appropriate action based on the
borrower’s choice.
(B) For purposes of this subdivision, examples of a bona fide
error include clerical, calculation, computer malfunction and
programming, and printing errors.”
D. Penalties for Violations of HPML -- Financial Code § 4995.3.
Financial Code § 4995.3.provides:
“(a) Any licensed person who violates any provision of this
division shall be deemed to have violated that person’s
licensing law.
(b) The licensing agency may, by order and after appropriate
administrative hearing, prohibit licensees under this division from
engaging in acts or practices in connection with higher-priced
mortgage loans that the licensing agency finds to be unfair,
deceptive, or designed to evade laws of this state.
(c) A violation of Section 2923.1 of the Civil Code in connection
with a higher-priced mortgage loan is a violation of this division.
(d) A violation of the provisions of Part 226 of Title 12 of the
Code of Federal Regulations [Reg Z], relating to prepayment
penalties in connection with higher-priced mortgage loans, is a
violation of this division.
(e) The provisions of this division may be enforced only by the
Attorney General or the licensed person’s licensing agency. Any
licensed person who willfully and knowingly violates any provision
of this division shall be liable for a civil penalty of not more than ten
thousand dollars ($10,000) for each violation. [No private right of
action]
(f) A prepayment penalty or yield spread premium provision of a
higher-priced mortgage loan that violates this division shall be
unenforceable.”
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6.

Local Ordinances. (Predatory Lending)

Local high cost mortgage ordinances are preempted by California‘s High
Cost Mortgage (Predatory Lending). (American Financial Services Assn. v. City
of Oakland (2005), 34 Cal. 4th 1239).
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20 RESPA (12 U.S.C.S. § 2601 ET SEQ.)
The Real Estate Settlement Procedures Act (RESPA) was enacted in
1974 to make “significant reforms in the real estate settlement process to insure
that consumers are provided with greater and more timely information on the
nature and costs of the settlement process and are protected from unnecessarily
high settlement charges caused by certain abusive practices. “(12 U.S.C. §
2601(a).)
1.

Purpose.

The purpose of RESPA is “to effect certain changes in the settlement
process for residential real estate that will result—“
“(1) in more effective advance disclosure to home buyers and
sellers of settlement costs;
(2) in the elimination of kickbacks or referral fees that tend to
increase unnecessarily the costs of certain settlement services;
(3) in a reduction in the amounts home buyers are required to
place in escrow accounts established to insure the payment of real
estate taxes and insurance; and
(4) in significant reform and
recordkeeping of land title information.”
2.

modernization

of

local

Areas Covered.

RESPA requires that borrowers receive disclosures at various times.
Some disclosures spell out the costs associated with the settlement, outline
lender servicing and escrow account practices and describe business
relationships between settlement service providers.
In addition, RESPA prohibits certain practices that increase the cost of
settlement services. Section 8 of RESPA prohibits a person from giving or
accepting anything of value for referrals of settlement service business related to
a federally-related mortgage loan. It also prohibits a person from giving or
accepting any part of a charge for services that are not performed. Section 9 of
RESPA prohibits home sellers from requiring home buyers to purchase title
insurance from a particular company.
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3.

Status of RESPA reform.

New Final RESPA rules came out in late 2008 and became effective on 1-12010. (73 Federal Register No. 222 November 17, 2008).
New Good Faith Estimate Forms, HUD-1 Forms, new Settlement Cost Booklet,
frequently asked questions, RESPA Plain English PowerPoint and more can be
found on the HUD RESPA website at:
http://www.hud.gov/offices/hsg/ramh/res/respa_hm.cfm
Most of the new regulations became effective on 1-1-2010.
4.

Proposed Legislation.

There is still talk of further legislation to repeal the new rule and attempt to
unify the TILA and RESPA disclosures.
5.

Who Is Subject To RESPA.

Section 2602 of RESPA provides that:
“For purposes of this Act-(1) the term "federally related mortgage loan" includes any
loan (other than temporary financing such as a construction loan)
which-(A) is secured by a first or subordinate lien on residential
real property (including individual units of condominiums and
cooperatives) designed principally for the occupancy of from one to
four families, including any such secured loan, the proceeds of
which are used to prepay or pay off an existing loan secured by the
same property; and
(B) (i) is made in whole or in part by any lender the deposits
or accounts of which are insured by any agency of the Federal
Government, or is made in whole or in part by any lender which is
regulated by any agency of the Federal Government; or
(ii) is made in whole or in part, or insured, guaranteed,
supplemented, or assisted in any way, by the Secretary or any
other officer or agency of the Federal Government or under or in
connection with a housing or urban development program
administered by the Secretary or a housing or related program
administered by any other such officer or agency; or
(iii) is intended to be sold by the originating lender to the
Federal National Mortgage Association, the Government National
Mortgage Association, the Federal Home Loan Mortgage
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Corporation, or a financial institution from which it is to be
purchased by the Federal Home Loan Mortgage Corporation; or
(iv) is made in whole or in part by any "creditor", as
defined in section 103(f) of the Consumer Credit Protection Act
(15 U.S.C. § 1602(f)) [TILA], who makes or invests in residential
real estate loans aggregating more than $ 1,000,000 per year,
except that for the purpose of this Act, . . .; [This covers most
mortgage brokers or their investors]
(2) the term "thing of value" includes any payment,
advance, funds, loan, service, or other consideration;
(3) the term "settlement services" includes any service
provided in connection with a real estate settlement including, but
not limited to, the following: title searches, title examinations, the
provision of title certificates, title insurance, services rendered by an
attorney, the preparation of documents, property surveys, the
rendering of credit reports or appraisals, pest and fungus
inspections, services rendered by a real estate agent or broker, the
origination of a federally related mortgage loan (including, but not
limited to, the taking of loan applications, loan processing, and the
under-writing and funding of loans), and the handling of the
processing, and closing of settlement.”
6.

When Does RESPA Apply?

Below is a RESPA Coverage Chart taken (with minor modifications) from
Pennabecker, Mortgage Lending Compliance:
Criteria
Will a loan be involved?
1
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If YES
Continue to next criteria

If NO
RESPA does not
apply
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2

3

4

5

6
7

8

10

Will the loan be temporary financing, RESPA does not apply
such as a construction loan that is
not used as, or may not be
converted to, permanent financing
by the same lender or used to
finance transfer of title to the first
user? The loan is not considered
temporary financing if the lender
issues a commitment for permanent
financing with or without conditions,
or if the loan has a term of two years
or more. A "bridge loan" or "swing
loan" is considered temporary
financing.

Continue to next
criteria

Will the loan be secured by a lien on Continue to next criteria
real property located in a state?

RESPA does not
apply

Is at least one dwelling unit located Continue to next criteria
on the property that will secure the
loan or will loan proceeds be used to
place or construct at least one
dwelling
unit
(e.g.
homes,
condominiums,
cooperatives,
manufactured homes) on the
property?
Is the dwelling unit designed Continue to next criteria
principally for the occupancy of one
to four families?
Will the loan be secured by 25 or RESPA does not apply
more acres of property?

RESPA does not
apply

Will the loan be primarily for a RESPA does not apply
business, commercial, or agricultural
purpose?
Will the loan be secured by vacant RESPA does not apply
or unimproved property, with no
structure or manufactured home to
be constructed or placed on the
property using the loan proceeds?
Is the transaction a conversion of a RESPA does not apply
federally related mortgage loan to
different terms that are consistent
with the provisions of the original

Continue to next
criteria
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Continue to next
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11

12

13

14

mortgage instrument, with no new
note required, even if the lender
imposes a fee for the conversion?
Is the transaction a bona fide RESPA does not apply
transfer of the loan obligation in the
secondary market—not including
mortgage broker transactions that
are table-funded, the creation of a
dealer loan or dealer consumer
credit
contract,
or
the
first
assignment of such loan or contract
to a lender?
Will the loan be made in whole or in RESPA applies
part by a lender who is regulated by
or whose deposits or accounts are
insured by any agency of the federal
government?
Will the loan be made in whole or in RESPA applies
part,
or
insured,
guaranteed,
supplemented, or assisted in any
way by any agency of the federal
government or under or in
connection with a housing or urban
development program administered
by HUD or a housing or related
program administered by any other
agency of the federal government?
Does the originating lender intend to RESPA applies
sell the loan to FNMA, GNMA,
FHLMC, or a financial institution
from which the loan is to be
purchased by FHLMC?
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15

16

17

18

Will the loan be made in whole or in RESPA applies
part by a “creditor” that makes or
invests in residential real estate
loans aggregating more than $1
million per year? “Creditor” means a
lender who regularly extends
consumer credit payable in more
than four installments or for a
finance charge and to whom the
debt is initially payable, not including
a state agency. “Residential real
estate loan” means any loan
secured by a single-family or
multifamily residential property.

Continue to next
criteria

Will the loan be originated by a RESPA applies
“dealer”? A “dealer” is a seller,
contractor, or supplier of goods or
services for property improvement
loans or one who engages in the
business of manufactured home
retail sales.
Will the loan be originated by a RESPA applies
mortgage broker and assigned to
any lender described in 12-15
above?
Will the loan be the subject of a RESPA applies
home equity conversion mortgage,
or “reverse mortgage,” issued by any
lender described in 12-15 above?

Continue to next
criteria

7.

Continue to next
criteria

RESPA does not
apply

Good Faith Estimate (GFE New Form Required after 1-1-2010.)
A. Integration with DRE Mortgage
Statements (RE 882, 883 and 884).

Lender

Disclosure

B. Who must give the GFE?
Where there is no mortgage broker, the lender must give the
Where a mortgage broker is involved in the loan
GFE. 508
origination, either the mortgage broker or the lender may give the
508

Reg. X, 24 CFR § 3500.7(a).
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GFE 509 although the lender is ultimately responsible to make sure
that the GFE was given by the mortgage broker.
C. When must a GFE be given?
D. When is a GFE be received?
E. Limitation of Initial Fees and Costs.
After January 1, 2010, until the GFE has been provided, to
facilitate loan shopping by the consumer, the broker/lender may not
charge any fee or cost except of the cost of a credit report. 510 After
the GFE has been received by the borrower.
8.

Section 6 Servicing of mortgage loans and administration of
escrow accounts (12 U.S.C. § 2605).
A. Initial disclosure regarding assignment, sale or transfer of
loan.

Section 2605(a) of RESPA requires that:
“Each person who makes a federally related mortgage loan shall disclose
to each person who applies for the loan, at the time of application for the loan,
whether the servicing of the loan may be assigned, sold, or transferred to any
other person at any time while the loan is outstanding.” However, this initial
disclosure only applies when a RESPA mortgage loan is secured by a first
lien. 511
B. Notice of Transfer of Servicing.
Section 2605(b)&(c) provide that:
Each servicer (transferor) and each transferee of any federally related
mortgage loan shall notify the borrower in writing of any assignment, sale, or
transfer of the servicing of the loan to any other person (herein called “Notice of
Transfer”). Therefore, there will be a Transferor Notice of Transfer and a
Transferee Notice of Transfer, each of which is sent to the borrower.
C.

Timing of the notice.

In general, both the Transferor and Transferee Notices of Transfer must
be made to the borrower not less than 15 days before the effective date of
509

Reg. X, 24 CFR § 3500.7(b).
Reg. X, 24 CFR § 3500.7(a)(4) & (b)(4).
511
Reg. X, 24 CFR § 3500.21(a).
510
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transfer of the servicing of the mortgage loan (with respect to which such
notice is made).
However, the Notice of Transfer must be made to the borrower not more
than 30 days after the effective date of assignment, sale, or transfer of the
servicing of the mortgage loan (with respect to which such notice is made) in any
case in which the assignment, sale, or transfer of the servicing of the mortgage
loan is preceded by: (1) termination of the contract for servicing the loan for
cause; (2) commencement of proceedings for bankruptcy of the servicer; or, (3)
commencement of proceedings by the Federal Deposit Insurance Corporation or
the Resolution Trust Corporation for conservatorship or receivership of the
servicer (or an entity by which the servicer is owned or controlled).
Where the notice is provided at closing, it is sufficient if the lender
provides to the borrower, at settlement (with respect to the property for which the
mortgage loan is made), written Notice of Transfer.
“The term ‘effective date of transfer’ means the date on which the
mortgage payment of a borrower is first due to the transferee servicer of a
mortgage loan pursuant to the assignment, sale, or transfer of the servicing of
the mortgage loan.” (12 U.S.C. § 2605(i)(1).)
Which some minor exceptions, the “term ‘servicer’ means the person
responsible for servicing of a loan (including the person who makes or holds a
loan if such person also services the loan).” (12 U.S.C. § 2605(i)(2).)
“The term ‘servicing" means receiving any scheduled periodic payments
from a borrower pursuant to the terms of any loan, including amounts for escrow
accounts described in section 10, and making the payments of principal and
interest and such other payments with respect to the amounts received from the
borrower as may be required pursuant to the terms of the loan.” (12 U.S.C. §
2605(i)(3).)
D. Contents of Notice of Transfer.
The Notice of Transfer shall include the following information:
“(A) The effective date of transfer of the servicing described in
such paragraph.
(B) The name, address, and toll-free or collect call telephone
number of the transferee servicer.
(C) A toll-free or collect call telephone number for (i) an
individual employed by the transferor servicer, or (ii) the department
of the transferor servicer, that can be contacted by the borrower to
answer inquiries relating to the transfer of servicing.
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(D) The name and toll-free or collect call telephone number for
(i) an individual employed by the transferee servicer, or (ii) the
department of the transferee servicer, that can be contacted by the
borrower to answer inquiries relating to the transfer of servicing.
(E) The date on which the transferor servicer who is servicing
the mortgage loan before the assignment, sale, or transfer will
cease to accept payments relating to the loan and the date on
which the transferee servicer will begin to accept such payments.
(F) Any information concerning the effect the transfer may
have, if any, on the terms of or the continued availability of
mortgage life or disability insurance or an other type of optional
insurance and what action, if any, the borrower must take to
maintain coverage.
(G) A statement that the assignment, sale, or transfer of the
servicing of the mortgage loan does not affect any term or condition
of the security instruments other than terms directly related to the
servicing of such loan.”
E. Sample Form of Notice of Transfer as set forth in Appendix
Ms-2 To Part 3500 – Reg X.
NOTICE OF ASSIGNMENT, SALE, OR TRANSFER OF
SERVICING RIGHTS
You are hereby notified that the servicing of your mortgage
loan, that is, the right to collect payments from you, is being
assigned, sold or transferred from ----------------------------- to ------------------------, effective ----------------------------.
The assignment, sale or transfer of the servicing of the
mortgage loan does not affect any term or condition of the
mortgage instruments, other than terms directly related to the
servicing of your loan.
Except in the limited circumstances, the law requires that your
present servicer send you this notice at least 15 days before the
effective date of transfer, or at closing. Your new servicer must also
send you this notice no later than 15 days after this effective date or
at closing. [In this case, all necessary information is combined in
this one notice].
Your present servicer is -----------------------------------.
If you have any questions relating to the transfer of servicing
from your present servicer call ----------------------------- [enter the
name of an individual or department here] between -------------- a.m.
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and ---------- p.m. on the following days ---------------------------------.
This is a [toll-free] or [collect call] number.
Your new servicer will be ------------------------------.
The business address for your new servicer is:
------------------------------ -----------------------------------.
The [toll-free] [collect call] telephone number of your new
servicer is -----------------------. If you have any questions relating to
the transfer of servicing to your new servicer call --------------------------- [enter the name of an individual or department here] at ----------------------------- [toll-free or collect call telephone number] between ------------ a.m. and ------------- p.m. on the following days ---------------.
The date that your present servicer will stop accepting
payments from you is -----------------------------. The date that your
new servicer will start accepting payments from you is -----------------------------. Send all payments due on or after that date to your new
servicer.
[Use this paragraph if appropriate; otherwise omit] The transfer
of servicing rights may affect the terms of or the continued
availability of mortgage life or disability insurance or any other type
of optional insurance in the following manner:
----------------------------------------------------------------------- and you
should take the following action to maintain coverage:
--------------------------------------------------------------------------------You should also be aware of the following information, which is
set out in more detail in Section 6 of the Real Estate Settlement
Procedures Act (RESPA) (12 U.S.C. 2605):
During the 60-day period following the effective date of the
transfer of the loan servicing, a loan payment received by your old
servicer before its due date may not be treated by the new loan
servicer as late, and a late fee may not be imposed on you.
Section 6 of RESPA (12 U.S.C. 2605) gives you certain
consumer rights. If you send a "qualified written request" to your
loan servicer concerning the servicing of you loan, your servicer
must provide you with a written acknowledgement within 20
Business Days of receipt of your request. A "qualified written
request" is a written correspondence, other than notice on a
payment coupon or other payment medium supplied by the
servicer, which includes your name and account number, and your
reasons for the request. [If you want to send a "qualified written
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request" regarding the servicing of your loan, it must be sent to this
address:
-------------------------------------------------------------------------------Not later than 60 Business Days after receiving your request,
your servicer must make any appropriate corrections to your
account, and must provide you with a written clarification regarding
any dispute. During this 60-Business Day period, your servicer may
not provide information to a consumer reporting agency concerning
any overdue payment related to such period or qualified foreclosure
if proper grounds exist under the mortgage documents.
A Business Day is a day on which the offices of the business
entity are open to the public for carrying on substantially all of its
business functions.
Section 6 of RESPA also provides for damages and costs for
individuals or classes of individuals in circumstances where
services are shown to have violated the requirements of that
Section. You should seek legal advice if you believe your rights
have been violated.
[INSTRUCTIONS TO PREPARER: Delivery means placing the
notice in the mail, first class postage prepaid, prior to 15 days
before the effective date of transfer (transferor) or prior to 15 days
after the effective date of transfer (transferee). However, this notice
may be sent not more than 30 days after the effective date of the
transfer of servicing rights if certain emergency business situations
occur. See 24 CFR § 3500.21(d)(1)(ii). "Lender" may be substituted
for "present servicer" where appropriate. These instructions should
not appear on the format.]
----------------------------------------------------PRESENT SERVICER [Signature not required] Date
-----------------------------------------------------FUTURE SERVICER [Signature not required] Date

F. Treatment of Loan Payments during Transfer Period.
Section 2605(d) provides that during the 60-day period beginning on the
effective date of transfer of the servicing of any federally related mortgage loan, a
late fee may not be imposed on the borrower with respect to any payment on
such loan and no such payment may be treated as late for any other purposes, if
the payment is received by the transferor servicer (rather than the transferee
servicer who should properly receive payment) before the due date applicable to
such payment.
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G. Duty of loan servicer to respond to borrower inquiries
(“Qualified Written Request”).
H. Notice of receipt of inquiry.
In general, if any servicer of a federally related mortgage loan receives a
qualified written request from the borrower (or an agent of the borrower) for
information relating to the servicing of such loan, the servicer shall provide a
written response acknowledging receipt of the correspondence within 20
days (excluding legal public holidays, Saturdays, and Sundays) unless the action
requested is taken within such period. (12 U.S.C. § 2605(e)(1)(A).)
I.

What is a “Qualified written request”.

A “qualified written request” shall be a written correspondence, other than
notice on a payment coupon or other payment medium supplied by the servicer,
that: (1) includes, or otherwise enables the servicer to identify, the name and
account of the borrower; and (2) includes a statement of the reasons for the
belief of the borrower, to the extent applicable, that the account is in error
or provides sufficient detail to the servicer regarding other information
sought by the borrower. (12 U.S.C. § 2605(e)(1)(B).)
J.

Action with respect to inquiry.

Not later than 60 days (excluding legal public holidays, Saturdays, and
Sundays) after the receipt from any borrower of any qualified written request and,
if applicable, before taking any action with respect to the inquiry of the borrower,
the servicer shall: (1) make appropriate corrections in the account of the
borrower, including the crediting of any late charges or penalties, and transmit to
the borrower a written notification of such correction (which shall include the
name and telephone number of a representative of the servicer who can provide
assistance to the borrower); (2) after conducting an investigation, provide the
borrower with a written explanation or clarification that includes: (i) to the extent
applicable, a statement of the reasons for which the servicer believes the
account of the borrower is correct as determined by the servicer; and (ii) the
name and telephone number of an individual employed by, or the office or
department of, the servicer who can provide assistance to the borrower; or (3)
after conducting an investigation, provide the borrower with a written explanation
or clarification that includes: (i) information requested by the borrower or an
explanation of why the information requested is unavailable or cannot be
obtained by the servicer; and (ii) the name and telephone number of an individual
employed by, or the office or department of, the servicer who can provide
assistance to the borrower. (12 U.S.C. § 2605(e)(2).)
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K. Sample Borrower Letter.
The following is the recommend qualified written request and comments
from the HUD website at http://www.hud.gov/offices/hsg/sfh/res/reslettr.cfm.
Attention Customer Service:
Subject: [Your loan number]
[Names on loan documents]
[Property and/or mailing address]
This is a "qualified written request" under Section 6 of the Real
Estate Settlement Procedures Act (RESPA).
I am writing because:
Describe the issue or the question you have and/or what action
you believe the lender should take.
Attach copies of any related written materials.
Describe any conversations with customer service regarding
the issue and to whom you spoke.
Describe any previous steps you have taken or attempts to
resolve the issue.
List a day time telephone number in case a customer service
representative wishes to contact you.
I understand that under Section 6 of RESPA you are required
to acknowledge my request within 20 business days and must try to
resolve the issue within 60 business days.
Sincerely,
[Your name]
[Instructions]
REMEMBER: This letter SHOULD NOT be included with your
mortgage payment, but should be sent separately to the customer
service address.
You SHOULD continue to make the required mortgage and
escrow payment until the request is resolved.
You may bring a private right of action under Section 6, if you
suffer damages due to the lender's servicing of the loan. See the
RESPA statute and regulations.
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The following sample is typical of recent letters from borrowers’ attorneys
requested a qualified written request. We do not recommend the use of this form
if you are a borrower as we believe it goes beyond what the borrower is entitled
to obtain from the lender pursuant to a qualified written request. Also, it contains
a request for a beneficiary statement that would entitle the lender to request a
beneficiary statement (payoff demand) fee under California Civil Code § 2943.
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L. Recent QWR Cases.
(1)

Where a Borrower purports to send a Qualified
Written Request (“QWR”) under RESPA, it is not a
QWR unless the Borrower gives a statement of
reasons for the borrower’s belief that there is an
account error.

Petite v. Saxon Mortgage Services et al. (U.S. Dist. Ct. W.D.
Washington; May 12, 2009) 2009 U.S. Dist. LEXIS 41496
Summary: In February 2003, the Petites (Borrowers) refinanced their
property through First Horizon Home Loan Corporation (“First Horizon” or
“Lender”). The loan was secured by the Borrowers’ 1-4 residential property in
Puyallup, Washington (the “Property”). First Horizon transferred servicing to
Saxon Mortgage Services (“Saxon”).
On January 7, 2008 plaintiffs (Borrowers) sent a letter to Saxon disputing
the amount owed on the loan and requested 26 sets of documents (i.e., “Inquiry
Letter”). Plaintiffs asserted that the Inquiry letter was a Qualified Written Request
(“QWR”) under section 2605(e) of RESPA. Plaintiffs' Inquiry Letter did not
articulate why they believed the debt calculation was incorrect. Plaintiff also
sent a rescission letter under the Truth in Lending Act (“TILA”). Saxon
responded to both letters on February 14, 2008, by providing Plaintiffs with 55
pages of documentation and further telling Plaintiffs where they could locate
additional information on the company's web-site. Saxon explained that certain
other requested documents, including the master pooling agreement, the master
servicing agreement, the primary servicing agreement, the default servicing
agreement, and the sub-servicing agreement, were not available because those
agreements were privileged and confidential. To assist Plaintiffs in gathering
additional information regarding their loan dispute, Saxon also provided the
phone number for its customer service department.
The U.S. District Court held that:
“RESPA defines a ‘qualified written request’ as including,
among other things, "a statement of the reasons for the belief of the
borrower, to the extent applicable, that the account is in error.
RESPA §2605(e) (1) (B) (emphasis added).
. . ..
Allowing borrowers to allege error without justification for their
belief for such error would permit frivolous requests for document
production at the expense of loan and servicing companies.
Because Plaintiffs failed to provide any statement of reasons for
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their dispute of the loan amount, their Inquiry Letter does not
constitute a qualified written request under RESPA. "
The court held that even though the Inquiry Letter disputed the debt;
requested documents and stated that it was a QWR, since the letter failed to
state “specific reasons” for claiming that an account is in error, the Inquiry Letter
was not a proper QWR.
While plaintiff requested “rescission under RESPA”, the court held that
there is no provision for rescission under RESPA (unlike TILA).
Plaintiff also claimed that Saxon, as loan servicer, had a duty to forward
the Inquiry Letter to First Horizon (lender). The court held that Saxon had no
duty to forward the Inquiry Letter to First Horizon whether or not the letter was
considered a valid QWR.
Comment: A borrower may want to send a QWR to both the lender and
servicer, if they expect a response from both. However, practically speaking, it
may be difficult for a loan servicer to respond to a QWR without contacting and
coordinating with the lender.
Lastly, the court held that even if the Inquiry Letter were proper, Saxon
response was adequate and timely (i.e., within the 60 day period allowed under
RESPA).
(2)

A valid QWR must request information relating to
the servicing (not origination) of the loan.

Brosnan v. Countrywide Home Loans, Inc. (Dist. Court. N.D. Cal.
2009) 2009 U.S. Dist. LEXIS 92480.
Summary: Plaintiff was an equity purchaser from the borrower whose 1-4
owner-occupied residential property was in foreclosure pursuant to a $447,800
loan secured by a deed of trust held by Countrywide Home Loans, Inc.
(“Countrywide”). As the court noted: “Nothing wrong was done to him [plaintiff]
but he allegedly purchased (for ten dollars) all claims held by someone else, a
Mr. John G. Kartinos [the actual borrower]. In other words, he is in no danger of
losing his home but seeks to profit from the misfortune of someone else.”
While as in many of these cases, plaintiff filed a complaint alleging an
array of causes of action, the most significant part of the court’s opinion related to
QWRs under RESPA. The court stated:
“Defendant argues that plaintiff's December 10, 2008, letter
requested documents and raised issues relating to loan origination,
not to loan servicing, and thus did not require a response under
RESPA. Under the relevant section, ‘[i]f any servicer of a federally
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related mortgage loan receives a qualified written request from the
borrower (or an agent of the borrower) for information relating to the
servicing of such loan, the servicer shall provide a written
response.’ 12 U.S.C. 2605(e) (1) (A) (emphasis added). ‘Servicing’
is defined as ‘receiving any scheduled periodic payments from
a borrower pursuant to the terms of any loan, including
amounts for escrow accounts . . . and making the payments of
principal and interest and such other payments with respect to
the amounts received from the borrower as may be required
pursuant to the terms of the loan.’ 12 U.S.C. 2605(i)(3).
In his letter, plaintiff stated that he had reason to believe the
following:
1. Loan terms were misrepresented at the time of application
and further obscured and/or modified prior to signing.
2. Income was inflated on the application.
3. Certain statements were not provided for approval prior to
closing, and that signatures may have been forged on various
documents.
4. Certain documents may have not been presented at all.
5. A notary was not present to witness signatures on several
pertinent documents and that this transaction did not take place in a
legitimate title/escrow/real-estate office with any title/escrow/realestate professionals.
(Compl. Exh. 1). These issues, as well as the documents
requested in the letter, all relate not to the ongoing servicing
of the loan, but rather to the circumstances surrounding its
inception. As such, no response was required from defendant,
and the lack of such a response does not constitute a violation
of RESPA.” [Emphasis Added].
The court dismissed plaintiff’s complaint including the RESPA claim.
(3)

A valid QWR must request information relating to
the servicing (not origination) of the loan. Trustees
and beneficiaries are subject to the qualified
communication privilege in Civil Code §§ 47 and 2924.

Consumer Solutions REO, LLC v. Hillery (Dist. Court. N.D. Cal. 2009)
2009 U.S. Dist. LEXIS 92480.
Summary: This case arises from the judicial foreclosure of a residential
property owned by defendant, who filed a cross-complaint. Plaintiff, lender, filed
a motion to dismiss the cross-complaint which was granted in part. The loan was
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a refinanced by New Century Mortgage (“New Century” or “Lender”) and Saxon
Mortgage Services (“Saxon”) was the loan servicer. The borrower attempted to
rescind pursuant to TILA and the lender commenced a foreclosure. Plaintiff
Consumer Solutions was the successor to New Century having acquired the note
and deed of trust by assignment.
There are many issues in the complaint, cross-complaint (including elder
abuse) and in the court’s opinion, but we will focus on the RESPA-QWR issue
and the fact that recording an NOD or NOS is a qualified privileged act.
First, as in Brosnan and other cases summarized herein, the court
concluded that the letter from the borrower disputing validity of the loan and not
the servicing of the loan itself, was not a QWR under RESPA.
Second, as to the qualified communication privilege, the court held that:
“Section 2924(d) provides that
[a]ll of the following shall constitute privileged
communications pursuant to [California Civil Code] Section 47:
(1) The mailing, publication, and delivery of notices as required
by this section [i.e., § 2924 which generally governs nonjudicial
foreclosure sales].
(2) Performance of the procedures set forth in this article..
Cal. Civ. Code § 2924(d).”
The court followed the California Court of Appeal Opinion in Kachlon v.
Markowitz (2008) 168 Cal.App.4th 316 holding that all of the above acts are
subject to a qualified communication privilege under Civil Code §§ 47 and 2924
which would cover all of the acts set forth above and that the qualified privilege
would apply to either the beneficiary or trustee performing such acts. To
overcome the qualified privilege, the plaintiff (borrower) would have to allege and
prove that the beneficiary or trustee, in performing covered acts, acted
maliciously.
(4)

The original note is not necessary to proceed with a
nonjudicial foreclosure. In addition, a QWR must
include a “statement of the reasons for the belief of
the borrower that there is a servicing account error.

Sicairos v. Ndex West, LLC et al. (Dist. Court. SC of Cal. 9th Cir.
2009)
Summary: This case was another Mitchell Roth lawsuit filed with respect
to a homeowner facing foreclosure on a $472,000 loan secured by a deed of
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trust. As with many of Mr. Roth’s cases, he filed a boilerplate, general lawsuit
against the trustee (Ndex West); and Wells Fargo as the loan servicer.
Defendants had the case removed to federal court and filed a motion to
dismiss which was unopposed by plaintiff and Mr. Roth.
Besides finding the pleadings inadequate even under liberal federal court
standards, the court addressed three issues critical to lenders and trustees.
First, plaintiff asserted that that under Article 3 of the UCC the lender must
have possession of the original promissory note before it could proceed with
nonjudicial foreclosure. The court found that plaintiff relied on the “wrong law”
noting that the California Court of Appeal has held that Civil Code §§ 2924
through 2924k provide a comprehensive framework for the regulation of a
nonjudicial foreclosure sale pursuant to a power of sale contained in a deed of
trust. (Moeller v. Lien (1994) 25 Cal. App. 4th 822, 830.) This comprehensive
statutory framework, established to govern nonjudicial foreclosure sales is
intended to be exhaustive. It includes a myriad of rules relating to notice and right
to cure. It would be inconsistent with the comprehensive and exhaustive statutory
scheme regulating nonjudicial foreclosures to incorporate another unrelated cure
provision into statutory nonjudicial foreclosure proceedings.
Second, regarding Roth’s QWR there were several problems. Roth sent
the QWR to the trustee, not to the loan servicer and the letter was sent the same
day as the lawsuit was filed, giving the trustee (or servicer) no time to respond.
While not really stating the grounds for dismissing Plaintiff’s RESPA claim, the
court pointed out that it was not clear that Roth’s letter "’includes a statement of
the reasons for the belief of the borrower . . . that the account is in error or
provides sufficient detail to the servicer regarding other information sought by the
borrower," as required by 12 U.S.C. § 2605(e)(1)(B)(ii).”
Third, the court held that Wells Fargo, as the loan servicer, was not
subject to the Federal Fair Debt Collection Practices Act (“FDCPA”) because that
Act explicitly excludes from the definition of “debt collector” persons who collect
debts "to the extent such activity . . . (ii) concerns a debt which was originated by
such person; [or] (iii) concerns a debt which was not in default at the time it was
obtained by such person." (15 U.S.C. §1692a (6) (F).) Therefore, the court found
that Wells Fargo, the loan servicer, was not a debt collector within the meaning of
the law. "The legislative history of section 1692a(6) indicates conclusively that a
debt collector does not include . . . a mortgage servicing company . . . ." (Perry v.
Stewart Title Co., 756 F.2d 1197, 1208 (5th Cir. 1985).)
Comment: Some care should be taken in concluding that an inquiry letter
is not a valid QWR. When in doubt, it is best to presume the Inquiry Letter is a
QWR and to respond accordingly.
In Moon v. GMAC Mortgage Corp. (U.S.
Dist. Ct, W.D. Wash. 2009) 2009 U.S. dist. LEXIS 91933, another recent case,
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the court came to different conclusions interpreting Section 2605(e) of RESPA
relating to QWRs. The court in Moon, held that a QWR need not be signed by
the borrower and that the lender should have responded to an Inquiry Letter sent
by an attorney or representative without insisting on a written authorization of
agent. This, of course, presents a risk of disclosing confidential account
information (e.g., loan history) to someone the lender hasn’t verified as the
authorized agent of the borrower. Most importantly, the court held that a QWR
only need to ask for information relating to loan servicing and provide the
relevant names and account numbers. Therefore, unlike other cases, the court
did not require that the borrower state its reasons for borrower’s belief that there
is an account error. Lastly, while the plaintiff did not plead actual damages, the
court in Moon held that pleading emotional distress would be sufficient to satisfy
this element. The Moon decision does not distinguish between information on
loan servicing vs. information on loan origination.
(5)

Servicing agreements, pooling agreements and
similar documents may have to be produced in
response to a QWR where they are part of the
public record or where the applicable privilege has
been waived.
A lender or loan servicer who
acquires a loan prior to default, is not a “debt
collector” under the FDCPA and is not subject to
that act.

Price v. America's Servicing Co. (In re Price), 403 B.R. 775 (Bankr.
E.D. Ark. 2009).
Summary: This is a case complicated by what appears to be bad
lawyering on behalf of the servicer. That is, apparently the servicer’s attorney
failed to answer an adversary complaint in a timely fashion and the court entered
a default judgment against the loan servicer. This particular opinion was from the
loan servicer’s attempt to obtain relief from the default. The borrower’s complaint
was fairly well pled and the court refused to set aside the default on some causes
of action and set aside the default on others. The problem, however, is that the
opinion is based upon only the facts pleaded by the Borrower and not facts that
could have been provided by the loan servicer. As such, the court’s opinion may
have to be taken with a grain of salt.
The borrowers obtained an ARM with a mortgage serviced by America’s
Servicing Company (“ASC”). Among other things, the borrowers alleged that the
servicers obtained forced placed insurance even though the borrowers had
elected not to have an impound account and even though they claimed that they
had hazard insurance at all relevant times. The borrowers alleged a number of
other irregularities relating to fees, charges and the application of loan payments
by the ASC. The borrowers further alleged that ASC never sent them a notice of
interest rate change as required by the note but ASC increased the borrowers’
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mortgage payment and interest rate anyway. Most significantly, the borrowers
alleged that ASC failed to properly respond to their QWR.
The two important issues in this case relate to whether ASC was subject
to the FDCPA and whether they failed to properly respond to the borrowers’
QWR.
First, addressing the FDCPA issue, the court stated:
“A threshold issue is whether ASC is a debt collector within the
meaning of the FDCPA. "It is well-settled that provisions of the
FDCPA generally apply only to debt collectors," Scott v. Wells
Fargo Home Mortg. Inc., 326 F..Supp. 2d 709, 717 (E.D. Va. 2003)
(citing Pollice v. National Tax Funding, L.P. 225 F.3d 379 (3d Cir.
2000)) but not creditors. Id. (citing Perry v. Stewart Title Co.,
756 F.2d 1197 (5th Cir.1985), . . .modified on other grounds,
761 F.2d 237 (5th Cir.1985)) (holding that a debt collector does
not include creditors, mortgage servicing companies, or
assignees of debt, provided the debt was not in default when it
was assigned). See also Schmitt v. FMA Alliance, 398 F.3d 995
(8th Cir. 2005) ("'A distinction between creditors and debt
collectors is fundamental to the FDCPA, which does not regulate
creditors' activities at all.'") (quoting Randolph v. IMBS, Inc., 368
F.3d 726, 729 (7th Cir. 2004)); Montgomery v. Huntington Bank,
346 F.3d 693, 699 (6th Cir. 2003) (" . . . the federal courts are in
agreement: A bank that is 'a creditor is not a debt collector for the
purposes of the FDCPA and creditors are not subject to the FDCPA
when collecting their accounts.'") (quoting Stafford v. Cross Country
Bank, 262 F.Supp. 2d 776, 794 (W.D. Ky. 2003)).
A "creditor," for purposes of the FDCPA, is defined as "any
person who offers or extends credit creating a debt or to whom a
debt is owed, but such term does not include any person to the
extent that he receives an assignment or transfer of a debt in
default solely for the purpose of facilitating collection of such debt
for another." 15 U.S.C. § 1692a(4). The FDCPA defines a "debt
collector" as "any person . . . who regularly collects or attempts to
collect, directly or indirectly, debts owed or due or asserted to be
owed or due another." 15 U.S.C. § 1692a(6). The definition of "debt
collector" excludes: "any person collecting or attempting to collect
any debt owed or due or asserted to be owed or due another to the
extent such activity . . . (iii) concerns a debt which was not in
default at the time it was obtained by such person; . . ." 15 U.S.C. §
1692a(6)(F)(iii). Based on this exception to the definition of debt
collector, it has been consistently held that the FDCPA's restrictions
do not apply to mortgage servicing companies unless "the
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mortgage at issue was already in default at the time when servicing
began." Dawson v. Dovenmuehle Mortgage, Inc., 2002 U.S. Dist.
LEXIS 5688, 2002 WL 501499, *5 (E.D. Pa. 2002) (citing Perry v.
Stewart Title Co., 756 F.2d 1197, 1208 (5th Cir.1985)). See also
Ricotta v. Ocwen Loan Servicing, LLC, 2008 U.S. Dist. LEXIS
13816, 2008 WL 516674, 6 (D.Colo. 2008) ("[The § 1692a(6)(F)(iii)]
exception is apparently intended to exempt from the FDCPA's
requirements persons who acquire a debt for reasons other than for
delinquency-based debt-collection purposes."); Quinn v. Ocwen
Federal Bank, FSB, 2006 U.S. Dist. LEXIS 92603, 2006 WL
4495659 (E.D. Ark. 2006) aff'd, 470 F.3d 1240 (8th Cir. 2006)
(Court found that FDCPA did not apply to servicer where mortgage
was not in default at the time servicer began servicing the
mortgage.); Zlupko v. Wash. Mut. Bank, 2004 U.S. Dist. LEXIS
20721, 2004 WL 2297400, n.2 (E.D. Pa. 2004) ("Mortgage lenders
and servicers . . . are generally exempt from the FDCPA.").
Since there was no allegation in the complaint that the mortgage was
transferred to ASC for servicing while the Prices were in default, and since the
borrowers claimed that they were not in default, the court found that ASC was not
a "debt collector" within the meaning of FDCPA, and the default judgment on the
FDCPA claim was denied.
Second, the court considered the borrowers RESPA claim for ASC failing
to properly respond to a QWR. Unlike some of the other cases discussed in this
update, the court in the Price case did not discuss the adequacy of the
borrowers’ QWR. The borrowers did not deny that ASC timely responded to their
QWR which requested various documents including: mortgage pooling and
servicing agreements, and all servicing, master servicing, sub-servicing,
contingency servicing, special servicing, or back-up servicing agreements with
respect to their account. However, the borrower alleged that ASC responded to
their QWR by simply stating that "[a]ny information you requested that has not
been provided, is privileged ASC information, and cannot be released." The
borrowers further alleged that the documents not produced were public records
(i.e., filed with the SEC) and therefore could not be privileged. Because this
matter was the result of a default judgment, ASC was not permitted to present
evidence that the requested documents were not public record or that they were
otherwise privileged. The court entered a default for the borrowers on the
RESPA-QWR claim.
Comment: This case may not stand for the proposition that servicing
agreements, pooling agreements and similar documents are not privileged if they
are not waived by being disclosed (particularly as part of the public record).
However, this opinion should be considered, in light of the QWR, in determining
whether such documents should be produced and whether they are in fact public
record. Most private lender, mortgage broker serviced loans are not disclosed to
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third parties and are not part of the public record. If the QWR raises issues that
may be addressed in such servicing agreements, it may be better to disclose
them than to claim privilege and risk having a response to a QWR found to be
inadequate. Decisions on privilege and how to respond to a QWR are best
handled through competent counsel.
M. Fax Fees and Payoff Demands.
Relying on the decision in the Watts case, the Eight Circuit Federal Court
of Appeals in Curran v. Washington. Mutual Bank 2006 U.S. App. LEXIS 31062
(8th Cir. 2006) upheld a district court decision from Arkansas (2006 U.S. Dist.
LEXIS 19817) holding that a “fax fee” and “payoff statement fees” neither
constitute a “prepayment penalty” nor a prohibited charge under RESPA Section
10 (15 U.S.C. § 2610.)
As the District Court observed:
“Other courts have addressed this issue and have held that
‘fax fees’ and ‘payoff statement fees’ were not in violation of the
prepayment prohibition of a mortgage when they could be incurred
when a borrower in other circumstances besides prepayment. See
Goldman v. First Fed. Sav. & Loan Ass'n, 518 F.2d 1247, 1252 (7th
Cir. 1975)(holding a charge is a prepayment penalty when it is
imposed at the time of prepayment and would not have been
imposed if the note were paid at maturity instead of at an earlier
date); Cappellini v. Mellon Mortgage Co., 991 F.Supp.31, 38 (D.
Mass. 1998)("Prepayment charges are those which are peculiarly
associated with prepayment alone."); Krause v. G.E. Capital
Mortgage Serv., Inc., 314 Ill. App. 3d 376, 731 N.E.2d 302, 307,
246 Ill. Dec. 774 (Ill. App. Ct. 2000)("Fees that could be imposed in
connection with a payment in full at maturity, fees that are an
addition to the loan principal, or fees that must be paid regardless
of whether the loan is prepaid do not constitute prepayment
penalties."); Colangelo v. Norwest Mortgage, Inc., 598 N.W.2d 14,
19 (Minn. Ct. App. 1999)("The fax fee is not contingent solely on
prepayment of the mortgage . . . it can be incurred at any time and
is not imposed only when a borrower attempts to prepay the
mortgage . . . thus, the fax fee does not constitute a prepayment
penalty barred by the terms of the mortgage agreements.").
In Watt v. GMAC Mortgage Corporation (8th Cir. 2006) 457 F.3d 781
GMAC Mortgage Corporation (“GMAC”) serviced the borrower’s mortgages and
GMAC had a policy to charge a borrower a $20 fee each time the borrower
requested a payoff statement from GMAC’s website. The plaintiff borrowers filed
a class action alleging that the $20 fee violated RESPA. The issue was: Whether
§ 2605(e) relating to a servicer’s obligation to respond to a “qualified written
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request”, prevents the lender or servicer from charging a $20 payoff demand
fee?
The federal court of appeals noted that RESPA does establish prohibitions
on charging fees for certain classes of statements (i.e., for the preparation and
distribution of the HUD-1 or HUD-1A settlement statement, escrow account
statements, or statements required by TILA). Nowhere in RESPA or in
Regulation X is there a prohibition against charging for a response to a “qualified
written request”, particularly a payoff demand.
Comment: The Watts case is not in the 9th Circuit which is the Circuit
governing California and other Western states. The Watts case leaves the issue
of the “reasonableness” of the fee to be determined later.
N. Protection of credit rating.
During the 60-day period beginning on the date of the servicer's receipt
from any borrower of a qualified written request relating to a dispute regarding
the borrower's payments, a servicer may not provide information regarding any
overdue payment, owed by such borrower and relating to such period or qualified
written request, to any consumer reporting agency (as such term is defined under
§ 603 of the Fair Reporting Act [15 USCS § 1681a]).
O. Damages and costs for violating any provisions of 12 U.S.C.
§ 2605 (RESPA Section 6).
Section 2605(f) provides that any person who fails to comply with any
provision of section 2605 shall be liable to the borrower for each such failure in
the following amounts:
For Individuals, an amount equal to the sum of: (1) any actual damages
to the borrower as a result of the failure; and (2) any additional damages, as the
court may allow, in the case of a pattern or practice of non-compliance with the
requirements of this section, in an amount not to exceed $ 1,000.
For Class actions. An amount equal to the sum of: (1) any actual
damages to each of the borrowers in the class as a result of the failure; and (2)
any additional damages, as the court may allow, in the case of a pattern or
practice of non-compliance with the requirements of this section, in an amount
not greater than $1,000 for each member of the class, except that the total
amount of damages under this subparagraph in any class action may not exceed
the lesser of: (i) $ 500,000; or (ii) 1 percent of the net worth of the servicer.
Costs. In addition to any damages awarded, in the case of any successful
action under § 2605, the costs of the action, together with any attorneys fees
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incurred in connection with such action as the court may determine to be
reasonable under the circumstances.
P. Non-liability where error discovered and corrected in a timely
manner.
A transferor or transferee servicer shall not be liable under § 2605 for any
failure to comply with any requirement under § 2605 if, within 60 days after
discovering an error (whether pursuant to a final written examination report or the
servicer's own procedures) and before the commencement of an action under §
2605 and the receipt of written notice of the error from the borrower, the servicer
notifies the person concerned of the error and makes whatever adjustments are
necessary in the appropriate account to ensure that the person will not be
required to pay an amount in excess of any amount that the person otherwise
would have paid.
Q. Administration of escrow accounts.
If the terms of any federally related mortgage loan require the borrower to
make payments to the servicer of the loan for deposit into an escrow account for
the purpose of assuring payment of taxes, insurance premiums, and other
charges with respect to the property, the servicer shall make payments from the
escrow account for such taxes, insurance premiums, and other charges in a
timely manner as such payments become due. (12 U.S.C. § 2605(g).)
R. Preemption of conflicting State Laws.
“Notwithstanding any provision of any law or regulation of any State, a
person who makes a federally related mortgage loan or a servicer shall be
considered to have complied with the provisions of any such State law or
regulation requiring notice to a borrower at the time of application for a loan or
transfer of the servicing of a loan if such person or servicer complies with the
requirements under this section regarding timing, content, and procedures for
notification of the borrower.” (12 U.S.C. § 2605(h).) See, California Civil Code §
2937 relating to State Notice of Transfer requirements.
9.

RESPA Section 8 -- Referral Fees and Kickbacks.

Congress enacted RESPA to protect the American home-buying public
from unreasonably and unnecessarily inflated prices in the home purchasing
process." 512
Section 8 has three relevant subdivisions set forth below dealing with
referral fees, fee splitting and affiliated business relationships..
512

See 64 Fed.Reg. 10081-82 (March 1, 1999); see also 12 U.S.C. § 2601(a).
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A. RESPA Section 8(a)
Section 8(a) of the Real Estate Settlement Procedures Act ("RESPA")
provides, in pertinent part:
“(a) Business referrals. No person shall give and no person
shall accept any fee, kickback, or thing of value pursuant to any
agreement or understanding, oral or otherwise, that business
incident to or a part of a real estate settlement service involving a
federally related mortgage loan shall be referred to any person.
(1)

Mortgage Broker will be Jointly and Severally Liable
For § 8 Referral Fees and Kickbacks Paid and
Received. The Mortgage Broker May be Vicariously
Liable for § 8 Violations Arranged by its Employees.
Violators of § 8(a) Will Be Liable for Attorneys Fees,
Costs and Treble Damages Based Upon the Full
Amount of the Referral Fee or Kickback.

In re Curriden (Neuner v. Innovative Mortgage (Bk Ct. New Jersey
2007) 2007 Bankr. LEXIS 2074,
Summary: The trustee in bankruptcy for the seller, Gwen Curriden's,
(debtor) filed two adversary complaints arising from the events surrounding
debtors sale of her home to Vincent Richardson on New Year's Eve, December
31, 2004. The plaintiffs paint a picture of the debtor as scared, confused and
desperately trying to sell her home under the threat of foreclosure. She relied
upon the assistance of a co-worker, defendant Jeffrey Adams, and his
connections to help her sell her home. The plaintiffs allege that the various
defendants conspired to defraud the debtor. The defendants contend that they
were merely trying to help the distressed debtor to sell her home, and that the
finder's fees were reasonable and disclosed. They claim that there was no
conspiracy and no fraudulent transfers.
A co-worker Adams, told debtor that he may be able to help her because
he “had an interest in” or “was connected somehow” to a mortgage broker.
Adams introduced debtor to Hurdle and Green and mentioned that they too were
affiliated with the mortgage broker. Although he was not a licensed real estate
broker, Hurdle told debtor that he thought he could sell her house. Actually,
Hurdle was a teacher just starting his involvement in the mortgage business as a
loan solicitor (i.e., an activity apparently not requiring a real estate license in New
Jersey) for defendant Innovative Mortgage for which his brother managed an
office. Green was the father-in-law of the manager of one of the Innovative
mortgage offices.
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Green attempted to get debtor to sign a document agreeing to receive
only $5,000 from the transaction, but she refused to do so as she had lived in the
house 12-years and expected she had more equity than that. Debtor agreed to
cooperate with Hurdle and Green to sell her home.
Hurdel introduced friends (the Richardsons) to buy the house as a “bridge
deal” (i.e., a “cash-to-buyer” deal). The debtor was kept in the dark until just
before closing. The Richardsons understood that they would buy the property for
$125,000; seller to pay any costs involved in the transaction and the buyers
would receive $40,000.00 at the closing. Richard’s applied for a purchase
money loan through Innovative Mortgage. The loan application was handled by
Wallace (Green’s son-in-law) and Hurdle. Hurdle was officially employed at
Innovative Mortgage until much later but he handled much of the paper work in
arranging the details of the settlement.
The debtor learned the actual terms of the deal at the time of the closing.
The contract limited the amount of buyer’s closing costs she was to pay to 6%
although this was never explained to her and was apparently ignored in the
closing. Debtor claims she asked, if she needed counsel to review the
documents and that she was told that she did not, as that would “complicate
things”. After paying off the existing mortgage, loan origination fees and paying
all closing cost there was $41,602.74 left.
At the closing, outside the presence of the debtor, Wallace, Adams,
Hurdle, the Richardsons and the closing agent left the room. Before closing,
Wallace, Hurdle and Adams agreed that Adams and Hurdle would each get a
$5,000 referral fee and that the $10,000 would come out of the $40,000 promised
to the Richardsons. The Richardson’s were not amused by this or the fact that
debtor could not give up possession for one-month. Adams and Hurdle out of
their referral fees, paid the Richardsons one month’s rent to allow the debtor to
stay in the property. Ultimately the debtor got $5,000.00; Adams and Hurdle
each received $4,420.00 and the Richardsons received $26,602.74.
The debtor was not consulted on this. Adams then returned to the closing
room where debtor was and had her endorse the back of three settlement checks
and gave her a $5,000.00 check.
With respect to the debtor’s RESPA § 8(a), claim, the bankruptcy court
held:
. . . RESPA was enacted in part to eliminate the abusive
practice of "the payment of referral fees, kickbacks, and other
unearned fees. . . .. Of particular interest to Congress was the
payment by settlement service providers of commissions or
fees in exchange for the referral of a consumer's business. Id.”
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Sosa v. Chase Manhattan Mortg. Corp., 348 F.3d 979, 981 (11th
Cir. 2003).
Congress enacted RESPA with the goal of "protect[ing] the
American
home-buying
public
from
unreasonably
and
unnecessarily inflated prices in the home purchasing process." See
64 Fed.Reg. 10081-82 (March 1, 1999); see also 12 U.S.C. §
2601(a). In addressing real estate settlement procedures, Congress
sought to, among other things, "effect certain changes in the
settlement process for residential real estate that will result (1) in
more effective advance disclosure to home buyers and sellers of
settlement costs; (2) in the elimination of kickbacks or referral fees
that tend to increase unnecessarily the costs of certain settlement
services ...." 12 U.S.C. § 2601(b); see also 64 Fed.Reg. 10082.
Culpepper v. Irwin Mortg. Corp., 491 F.3d 1260, 2007 WL 1879710,
*15 n.3 (11th Cir. 2007). See also Boulware v. Crossland Mortg.
Corp., 291 F.3d 261, 267 (4th Cir. 2002).
After quoting RESPA § 8(a) regarding referral fees and kickbacks, the
court noted:
Payment for services actually performed is permitted. 12 U.S.C.
§ 2607(c)(2). A private cause of action for a violation of [§8] is
authorized, and the prevailing party may collect costs and
reasonable attorneys fees. 12 U.S.C. § 2607(d)(5). Any person who
violates the proscriptions specified "shall be jointly and severally
liable to the person or persons charged for the settlement
service involved in the violation in an amount equal to three
times the amount of any charge paid for such settlement
service." 12 U.S.C. § 2607(d)(3).
Here, Adams and Hurdle are liable to the plaintiffs for the
"finder's fees" or "kickbacks" they each received at settlement.
They "accepted" such fees in connection with bringing the Curriden
transaction to Wallace, who rendered "a real estate settlement
service involving a federally related mortgage loan" in connection
with the Curriden transaction by obtaining a mortgage loan for the
Richardsons. . . .. Correspondingly, Wallace is liable to the plaintiffs
for "giving" kickbacks to Adams and Hurdle for the referral of
business in connection with the Richardson mortgage. In exchange
for the referral of the Curriden transaction to him, Wallace agreed to
pay Adams and Hurdle a finder's fee of $ 5,000 each. This is
exactly the type of transaction proscribed by section [8 (a)].
Hurdle contends that he performed actual clerical services in
preparation for the settlement, and should be compensated
accordingly. In fact, the record reflects that Hurdle did perform
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some clerical tasks, particularly in coordinating the details of the
settlement with Trinity Title, and conveying the necessary paperwork to the title company in anticipation of the closing. However,
Hurdle was not an official employee of Innovative Mortgage at the
time, and was not authorized to be paid for his clerical services by
anyone. There is no doubt that he expected to be paid for his
services. However, the monies he received do not reflect
compensation for clerical services rendered. Rather, the
payment fits squarely into the Congressional concept of a "finder's
fee" proscribed by the statute.
Under RESPA, defendants Adams, Hurdle and Wallace would
be jointly and severally liable to the plaintiffs for three times the
amounts received by Adams and Hurdle, plus costs and attorney
fees. [Emphasis Added]
The bankruptcy court found defendant Innovative Mortgage Solutions
LLC, a vicariously liability for the wrongful acts of its employee, Wallace, and his
subagent, Hurdle, in connection with the Curriden/Richardson transaction.
Comment: In a transaction covered by RESPA, any time someone wants
a last minute fee (whether a referral fee or other charge), that was not previously
disclosed in the GFE or MLDS, the broker must take great care. This happens
occasionally where a relative or friend puts a claim in to escrow for a referral fee
(or for some charge that smells like a referral fee e.g., a payment for
administrative services that is more than the reasonable value of the services).
As can be seen from the Neuner case, if the payment is determined to be a
violation of § 8(a), the mortgage broker may end up holding the bag for treble
damages, attorney’s fees and costs. Even if the claimant were a licensed real
estate broker, add-on commissions will make the MLDS and TILA disclosures
inaccurate and may require new or amended disclosures.
B. RESPA Section 8(b) Fee Splitting, Markups of Third Party
Services and Overcharging.
Section 8(b) of the Real Estate Settlement Procedures Act ("RESPA")
provides, in pertinent part:
“(b) Splitting Charges. No person shall give and no person shall
accept any portion, split, or percentage of any charge made or
received for the rendering of a real estate settlement service in
connection with a transaction involving a federally related mortgage
loan other than for services actually performed.”
(1)

Litigation over
overcharges.
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Extensive litigation involves fee splitting, markups or overcharges under
Section 8 of RESPA. Markups without providing services (e.g., charging a
$50.00 fee to the borrower for courier services although only part of that sum was
paid to third party couriers and the balance retained by the lender) will likely
violate RESPA § 8(b). (See, Sosa v. Chase Manhattan Mortgage Corporation
(11th Cir. 2003).) In Santiago v GMAC Mortgage Group, Inc. (3rd Cir. Aug. 2005)
417 F.3d 384, the court of appeal held that § 8(b) does not cover overcharges,
but held that a borrower may sue for markups of third-party fees. The court of
appeal found that there is no “reasonableness” standard for fees in § 8(b).
In Kruse v. Wells Fargo Home Mortgage, Inc. (2nd Cir. 2004) 838 F.3d 49
Docket No. 03-7665, plaintiff homeowners filed a class action against Wells
Fargo Home Mortgage (“WF”) for alleged RESPA violations. They claimed that
WF violated section 8(b) of RESPA for (1) charging unreasonable and excessive
fees for settlement services provided directly by WF to the homeowners, and
(2) marking-up fees for settlement charges for services provided to the
homeowners by third parties.
The services included tax service, flood
certification, document preparation, and underwriting.
The trial court granted the defendants’ motion for judgment on the
pleadings and dismissed the case. The plaintiffs appealed. The issues were
whether alleged overcharges and/or markups violate the provisions of RESPA
section 8(b).
The court of appeal affirmed the trial court finding that the alleged
overcharges did not violate RESPA section 8(b). However, the court of appeal
reversed the trial court finding on whether the alleged mark-ups of services
provided by third parties were a violation of the provisions of RESPA section 8(b)
The plaintiffs relied upon a HUD Policy Statement (66 Fed.Reg. 53,052,
53,057-58) which stated that both overcharges and mark-ups violated section
8(b).
“Overcharges” or “excessive charges” are defined as fees
charged for settlement services provided by the lender itself but
charged to consumers seeking home mortgage for substantially
more than the provider’s costs. The services that were the subject
of the complaint were underwriting services provided by the
defendants, i.e., analyzing the borrower’s ability to repay the loan,
generally while using automated software provided by Fannie Mae
and Freddie Mac. The true cost for this service was approximately
$20 per loan, but was billed out at as much as 25 times that amount
for the service. With regard to overcharges, HUD concluded that
charging “unreasonably” high prices for certain settlement services
was a violation of § 8(b).
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The Court of Appeals rejected the HUD policy statement conclusion
regarding “overcharges”. Nothing in the statute authorizes court to divide a
“charge” into what the court or some other person or entity deems to be its
“reasonable” and “unreasonable” components. Nor does the statute provide any
guidance to the courts for assessing treble damages for “unreasonable” charges.
In such a situation, i.e., where the language of the statute was clear, the court
was not required to follow the HUD policy statement for guidance on
interpretation of the statute. The court affirmed the trial court decision granting
judgment on the pleadings in favor of the defendants on the issue of
“overcharges”.
The Court of Appeals next discussed the issue of “mark-ups”. “Mark-ups”
occur when the settlement service provider “marks-up” the fee for a settlement
service when the provider outsources the task of providing the service to a thirdparty vendor, pays the vendor a fee for the service, and then, without providing
an additional service, charges the homeowners seeking mortgages a higher fee
for the settlement service than that which the provider paid to the third-party
vendor.
Initially, the court noted that the Fourth, Seventh, and Eighth Circuits have
ruled that the text of § 8(b) clearly does not prohibit mark-ups. The court also
noted that the Eleventh Circuit had reached the contrary conclusion, i.e., that the
language of RESPA § 8(b) does in fact prohibit mark-ups. (Sosa v. Chase
Manhattan Mortgage Corp. (11th Cir. 2003) 348 F.3d 979.) The Sosa court held
that if a lender pays a third party for services and, though performing no
additional services itself, charges an additional amount to the borrower, it
receives that additional amount “other than for services actually performed” in
violation of the statute.
The Kruse court concluded that the language in the statute could support
either of the foregoing views. The Kruse court then turned to the HUD policy
statement for further guidance on interpretation of the statute. The HUD policy
statement reads § 8(b) to prohibit a settlement service provider to mark-up
the cost of another provider’s services without providing additional
settlement services. (Policy Statement, 66 Fed.Reg. at 53,059) In this case,
the court concluded that the plaintiffs had adequately stated a cause of action for
activity that the defendants had engaged in marking-up services provided by
other providers without providing any additional services themselves.
The court of appeal reversed the trial court order on the issue of whether
mark-ups are prohibited by RESPA §8(b), and remanded the matter to the trial
court for further proceedings.
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C. HUD Statement of Policy 2001-1
On October 18, 2001, HUD issued its Statement of Policy 2001-1. HUD
hoped to clarify its interpretation of Section 8 of RESPA (Statement of Policy
1999-1) dealing with lender payments to mortgage brokers and reiterating “its
long-standing interpretation of Section 8(b)’s prohibitions”. The Statement of
Policy 2001-1 deals with the elimination of “any ambiguity concerning the
Department’s position with respect to those lender payments to mortgage
brokers characterized as yield spread premiums and to overcharges by
settlement service providers as a result of questions raised by” the Culpepper v.
Irwin Mortgage Corp. and the Echevarria v. Chicago Title and Trust Co. cases.
Culpepper involved the payment of yield spread premiums from lenders to
mortgage brokers. Echevarria applied Section 8(b) of RESPA to a settlement
service provider that overcharged a borrower for the service of another
settlement service provider, and then retained the amount of the overcharge.
HUD stated that yield spread premiums are not per se legal or illegal, and
clarified the test for their legality contained in its 1999 Statement of Policy. There
may be individual cases or classes of transactions in which such payments are
illegal, however. The test is (1) whether goods or facilities were actually
furnished or services were actually performed for the compensation paid and (2)
whether the payments were reasonable related to the value of the goods or
facilities that were actually furnished or services that were actually performed.
HUD stated that Section 8(b) may be violated when (1) two or more
persons split a fee for settlement services, any portion of which is unearned; or
(2) for one settlement service provider to mark up the cost of the services
performed or goods provided by another settlement service provider without
giving additional actual, necessary, and distinct services, goods, or facilities to
justify the additional charge; or (3) for one settlement service provider to charge
the consumer a fee where no, nominal, or duplicative work is done, or the fee is
in excess of the reasonable value of goods or facilities provided or the services
actually performed.
HUD also reiterated the importance of disclosure so that borrowers can
choose the best loan for themselves and describes what it views as the best
practices.
D. RESPA and Yield Spread Premiums (“YSP”).
Recently, courts have considered actions assailing yield-spread premiums
and found that their payment to brokers does not violate the FHA limit on
origination fees (Bjustrom v. Trust One Mortgage Corp. (W.D. Wash. 2001) (9th
Cir. 2003) 322 F.3d 1201) or the Real Estate Settlement Procedures Act
(RESPA) (Schuetz v. Banc One Mortgage Corporation (9th Cir. 2002) 292 F.3d
1004). Similarly, payment by the lender of a YSP does not violate the VA limit on
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borrower origination fees (1% cap) and nor does it violate RESPA. (Geraci v.
Homestreet Bank (2003 9th Cir. Wash.) 347 F.3d 749.) The Court of Appeal in
Geraci relied on the HUD Statement of Policy, Lender Payments to Mortgage
Brokers, 64 Fed. Reg. 10080 (March 1, 1999), as well as Bjustrom v. Trust One
Mortgage Corp, surpa and Schuetz v. Banc One Mortgage Corp., supra,
decisions (both discussed here last year).
(1)

YSP Not Automatically Unlawful.

Compensation in the form of yield spread premiums 6 ("YSP") is not per
se illegal or legal. 513
(2)

Failure to Properly Disclose YSP may result in a
transaction funded by a lender or broker being
determined to be “table funded” in violation of
RESPA. The statute of limitations for rescission
where there have been incorrect TILA disclosures
is 3 years from consummation or sale, whichever
occurs first. The statute of limitations for damages
under TILA is 1 year from the TILA violation which,
in the case of wrongfully refusing to rescind, will be
one year from the refusal to allow rescission under
TILA.

Brewer v. Indymac Bank et al (9th Cir. Dist. Ct. N.D. Cal. 2009) 609
F.Supp.2d 1104.
This is a mortgage fraud action in which plaintiffs allege that Indymac,
(Residential Mortgage Capital (“RMC”, and James Chapman (“Chapman”)
allegedly failed to disclose the material terms of plaintiffs' loans, unlawfully
obtained higher loan origination fees from plaintiffs, and transferred plaintiffs'
loans through a sham transaction through which RMC unlawfully made a "secret
profit." Plaintiffs allege that on or about May 17, 2005, plaintiffs entered into a
consumer credit transaction with RMC whereby plaintiffs obtained two loans for
the financing of residential property. Plaintiffs allege that upon consummation of
the loans, RMC was required to provide plaintiffs with certain financial
disclosures, specifically the "amount financed," the "finance charges," and notice
of an optional three-day rescission period, pursuant to the Truth in Lending Act,
15 U.S.C. § 1601, et seq. ("TILA"). Plaintiffs allege, however, that RMC
inaccurately reported the amount financed, collected finance charges that were
not disclosed to plaintiffs, and failed to provide plaintiffs with dated copies of their
notice of right to rescind the loans, all in violation of TILA.
513

Geraci v. Homestreet Bank, 347 F.3d 749, 751 (9th Cir. 2003); Brewer v. Indymac
Bank et al (9th Cir. Dist. Ct. N.D. Cal. 2009) 609 F.Supp.2d 1104. see also Department of Housing
and Urban Development ("HUD") 2001-1 Policy Statement, 66 Fed. Reg. at 53054.
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Plaintiffs further allege that RMC devised a scheme with Indymac whereby
RMC transferred plaintiffs' loans to Indymac and received a "secret profit" in
direct contravention of federal law and fiduciary duties owed to plaintiffs.
According to plaintiffs, RMC acted as plaintiffs' mortgage broker and thus owed
plaintiffs a fiduciary duty. Plaintiffs allege that in securing plaintiffs' loans, RMC
and Indymac engaged in a "table funded" transaction designed to circumvent the
Federal Real Estate Settlement Procedures Act, 12 U.S.C. § 2601, et seq.
("RESPA"). Plaintiffs further allege that although the loans were table funded by
RMC, RMC attempted to secure "holder in due course" status by disguising the
table funded transaction as a secondary market transaction. Through this course
of conduct, defendants purposefully attempted to thwart the provisions of RESPA
designed to protect debtor consumers. Plaintiffs allege that as payment for
securing plaintiffs' loans and in direct violation of RESPA, RMC received a secret
profit from Indymac that RMC failed to disclose to plaintiffs, despite RMC's
fiduciary duty to do so.
Plaintiffs (borrowers) were successful in defeating most of the defendants’
motions to dismiss primarily due to the fact that plaintiffs pled facts that ultimately
they probably cannot prove. However, the court’s decision provides insights on a
number of important issues.
This case appears to be a typical transaction where a mortgage broker
(Chapman) represented the borrower and submitted a loan package to RMC
which was the original lender. At or soon after the close of escrow, RMC
assigned the loan to Indymac. Plaintiff was able to skirt dismissal on a number of
causes of action by alleging that RMC (in addition to Chapman) was a mortgage
broker in the transaction.
The primary issues concerned whether RMC owed the borrower a
fiduciary duty; what are the appropriate statutes of limitations for damages and
rescission claims under TILA; and whether the transaction violated RESPA
relating to illegal fees. The following are some of the important points resolved
by the court in its opinion.
First, the court addressed the statute of limitations for rescission under
TILA. Plaintiffs asserted that they were entitled to the extended 3 year statute of
limitations because of the inadequate TILA disclosure.
Since the loan
transaction closed on May 17, 2005, the 3 years would have expired on May 17,
2008. The problem was that plaintiffs did not notify RMC or Chapman of the
exercise if their rescission right until plaintiffs filed their lawsuit on May 30, 2008
(more than three years after consummation). The court dismissed plaintiffs’
rescission claim, holding that it was barred by the three year statute of limitations.
Second, plaintiffs argued that they should be given 1 year from the
rejection of their attempted rescission to sue for damages under TILA. The court
held that generally, when a lender improperly refuses to rescind under TILA, that
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violation can make it liable for damages for 1 year after the refusal. However, the
court dismissed the TILA claim for damages as the request for rescission was
barred by the statute of limitations when plaintiffs first sought to rescind. While
plaintiffs alleged that Indymac received notice of rescission within the three-year
statutory period and refused to cancel plaintiffs' second loan, plaintiffs did not cite
any authority for the principle that notice to an assignee should suffice for notice
to the original creditor.
Third, the court held, based on authority in the 9th circuit, that the 1 year
statute of limitations for damages based on inaccurate disclosures runs from
consummation of the loan. (See, King v. California 784 F.2d 910, 915).
Fourth, with respect to the illegal fees, rebates or kickback RESPA
violation, the defendants argued that the transaction was exempt as a secondary
market transaction and that the YSP paid in that transaction was lawful.
The court discussed RESPA, Section 8 relating to illegal kick backs,
referral fees or unearned fees. The court then noted:
“12 U.S.C. § 2607(c)(2) provides a safe harbor, however,
stating in relevant part that "[n]othing in this section shall be
construed as prohibiting . . . (2) the payment to any person of a
bona fide salary or compensation or other payment for goods or
facilities actually furnished or for services actually performed."
Further, bona fide secondary market transactions, in which closed
loans are purchased by investors, are exempt from RESPA. 24
C.F.R. § 3500.5(b) (7). However, "table-funded" transactions are
not considered secondary market transactions. 24 C.F.R. § 3500.2;
24 C.F.R. § 3500.5(b) (7). "Table funding" is defined as "a
settlement at which a loan is funded by a contemporaneous
advance of loan funds and an assignment of the loan to the person
advancing the funds." 24 C.F.R. § 3500.2. "In determining what
constitutes a bona fide transfer, HUD will consider the real source
of funding and the real interest of the funding lender . . . [T]he first
assignment of such loan or contract to a lender" is not a secondary
market transaction. 24 C.F.R. § 3500.5(b) (7).
In discussing the yield spread premium issue, the court held:
Compensation in the form of yield spread premiums 6 ("YSP") is not per
se illegal or legal. Geraci v. Homestreet Bank, 347 F.3d 749, 751 (9th Cir. 2003);
see also Department of Housing and Urban Development ("HUD") 2001-1 Policy
Statement, 66 Fed. Reg. at 53054. However, "HUD currently requires the
disclosure of yield spread premiums" because "borrowers should be afforded a
meaningful opportunity to select the most appropriate product and determine
what price they are willing to pay for the loan." 66 Fed. Reg. at 53056.
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The court did not dismiss the RESPA claim because plaintiff had alleged
that the loan was table funded and that the YSP was not disclosed.
Fifth, the court held that equitable tolling may apply to the statute of
limitations that applies to RESPA. While noting that the authority is not clear, the
court felt that if the plaintiff could show that their delay was excusable because
the facts were concealed from them (e.g., illegal kickback or fees), then equitable
tolling may apply.
Sixth, the court allowed a cause of action for breach of fiduciary duty to
stand against RMC because plaintiff alleged that it was a mortgage broker. The
court’s opinion expounded on the duties of a mortgage broker to a borrower.
Comment: Particularly for mortgage brokers who have a fiduciary duty to
borrowers (as opposed to a direct lender who does not), it is clearly important to
understand what constitutes table funding and to disclose any compensation,
including a YSP, obtained from the loan transaction.
E. DRE Emphasis on RESPA § 8 violations.
Both in the Spring and Summer 2006 of the DRE Real Estate Bulletin and
in the Spring 2006 DRE Mortgage Loan Bulletin, the DRE published articles on
conduct that violates either RESPA § 8 or California anti-kickback provisions
found in Business and Professions Code § 10177.4 These bulletins republished
an article from HUD, Office of RESPA and Interstate Land Sales which notes the
following as examples of violations of § 8 (12 U.S.C. § 2607(a), and its
implementing regulations at 24 CFR § 3500.14. The prohibited conduct includes
the following:
“Title companies, mortgage brokers, lenders offering real estate
agents a free chance to win a contest or prize, such as trips,
money, coupons and discount certificates.
Mortgage brokers, lenders, title companies offering to assist
real estate agents promote themselves or their property listing, by
providing such things as postcards, virtual tours, and marketing
materials.
Mortgage brokers, lenders, title companies offering to pay or
defray any costs that real estate brokers or agents would otherwise
have to incur, such as providing continuing education or paying
disproportionate costs for joint advertising.
Mortgage brokers, lenders, title companies providing “thank
you” gifts to real estate agents for referring business.
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Mortgage brokers or lenders paying real estate brokers or
agents a commission for referring new business. “ 514
RESPA § 8 does not prohibit compensation for providing actual goods,
facilities or services, but merely requires that the compensation “be reasonably
related to the market value of the goods, facilities or services. HUD has
indicated that it will consider any excess payments as compensation for the
referral of business violating § 8. Areas HUD recommends that mortgage
brokers avoid are:
Mortgage brokers paying commissions to lenders or other mortgage
brokers for their turndowns or so-called “leads.” It’s okay to purchase lead lists as
they are considered “goods.” However, compensation based on the outcome of
the lead is not permissible.
Title companies paying real estate agents for performing duplicate or
unnecessary work.
Mortgage brokers or leaders attempting to employ real estate agents as
loan officers to pay them a percentage of the loan amount for performing
minimal, duplicative, or unnecessary services, such as completing or helping with
loan applications.
Real estate agents receiving additional payment without performing
additional work. (Remember that providing referral services is not a compensable
service.)
Real estate brokers receiving above market rates for renting desk or office
space to loan officers, mortgage brokers, lenders, or title companies. Or,
collecting rent for desk or office space that is rarely used by the loan officers,
mortgage broker, lenders, or the title companies.
Real estate brokers and agents who enter into marketing agreements with
lenders to provide marketing services, but only provide referral services.”
F. RESPA Section 8(c) v Affiliated Business Arrangement
(“AfBA”).
The HUD article also points out that in 1983 Congress amended RESPA
to permit referrals between settlement service providers in an Affiliated Business
Arrangement (“AfBA”).
“An AfBA exist when a person in a position to refer business or
their associate owns 1 percent of a provider of settlement services,
and either person directly or indirectly refers business to that
514

Mortgage Loan Bulletin, Spring 2006.
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provider. An associate of a person in a position to refer business
includes a partner, employer, officer, spouse, parent, child; or
where an entity is a corporation related to another corporation as
parent to a subsidiary by an identity of stock ownership.” 515
As provided in 24 CFR § 3500.15, referrals made between AfBAs do not
violate RESPA so long as the following three things are done:
“(1) The person making each referral has provided to each
person whose business is referred a written disclosure in the format
of the Affiliated Business Arrangement Disclosure Statement set
forth in [24 CFR 3500, appendix], of the nature of the relationship
(explaining the ownership and financial interest) between the
provider of settlement services (or business incident thereto) and
the person making the referral and of an estimated charge or
range of charges generally made by such provider (which
describes the charge using the same terminology, as far as
practical, as section L of the HUD-1 settlement statement). The
disclosures must be provided on a separate piece of paper no later
than the time of each referral or, if the lender requires use of a
particular provider, the time of loan application (with certain
exceptions). (See, 24 CFR § 3500.15(b). If the referral made by
telephone, the disclosure must be given within 3 business days of
the referral.
(2) No person making a referral has required (as defined in
§ 3500.2, "required use") any person to use any particular
provider of settlement services or business incident thereto,
except if such person is a lender, for requiring a buyer, borrower or
seller to pay for the services of an attorney, credit reporting agency,
or real estate appraiser chosen by the lender to represent the
lender's interest in a real estate transaction, or except if such
person is an attorney or law firm for arranging for issuance of a title
insurance policy for a client, directly as agent or through a separate
corporate title insurance agency that may be operated as an
adjunct to the law practice of the attorney or law firm, as part of
representation of that client in a real estate transaction.
(3) The only thing of value that is received from the
arrangement other than payments listed in § 3500.14(g) is a return
on an ownership interest or franchise relationship.”

The disclosure form is set forth in Appendix D to 24 CFR § 3500 which
reads as follows:
515

Id.; and see, 24 CFR § 3500.15
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24 CFR PART 3500 APPENDIX D
APPENDIX D TO PART 3500 -- AFFILIATED BUSINESS
ARRANGEMENT DISCLOSURE STATEMENT FORMAT; NOTICE
_ APPENDIX D TO PART 3500
Affiliated Business Arrangement Disclosure Statement Format
Notice
To: -----------------------

Property: --------------------------

From: ----------------------

Date: --------------------------

(Entity Making Statement)
This is to give you notice that (referring party) has a business
relationship with [settlement services provider(s)]. [Describe the
nature of the relationship between the referring party and the
provider(s), including percentage of ownership interest, if
applicable.] Because of this relationship, this referral may provide
[referring party] a financial or other benefit.
[A.] Set forth below is the estimated charge or range of charges
for the settlement services listed. You are NOT required to use the
listed provider(s) as a condition for [settlement of you loan on] [or]
[purchase, sale, or refinance of] the subject property. THERE ARE
FREQUENTLY OTHER SETTLEMENT SERVICE PROVIDERS
AVAILABLE WITH SIMILAR SERVICES. YOU ARE FREE TO
SHOP AROUND TO DETERMINE THAT YOU ARE RECEIVING
THE BEST SERVICES AND THE BEST RATE FOR THESE
SERVICES.
[provider and settlement service]

[charge or range of charges]

-----------------------------------

----------------------------

-----------------------------------

----------------------------

-----------------------------------

----------------------------

[B.] Set forth below is the estimated charge or range of charges
for the settlement services of an attorney, credit reporting agency,
or real estate appraiser that we, as you lender, will require you to
use, as a condition of your loan on this property, to represent our
interests in the transaction.
[provider and settlement service]

[charge or range of charges]

-----------------------------------

----------------------------

-----------------------------------

----------------------------
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-----------------------------------

----------------------------

ACKNOWLEDGMENT
I/we have read this disclosure form, and understand that
[referring part] is referring me/us to purchase the above-described
settlement service(s) and may receive a financial or other benefit as
the result of this referral.
-------------------------------Signature
[INSTRUCTIONS TO PREPARER:] [Use paragraph A for
referrals other than those by a lender to an attorney, a credit
reporting agency, or a real estate appraiser that a lender is
requiring a borrower to use to represent the lender's interests in the
transaction. Use paragraph B for those referrals to an attorney,
credit reporting agency, or real estate appraiser that a lender is
requiring a borrower to use to represent the lender's interests in the
transaction. When applicable, use both paragraphs. Specific timing
rules for delivery of the affiliated business disclosure statement are
set forth in 24 CFR 3500.15(b) (1) of Regulation x). These
INSTRUCTIONS TO PREPARER should not appear on the
statement.]
HUD and the DRE have increased their investigations of “sham” affiliated
businesses which violation RESPA § 8’s anti-kickback and unearned fee
prohibitions. Examples are:
Where a title company and real estate firm set up an affiliated title agency,
sharing the profits, using the same business address as the title company partner
and the real estate firm is the affiliated title agencies sole source of business and
the employees of the title company partner perform the basic title company
functions.
“Several real estate agents create an LLC to purchase an
interest in a title company. The title company and the LLC share
profits based upon their ownership interest. However, the LLC
disburses profits to its member real estate agents based on the
volume of title business referrals.” 516

516

Mortgage Loan Bulletin, Spring 2006.
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G. HUD Settlement with Major Homebuilders Involving Captive
Reinsurance Companies.
As of October 29, 2007, HUD settled a series of cases with 6 major
homebuilders arising from alleged RESPA violations. The settlement was for
$1,400,000 and followed settlements of similar prior HUD actions for a total of
$3.35 million.
HUD takes the view that “[t]here’s no legitimate purpose for captive title
reinsurance when it comes to single-family homes,” said Brian D. Montgomery,
HUD Assistant Secretary for Housing and Federal Housing Commissioner. “It’s
increasingly clear to us that these complicated business arrangements serve no
other purpose than to hide referral fees and kickbacks which are expressly
forbidden by law.”
In HUD’s view, any captive title reinsurance arrangements in which
payments are not bona fide and exceed the value of the reinsurance are a
violation of RESPA.
HUD stated, “There is particular concern when these arrangements
involve an entity that is in a position to refer business to the primary title insurer.
There is also strong evidence these arrangements are designed to generate
referral fees when there is a history of few or no claims paid by the reinsurance
company.”
While the practice of owning a captive reinsurance company is probably
dead, HUD promises to pursue past violations.
In addition to other defenses, Builders claimed that “title reinsurance is not
a settlement service” as defined under RESPA.
H. Discount From Builder To Encourage Buyer to Use an
Affiliated Mortgage Company Does Not Violate RESPA.
Spicer v. The Ryland Group, Inc., 2007 U.S. Dist. LEXIS 79886 (D. Ga.
2007).
Summary: Plaintiff buyer brought an individual and class action against
defendants, a builder and a mortgage company, alleging violations of § 8(a) and
(b) of the RESPA. Defendants moved to dismiss.
Plaintiff/buyer and the defendant builder entered into an agreement
wherein the buyer agreed to purchase a home from the builder. Settlement riders
offered the buyer an optional discount on settlement services in exchange for
using the mortgage company to finance the home purchase. Another rider
provided notice of the affiliated business arrangement between the builder
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and the mortgage company. Buyer financed the purchase of her home through
the affiliated mortgage company and then alleged that the builder violated
RESPA by requiring her to use the mortgage company for the financing of the
home purchase. The federal district court (in Georgia) held that the builder's
offering of a discount on settlement costs in association with the optional use of
the mortgage company did not constitute a required use and fell within the
exemption provided for under 12 U.S.C.S. § 2607(c). The terms provided in the
riders made it explicitly clear that the use of the mortgage company was optional,
and the buyer was free to choose a different lender. The buyer's allegation that
she was "informed" that she had to use the mortgage company was inadmissible
to add to, take away, or vary the written agreement.
The court granted defendants' motion to dismiss.
One rider to the purchase agreement was a “Financing and Approved
Settlement Costs Rider ("settlement rider")”which provided, in part:
“D. Provided that financing is obtained through Ryland
Mortgage Company, We agree to pay for actual Approved
Settlement Costs incurred up to $ 5,000 (the "Settlement Credit").
The Settlement Credit may be applied towards Discount Points,
lock-in-fees, if applicable, and/or other Approved Settlement Costs.
E. In the event You choose a lender other than Ryland
Mortgage Company, We agree to pay for actual Approved
Settlement Costs incurred up to $ 0 as a Settlement Credit. The
Settlement Credit may be applied towards Discount Points, lock-in
fees, if applicable, and/or other Approved Settlement Costs.
F. Your purchase price will reflect $ 5,000 worth of promotions
which may include options or promotional discount. If You chose
using a lender other than RMC as Your lender, the cost of the
Promotion will be added to Your purchase price prior to closing and
You agree to enter into an Amendment to the Agreement of Sale to
reflect the change to the purchase price.”
In addition, the agreement defined "Settlement Costs" as: "All costs of
settlement and transferring title, such as loan origination fees and discount
points, transfer taxes, documentary stamps, intangible tax, recordation costs,
survey, mortgagee and owner's title insurance premiums, flood insurance,
attorneys' fees, if any, mortgage insurance, funding fees, property insurance
premiums, prepaid items and prorated Property Charges" However, "Approved
Settlement Costs" excluded mortgage insurance premiums, real estate taxes,
hazard insurance premiums, and interest.
Another rider to the agreement was a notice of the affiliated business
arrangement ("ABA rider") between Ryland and Ryland Mortgage. The ABA rider
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indicated that Ryland had a business relationship with Ryland Mortgage
Company and that the referral by Ryland to Ryland Mortgage may provide
Ryland with a financial or other benefit. In addition, the ABA rider provided an
estimated charge or range of charges for the settlement services listed. Finally,
the ABA rider provided:
“You are NOT required to use the listed provider(s) as a
condition for settlement of Your loan on the purchase of the subject
property. There are frequently other settlement service providers
available with similar services. You are free to shop around to
determine that You are receiving the best services and the best
rate for these services.”
The ABA rider also contained an acknowledgment clause that stated:
"You have read this disclosure form and understand that The
Ryland Group, Inc. is referring you to purchase the abovedescribed settlement service(s) and may receive a financial or other
benefit as the result of this referral."
Capell v. Pulte Mortg. L.L.C., 2007 U.S. Dist. LEXIS 82570 (D. Pa.
2007)
Summary: Plaintiff home buyer sued defendant builder and its affiliated
entities, alleging that by offering a $ 25,000 closing cost credit, the builder
required her to use affiliated settlement services providers, thereby violating
RESPA, (12 U.S.C.S. § 2601 et seq.) The builder moved to dismiss the
complaint.
The buyer purchased a house from the builder and opted for a $ 25,000
closing cost credit that was offered if she used the builder's financing. The buyer
was given an Affiliated Business Disclosure.
The buyer alleged that by offering the credit, the builder required her to
use affiliated settlement services, thereby violating RESPA. The builder
contended that the buyer did not have standing because she alleged no injury.
The court determined that, instead of a standing issue, the issue was whether
RESPA liability attached only if the plaintiff alleged injury. The court determined
that the buyer did not have to allege an overcharge to state a claim under
RESPA because RESPA was designed to allow individuals to police the
marketplace to ensure impartiality of referrals and competition among settlement
service providers. However, the buyer failed to allege all of the necessary
elements to state a claim under RESPA. The crux of the buyer's argument was
that the cost credit was so big she could not turn it down, so she had to use the
builder's specified service providers, which she otherwise would not have done.
This alone was not enough to establish that the closing cost credit constituted
required use of the settlement service providers.
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On the alleged § 8(c) violation (discount by builder to use affiliated
settlement services e.g., mortgage broker.) The court noted that two courts had
also addressed the issue holding that large, optional credits or rebates do not
amount to "required use." (See, Spicer v. The Ryland Group, Inc. supra, and
Geisser v. NVC, Inc., 2001 U.S. Dist. LEXIS 26064, 2001 WL 36016177 (M.D.
Tenn. May 15, 2001) (holding that seller's optional contributions to closing costs
for use of specified settlement service providers was not "required use").)
To move forward with any of her claims, Capell must establish that the
closing cost credit obligated her to use Pulte Mortgage and Pulte Closing
Services. All claims under RESPA § 8 are subject to § 8(c)'s exemptions. (12
U.S.C. § 2607(c).) Thus, a plaintiff asserting a RESPA § 8 claim must establish
that the transaction is not exempt under RESP § 8(c). To qualify as an exempt
ABA, inter alia, the referred person must not be required to use any particular
settlement service provider. 12 U.S.C. § 2607(c)(4). Similarly, a plaintiff suing
under RESPA § 9 must establish that the seller "require[d]. . .as a condition to
selling the property [that the buyer use a] particular title company." 12 U.S.C. §
2608(a).
The court observed that HUD:
“has defined ‘required use’ in its implementing regulation as an
instance in which a person must use a particular provider of a
settlement service in order to have access to some distinct service
or property, and the person will pay for the settlement service of the
particular provider or will pay a charge attributable, in whole or in
part, to the settlement service. 24 C.F.R. § 3500.2 (2007) . . .. HUD
palpably sought to permit certain types of incentives to use affiliated
settlement services. It specifically excluded from its definition of
"required use" offering "discounts or rebates to consumers for the
purchase of multiple settlement services" as long as those
discounts and rebates were ‘optional to the purchaser’ and were a
‘true discount below the prices that are otherwise generally
available, [and not] made up by higher costs elsewhere in the
settlement process’." Id.
On its Web site, HUD offers a basic example of how this
definition is applied:
Question: A builder is offering to pay my closing costs or give
me an upgrade package only if I agree to use his mortgage
company. Is this legal under RESPA?
Answer: Yes. While a builder cannot require you to use a
mortgage company with whom he is affiliated, a builder is allowed
to offer you a discount if you use a specific company. Under
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RESPA, the builder cannot charge you more for the home if you do
not use his affiliated mortgage company.
U.S. Department of Housing and Urban Development,
Frequently Asked Questions About RESPA, found at
http://www.hud.gov/offices/hsg/sfh/res/resconsu.cfm (last visited
November 1, 2007).”
The court granted the builder's motion to dismiss.
I.

A Plaintiff in a RESPA § 8 Action Has Standing and Has
Suffered Damages Even if no Overcharge is Alleged.

Edwards v. First Am. Corp., 517 F. Supp. 2d 1199 (D. Cal. 2007)
Summary: Plaintiff, home buyer, filed a class action on behalf of all
consumers who purchased title insurance through a title agency subject to an
exclusive referral agreement with defendant First American Corporation (First
American) and First American Title Company (First American Title) alleging
violations under RESPA. Defendants filed a motion to dismiss
The court noted that RESPA aimed to eliminate kickbacks and referral
fees that tended to increase unnecessarily the costs of certain settlement
services. Plaintiff purchased a home, choosing Tower City Title Agency
(“Tower”; a non-party title agency) as her settlement agent to conduct the
closing. Plaintiff and the seller sought to purchase insurance, and Tower referred
them to First American Title.
Plaintiff alleged that the title company and defendant insurer had formed
agreements with various title agencies in which the title company and the insurer
paid large sums of money in exchange for exclusive referral agreements that
funneled all of Tower’s business to defendants.
Defendants argued that plaintiff lacked standing, her claim was barred by
the statute of limitations, and her allegations did not state a valid claim. The real
issue is that to have standing the plaintiff must suffer actual injury. As the court
noted:
“Under RESPA, a person who gives or accepts a "thing of
value" pursuant to an agreement that real estate settlement service
business "shall be referred to any person" is liable to the "persons
charged for the settlement service involved in the violation in an
amount equal to three times the amount of any charge paid for
such settlement service." 517

517

RESPA § 8 (a)(d)(2).
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The problem here was that there was no overcharge for the title
insurance. The court noted that prior cases came to conflicting holdings on
whether a plaintiff is damages only when there is an overcharge or if it is
sufficient that plaintiff was assess a charge for the service involved in the RESPA
violation. The court concluded that plaintiff did not need to suffer an overcharge
to seek the protection of RESPA.
The court concluded that plaintiff's complaint stated a claim upon which
relief could be granted. The court denied defendants' motion to dismiss.
10. Federal and State issues presented by bifurcation of agency
relationships. (3 min.)
In a RESPA loan transaction, the ability for two mortgage brokers to be
involved is difficult, at best. As previously indicated, HUD did not envision more
than one mortgage broker in any loan transaction. When the loan transaction is
subject to FHA or VA regulation, only one mortgage broker is permitted who
performs as loan correspondent. Under federal rules loan correspondents are
agents of the sponsor, the latter being the approved mortgagee.
BP Code § 10133.15 defines “loan correspondent”, stating:
“The provisions of Article 5 (commencing with Section 10230)
and Article 7 (commencing with Section 10240) do not apply to any
person whose business is that of acting as an authorized
representative, agent, or loan correspondent of any person or
employee thereof doing business under any law of this state, any
other state, or the United States relating to banks, trust companies,
savings and loan associations, industrial loan companies, pension
trusts, credit unions, or insurance companies or when making loans
qualified for sale to any of the foregoing insofar as that business is
concerned.” [Emphasis added.]
In this statute, a “loan correspondent” is defined as agents or authorized
representatives of banks, savings and loans and savings banks, credit unions,
thrift and loans, and pension plans (generally viewed as those plans possessing
at least $15 million in assets). However, the statute is not clear regarding the
size of the pension plans involved. What is clear is that mortgage bankers
(whether licensed under the Residential Mortgage Lending Act [“RML”s] or under
the Real Estate Law) and finance lenders (licensed as California Financed
Lenders “CFL”s) are not included within the list of lenders for whom mortgage
brokers may act as loan correspondent pursuant to BP Code § 10133.15.
In 1994, the Independent Bankers Association (IBA) requested an opinion
from HUD regarding the use of two brokers in a transaction subject to RESPA
under the Fee Splitting portion of the regulation as compared to the limitations on
broker cooperation as set forth in the same regulatory scheme. (See, 24 CFR §§
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3500 et. seq.) HUD responded, in effect, authorizing the presence of two brokers
within RESPA transactions (other than FHA or VA) by providing a list of fifteen
functions HUD believes brokers may perform. The bottom line is that for two
brokers to be involved under federal rules at least 6 of the items must be
performed by any broker receiving compensation. Merely taking the loan
application is insufficient activity to warrant compensation. On March 1, 1999,
HUD issued its Statement of Policy 1999 -1 “Regarding Lender Payments to
Mortgage Brokers” (e.g., yield spread premiums), 64 FR 10080 which referenced
and interpreted the 1994 HUD Opinion requested by IBA. The following is set
forth on page 9 of the HUD 1999-1 Statement of Policy:
“C. Payments Must Be for Goods, Facilities or Services
In the determination of whether payments from lenders to
mortgage brokers are permissible under Section 8 of RESPA, the
threshold question is whether there were goods or facilities actually
furnished or services actually performed for the total compensation
paid to the mortgage broker. In making the determination of
whether compensable services are performed, HUD's letter to the
Independent Bankers Association of America, dated February 14,
1995 (IBAA letter) may be useful. In that letter, HUD identified the
following services normally performed in the origination of a loan:
(a) Taking information from the borrower and filling out the
application; [fn. 4 stated: In a subsequent informal interpretation,
dated June 20, 1995, HUD stated that the filling out of a mortgage
loan application could be substituted by a comparable activity, such
as the filling out of a borrower's worksheet.]
(b) Analyzing the prospective borrower's income and debt and
pre qualifying the prospective borrower to determine the maximum
mortgage that the prospective borrower can afford;
(c) Educating the prospective borrower in the home buying and
financing process, advising the borrower about the different types
of loan products available, and demonstrating how closing costs
and monthly payments could vary under each product;
(d) Collecting financial information (tax returns, bank
statements) and other related documents that are part of the
application process;
(e) Initiating/ordering VOEs (verifications of employment) and
VODs (verifications of deposit);
(f) Initiating/ordering requests for mortgage and other loan
verifications;
(g) Initiating/ordering appraisals;
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(h) Initiating/ordering inspections or engineering reports;
(i) Providing disclosures (truth in lending, good faith estimate,
others) to the borrower;
(j) Assisting the borrower in understanding and clearing credit
problems;
_ (k) Maintaining regular contact with the borrower, realtors,
lender, between application and closing to appraise them of the
status of the application and gather any additional information as
needed;
(l) Ordering legal documents;
(m) Determining whether the property was located in a flood
zone or ordering such service; and
(n) Participating in the loan closing.
While this list does not exhaust all possible settlement services,
and while the advent of computer technology has, in some cases,
changed how a broker's settlement services are performed, HUD
believes that the letter still represents a generally accurate
description of the mortgage origination process. For other services
to be acknowledged as compensable under RESPA, they should
be identifiable and meaningful services akin to those identified in
the IBAA letter including, for example, the operation of a computer
loan origination system (CLO) or an automated underwriting system
(AUS).” [Emphasis Added].
HUDs Real Estate Settlement Procedures Act Statement of Policy 2001 1:
Clarification of Statement of Policy 1999 1 Regarding Lender Payments to
Mortgage Brokers, and Guidance Concerning Unearned Fees under Section 8(b)
issued on October 18, 2001 and cited as 66 FR 53052, provides, in part:
“The Secretary, therefore, interprets Section 8(b) of RESPA to
prohibit all unearned fees, including, but not limited to, cases
where: (1) Two or more persons split a fee for settlement services,
any portion of which is unearned; or (2) one settlement service
provider marks up the cost of the services performed or goods
provided by another settlement service provider without providing
additional actual, necessary, and distinct services, goods, or
facilities to justify the additional charge; or (3) one service provider
charges the consumer a fee where no, nominal, or duplicative work
is done, or the fee is in excess of the reasonable value of goods or
facilities provided or the services actually performed.”
The federal acceptance of splitting fees among brokers does not
necessary solve the problems of addressing bifurcated agency or of even fee
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splitting. That is, a review of the list of services in the 1994 Opinion, as
commented on in HUDs 1999-1 Statement of Policy, makes it difficult for one
broker solely representing Lender to perform the required 6 items because most
of the items involved services customarily provided to or for the borrower in the
transaction.
In addition, it does not address the state issue involving agency or subagency. As previously indicated, one broker could conceivably act as the agent
of the borrower and the other as the agent of the lender. The issue becomes
even more complex when the institutional or licensed lender refuses to allow
either broker to act as its agent.
Therefore, “Conventional Broker Agreements” between an institutional
lender and a broker are far easier to draft than a Broker-to-Broker agreement
since there is only one broker to receive a commission.
In a RESPA transaction, the Broker-to-Broker agreement, by addendum,
should attempt to allocated 6 or more of the required items to each of the brokers
involved in the transaction. Since there are only 14 designated items in the 19991 Statement of Policy (although recognizing others are likely to exist), dividing a
commission between more than two brokers is problematic.
While most of the services referenced in the 1999-1 Statement of Policy
are services to the Borrower (not to the Lender), nothing is RESPA appears to
expressly prohibit bifurcated agency. However, if, to meet the requirement of
having 6 or more services from the list of services, the Lender’s Broker selects
items that provide services to the Borrower, it is possible a court would view the
broker as a special agent for the Borrower for the purpose of those designated
services. Out of an abundance of caution, the Lender’s Broker may want to
conduct himself/herself as if he/she were the agent of the Borrower.
11. RESPA on Steroids (Just add Fiduciary Duty).
RESPA on steroids is when one combines RESPA rules with the “fiduciary
duty” that real estate brokers have to their consumer borrowers. A current trend
has developed in trial courts in RESPA actions relating to affiliated business
arrangements (ABA). Consumer counsel are taking the position that RESPA
merely sets the floor for disclosure by real estate licensees. The real estate
broker, on top of the RESPA disclosures, is alleged to have a fiduciary duty to
make further disclosures. That is, even if all RESPA disclosures are made, the
real estate broker may have a fiduciary duty to explain more about his ABA.
In a class action filed in Spring 2007, against Coldwell Banker Burnet in
Minnesota, the plaintiffs allege that Coldwell Banker violated its fiduciary duty to
consumer customers by steering them to its affiliated title company, knowing its
prices were higher than those charged by comparable title companies. The
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complaint alleged that while proper RESPA disclosures were provided, that was
not enough to satisfy Coldwell Banker’s fiduciary duty to clients.
This case will raise the issue of whether RESPA does merely set a floor
and whether RESPA pre-empts certain state laws regarding disclosure
(particularly relating to ABAs).
Cases based upon the above theory are being filed throughout the
country.
12. Are Natural Hazard Disclosure Reports a Settlement Service
under RESPA?
HUD in mid-2007 filed actions in U.S. District Court in California alleging
“sham” ABAs between major real estate brokers and companies that provide
their customers with natural hazard disclosure reports. Of significance is that this
case is believed to be the first time HUD has filed a lawsuit relating to a RESPA
investigation. The HUD suit claims that the companies providing natural hazard
disclosure reports provided improper payments to the referring real estate
licensees. The payments were made through what HUD alleges were “sham”
joint ventures. It is alleged that the Brokers received $25 per report or ¼ of the
report’s costs.
In the HUD action some of the defendant used a variety of method to
encourage their agents and franchisees to refer customers to a designated ABA
natural hazard disclosure statement provider (“NHDS Provider”).
These
included:
Providing pre-printed listing contracts with the
preselected as the provider of the hazard disclosure report;

NHDS

Provider

Giving branch managers a portion of the referral fee in their bonuses;
Implementing a mandatory policy that advised buyers to purchase NHDS
Provider hazard disclosure reports even though the buyer has no liability under
California law;
Implementing a policy to automatically notify NHDS Provider of new agent
listings;
Using training materials and agent checklists which listed NHDS Provider
rather than providing options to select a hazard disclosure report provider;
Allowing NHDS Provider to contact agents directly to discuss how to get
customers to purchase more reports;
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Having agents attend free NHDS Provider-sponsored events in which
agents were escorted by limousine to luncheons in which NHDS Provider was
presented as a superior product; and
Paying a portion of agent liability insurance when NHDS Provider hazard
disclosure reports were used.
Among other defenses, the defendants claim that NHDS is not a
settlement service and, therefore, is not covered by RESPA.
HUD seeks a permanent injunction and disgorgement of the referral fees
and attorneys fees.
We will have to wait to see if this matter is settled or if it is tried. Either
way, these issues must be considered if for no other reason that HUD is taking
the issues very seriously and is spending time and money litigating the issue in
California.
13. RESPA § 9
Section 9 of the RESPA (12 U.S.C. § 2608), provides:
“(a) No seller of property that will be purchased with the
assistance of a federally related mortgage loan shall require directly
or indirectly, as a condition to selling the property, that title
insurance covering the property be purchased by the buyer from
any particular title company.
(b) Any seller who violates the provisions of subsection (a)
shall be liable to the buyer in an amount equal to three times all
charges made for such title insurance.”
Hopkins v. Horizon Mgmt. Servs., 515 F. Supp. 2d 649, 651 (D.S.C.
2007).
Plaintiff the buyer of residential real estate alleged that the defendants, seller and
its agent, violated § 9 of RESPA (12 U.S.C.S. § 2608) and filed a motion for class
certification. Defendants filed a motion for summary judgment. (Fed. R. Civ. P.
56.)
Plaintiff/Buyer alleged that she was required to purchase title insurance
from a particular title company in violation of 12 U.S.C.S. § 2608. The court found
that the buyer did not purchase (nor was obligated to) the owner's title policy as
this was paid for by the seller under the contract. The settlement or closing fee
was a distinct charge from the charges for title insurance, and the settlement fee
was paid to the law firm of the seller's closing attorney not its title company. The
charges for abstract or title search, title examination, title insurance binder, title
insurance, and owner's coverage were listed separately. Therefore, the closing
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fee did not include charges related to title insurance. The settlement fee in no
way reflected that the purchaser was required, directly or indirectly, to use any
particular title company. The only contractual obligation of buyer was to pay the
premium for the lender’s title insurance policy. Nothing is the purchase
agreement required the buyer to use the same title company (for the lender’s
policy) that the seller used to acquire the owner’s policy of title insurance. The
parties' contract did not require the buyer to use any particular title insurance
company to purchase the lender's policy, and an economic incentive to purchase
title insurance from a particular title company was not the same thing as a direct
or indirect requirement to purchase title insurance from that company under 24
C.F.R § 3500.2.
The court granted defendants' motion for summary judgment and denied
the purchaser's motion for class certification as moot. 518
14. Statements of Escrow Accounts under Section 10 (12 U.S.C. §
2609(c).)
12 U.S.C. § 2609(c) requires both initial and annual statements of escrow
accounts.
A. Closing Escrow Disclosure or Statement.
In general a servicer that has established an escrow account in
connection with a federally related mortgage loan must submit to the borrower for
which the escrow account has been established a statement clearly itemizing
the estimated taxes, insurance premiums, and other charges that are
reasonably anticipated to be paid from the escrow account during the first 12
months after the establishment of the account and the anticipated dates of such
payments.” This statement shall be submitted to the borrower at closing with
respect to the property for which the mortgage loan is made or not later than the
expiration of the 45-day period beginning on the date of the establishment of the
escrow account. A servicer may submit the initial statement to the borrower at
closing and may incorporate such statement in the uniform settlement statement.
B. Annual Escrow Account Statement.
Within 30 calendar days after the end of the escrows account computation
year (which does not have to be the calendar year), the servicer that has
established or continued an escrow account in connection with a federally related
mortgage loan must submit to the borrower for which the escrow account has
been established or continued a statement clearly itemizing, for each period
described below (during which the servicer services the escrow account), the
518

Also see, Capell v. Pulte Mortg. L.L.C., 2007 U.S. Dist. LEXIS 82570 (D. Pa. 2007)
discussed above.
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amount of the borrower's current monthly payment, the portion of the monthly
payment being placed in the escrow account, the total amount paid into the
escrow account during the period, the total amount paid out of the escrow
account during the period for taxes, insurance premiums, and other charges
(as separately identified), and the balance in the escrow account at the
conclusion of the period. (15 U.S.C. § 2609(c)(2); 24 CFR § 3500.17(i).)
The servicer shall also submit to the borrower the previous year's
projection or initial escrow account statement. The servicer shall conduct an
escrow account analysis before submitting an annual escrow account statement
to the borrower. (24 CFR § 3500.17(i).)
C. Discretionary Payments Must Be Noted on the Escrow
Statements.
Regulation X, 12 CFR § 3500.17(o) provides that:
“Any borrower's discretionary payment (such as credit life or
disability insurance) made as part of a monthly mortgage payment
is to be noted on the initial and annual statements. If a discretionary
payment is established or terminated during the escrow account
computation year, this change should be noted on the next annual
statement. A discretionary payment is not part of the escrow
account unless the payment is required by the lender, in
accordance with the definition of "settlement service" in § 3500.2,
or the servicer chooses to place the discretionary payment in the
escrow account. If a servicer has not established an escrow
account for a federally related mortgage loan and only receives
payments for discretionary items, this section is not applicable.”
D. No Private Right of Action Exists for Failure to Include
Voluntary Payments on the Servicer/Lender’s Initial and
Annual Escrow Statements Even Though Such a Failure Does
Violate Section 10 of RESPA.
In Hardy v. Regions Mortgage (11th Cir. 2006) 449 F.3d 1357 when
Borrowers refinanced their house in 1996, they consented to have $5.00 per
month added to their mortgage payment to participate in a “Shoppers Advantage”
program providing discounts at participating retailers. Over 7 years they forgot
about the program. In 2003, the borrowers observed that the $5 per month had
been paid out of their escrow account but had never been listed on their annual
escrow statements. They filed a class action against the lender under Regulation
X, § 3500.17(o), The trial court granted the lender’s judgment on the pleadings
finding that there is no private right of action (i.e., right to sue) for violations of
RESPA § 10 although there is such a private right of action for violations of
RESPA § 6.
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The borrowers claimed that Reg § 3500.17(o) was promulgated under § 6
of RESPA (which relates to Notice of Transfer) as opposed to § 10 (which deals
with “escrow statements”). Under § 6 a private right of action for damages was
created. Under § 10, only the Secretary of HUD can assess a lender for a civil
penalty. (Compare 12 U.S.C. 2605(f)(1) with § 2609(d)(1).) The Secretary
promulgated Regs for escrow accounts under Reg § 3500.17. Thus a violation of
Reg. 3500.17 is a violation under RESPA § 10(d). Thus, while a RESPA
violation may exist, it is not enforceable by the borrowers, only by the Secretary
of HUD.
E. Penalties.
For each failure to give the borrower a required escrow account statement
(initial or annual), the Secretary shall assess to the lender or escrow servicer
failing to submit the statement a civil penalty of $ 50 for each such failure, but the
total amount imposed on such lender or escrow servicer for all such failures
during any 12-month period may not exceed $ 100,000.
If the violation is due to intentional disregard of the requirement to submit
the statement, then, with respect to each such failure the penalty imposed shall
be $100; and the $100,000 limitation shall not apply. (15 U.S.C. § 2609(d).)
15. Charges or Fees under RESPA § 12 (15 U.S.C. §2610).
RESPA §12 prohibits a lender or servicer from charging an applicant or
borrower any fee for preparing or distributing uniform settlement statements,
escrow account statements, or disclosures required by the federal Truth-inLending Act. (15 U.S.C. §2610; 24 CFR 3500.12).
A. 24 CFR § 3500.7 Good faith estimate.
Depending on the circumstances lenders and brokers must provide a
good faith estimate to the potential borrower within three business days after
receiving a loan application, unless the application is declined within the three
business days. The form includes estimates of the settlement charges the
applicant will have to pay in connection with the loan. (See, Reg X, 24 CFR §
3500.7.)
Generally, the lender must “provide all applicants for a federally related
mortgage loan with a good faith estimate of the amount of or range of charges for
the specific settlement services the borrower is likely to incur in connection with
the settlement. The lender shall provide the good faith estimate . . . either by
delivering the good faith estimate or by placing it in the mail to the loan applicant,
not later than three business days after the application is received or prepared.”
24 CFR § 3500.7(a).)
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However, if “a mortgage broker is the exclusive agent of the lender
[which is rare], either the lender or the mortgage broker shall provide the good
faith estimate within three business days after the mortgage broker receives or
prepares the application.”
However, where the “application is received by a mortgage broker who is
not an exclusive agent of the lender, the mortgage broker must provide a good
faith estimate within three days of receiving a loan application based on his or
her knowledge of the range of costs . . .. As long as the mortgage broker has provided the good faith estimate, the funding lender is not required to provide an
additional good faith estimate, but the funding lender is responsible for
ascertaining that the good faith estimate has been delivered. If the application for
mortgage credit is denied before the end of the three-business-day period, the
mortgage broker need not provide the denied borrower with a good faith
estimate.”
B. “No Cost” or “no point loans.
For "no cost" or "no point" loans, the charges to be shown on the good
faith estimate include any payments to be made to affiliated or independent
settlement service providers. These payments should be shown as P.O.C. (Paid
Outside of Closing) on the Good Faith Estimate and the HUD-1 or HUD-1A. (24
CFR § 3500.7(a)(2).)
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21

FEDERAL EQUAL CREDIT OPPORTUNITY ACT (“ECOA”)
AND REGULATION B.
1.

Prohibits Discrimination in the Granting of Credit.

Federal Equal Credit Opportunity Act (“ECOA”) provides:
“it shall be unlawful for any creditor to discriminate against any
applicant, with respect to any aspect of a credit transaction (1) on
the basis of race, color, . . . national origin, . . . [or] sex"
(15 U.S.C. § 1691 (a).) The regulations define “discriminate against an
applicant” to mean to treat an applicant less favorably than other applicants. 12
C.F.R. § 202.2(n).
2.

Noitce of Adverse Credit Action May Be Required when a
Modification or Forbearance is Declined.

According to a recent bulletin from the Federal Reserve Board (CA 09-13)
dated December 4, 2009, a notice of adverse credit action may be required when
a loan modification or forbearance agreement is turned down by the lender with
respect to a loan covered by RESPA.

3.

•

The notice will not be required if the borrower is already in default
or delinquent.

•

The Board considers forbearances, extension and some
modifications to be an “extension of credit” covered by ECOA.

•

The application for credit will depend on what each creditor requires
for its modification or forbearance program, but an oral or written
request for a modification or forbearance may be enough. (See,
FRB Bulletin for more details).

•

The FRB viewed the refusal to grant the modification or
forbearance on the terms requested by the consumer to be an
“adverse action”.

A Mortgage Broker is a Creditor under ECOA Who Must Give the
Borrower “Notice of Adverse Action” When the Mortgage Broker
Decides not to Send the Borrower’s Loan Application to Any
Lenders Because of Information in the Borrowers Credit Report.

Cochran v. Northeast Mortgage, LLC 2007 U.S. Dist. LEXIS 61125.
Summary: Plaintiff/borrower was a natural person and the defendant was
a licensed mortgage broker. Borrower applied for a loan with mortgage broker
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who then obtained a credit report on borrower. After evaluating the credit report
the mortgage broker decided not to submit the loan application to any lenders.
While the mortgage broker admits its decision not to forward the loan application
to lenders was an “adverse action” under both the Federal Equal Opportunity Act
(“ECOA”) and under the Fair Credit Reporting Act (“FCRA”), it claimed that as a
mortgage broker it was not a “creditor” subject to ECOA.
The district court followed the Federal Court of Appeals analysis in
Treadway v. Gateway Chevrolet Oldsmobile Inc., 362 F.3d 971 (7th Cir. 2004)
which involved an automobile car dealership that unilaterally decided not to
submit a credit application to any lender. The court of appeals examined the
statutory and regulatory definitions of creditor: "any person who regularly
arranges for the extension, renewal or continuation of credit," 15 U.S.C. §
1691a(e), and "a person who, in the ordinary course of business regularly
participates in a credit decision." 12 C.F.R. § 202.2(l). The court observed that
the note to the regulatory definition states:
_ “[F]or certain purposes, the term creditor includes persons
such as real estate brokers, automobile dealers, home builders,
and home-improvement contractors who do not participate in credit
decisions but who only accept applications and refer applicant to
creditors, or select or offer to select creditors to whom credit
requests can be made.”
15 U.S.C. § 1681m provides that "any person" taking adverse action
based in whole or part on a credit report, must give notice of such adverse
action.
As such, the district court concluded, just like car dealers in the
Treadway case, mortgage brokers are “creditors” for the purpose of ECOA and
FCRA.

22 INSURANCE.
1.

Area Summary:

2.

Set Up Policy Right.

Lender claims on both fire insurance and on title policies are a constant
source of problems (see also, Title Insurance section, below). Some of the
problems can be resolved when the policies are first obtained (e.g., naming the
proper loss payee on the mortgagee endorsement).
3.

Subsequent Actions May Affect Coverage.

Similarly, failure to understand when actions such as a foreclosure may
affect an insurance claim often result in the lender not being able to collect on a
title insurance or fire policy where an otherwise valid claim exists (e.g., full credit
bidding at a foreclosure sale when a loss occurred prior to the trustee’s sale).
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4.

Keep Copies Of Your Insurance Policies.

The insured never knows when they may need to make a claim and need
to produce a policy showing their coverage during the period in which the claim
arose, which may be years in the past. Insurance companies do not make a
point of keeping copies of their particular policies issued longer than five to ten
years. If an insured needs to produce a policy evidencing its coverage 15, 20,
30, 40 or even 50 years earlier, it is unlikely they can rely on the insurer to find a
copy; however, they can introduce secondary evidence which may be sufficient
to prove the substance of the policy’s material provisions. (See, Dart Industries,
Inc. v. Commercial Union Insurance Company (2002) 28 Cal.4th 1059.)
Comment: The insured should always keep a copy of their insurance
policies no matter how old and regardless of the fact they believe there is no
longer coverage.
5.

Delivery and Handling of Settlement Proceeds.

Communicate with the insurance carrier and attempt to get them to: (1)
make the check payable jointly to the trustor and lender (i.e., discourage the use
of a stacked endorsement); (2) deliver the joint settlement draft to the lender (if
the lender has a written authorization from the borrower authorizing the
insurance carrier to deliver settlement proceeds to the lender, copy it to the
insurance carrier or adjuster); and, (3) if the insurance company does not agree
to deliver the settlement draft to the lender, remind the insurance company to
notify the lender (or lender’s servicing agent) when the draft is mailed. The
lender is well advised upon receiving notice of mailing of the settlement by the
insurance company to immediately confirm with the borrower that the borrower
has received the check and attempt to get the borrower to sign it and turn it over
to the lender pursuant to the terms of the deed of trust. If the lender anticipates a
dispute with the borrower over the insurance proceeds, before the proceeds are
paid to the borrower, the lender should ask the insurance company, in light of the
dispute, to interplead the settlement proceeds.
The insurer under a homeowner’s insurance policy may require the
insured to promptly complete repairs to the insured property within 180 days or
lose their entitlement to the policy proceeds. (Fraley v. Allstate Insurance Co.
(4th Dist. 2000) 81 Cal.App.4th 1282.)
6.

Note & Deed of Trust Provisions Make A Difference.

Typically, lenders, at a minimum, “require” fire insurance and sometimes
flood and earthquake insurance. In addition, many standard form deeds of trust
address how proceeds from insurance “required by lender” are to be distributed
(e.g., payable jointly and to be applied to repairing the damaged security, or if
that is not reasonably possible, then applied to the lender’s loan). More
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problematic is insurance obtained by the borrower to protect the security (e.g.,
flood, liability, earthquake, etc.) that is “not required by lender”. Many standard
form deeds of trust do not address this issue. Even if the lender is properly
named as a loss payee in a particular policy, the lender will not be entitled to
insurance settlement proceeds unless there is a provision in the note and/or
deed of trust entitling the lender to the proceeds of the policy in question. (Ziello
V. Superior Court (1995) 36 Cal.App.4th 321.) Where a homeowners’ association
(herein “Association”) acquires a blanket [earthquake] policy on a condominium
project, it will hold the settlement proceeds as trustee for the individual
homeowners (i.e., not on behalf of the lender; Countrywide Home Loans, Inc. v.
Tutungi (1998) 66 Cal.App.4th 727.) Because the transfer of a condominium unit
carries with it membership in the Association, a lender who later acquires the
secured property by foreclosure or by a deed-in-lieu of foreclosure prior to the
time the Association decides to divide and distribute the proceeds (i.e., in trust for
the individual homeowners and not as an asset of the Association), is entitled to
its proportional share of the proceeds from blanket insurance held by the
Association (i.e., in trust for the homeowners; Id.) Unless the CC&R’s specifically
require that the insurance proceeds be used to repair the security or pay off
secured lenders, they do not require that the Association use settlement
proceeds in this fashion. (Foothill Village Homeowners Association v. Bishop
(1999) 68 Cal.App.4th 1364.) A different result may occur if the lender’s deed of
trust required insurance proceeds on insurance “not required by the lender”, to
be used in a specific fashion (e.g., to repair the security or pay off the lender).
(Id.)
A number of cases have arisen out of the Northridge earthquake, which
deal with proceeds of earthquake insurance. In JEM Enterprises, et al., v.
Washington Mutual Bank, F.A. (2d Dist. 2002) 99 Cal.App.4th 638, the subject
deed of trust had a broad clause assigning any awards or sums payable to the
trustor, or his/her successor, for injury or damage to the security. In addition, the
deed of trust contained a clause allowing the beneficiary to hold the proceeds
and apply the proceeds either to repair the security or to its obligation. The court
of appeal found such broad clauses would entitle the lender to the proceeds of
earthquake insurance even though it was not required as a condition of the loan.
An assignment by the trustor in a deed of trust of the proceeds of
earthquake insurance should he/she obtained it (i.e., not required by the lender),
was sufficient to the lender to be entitled to the proceeds of earthquake
insurance. (Martin v. World Savings (2d Dist. 2001) 92 Cal.App.4th 803.)
Lenders greatly improve the chance of recovering on policies insuring the
security (e.g., fire, earthquake, flood, etc.) by incorporating in their deeds of trust
provisions similar to those in the FannieMae/FreddieMac form deed of trust. As
a condition to making a loan, a lender should insist on such provisions which
require a borrower to assign and make the lender a loss payee on all insurance
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on the secured property (whether required by the lender or note). In addition, the
lender should condition its loan upon an agreement with the borrower, instructing
the insurance carrier to deliver all jointly payable insurance settlement checks
only to the lender and specifically disclaiming that the borrower is not the lender’s
agent for the purpose of receipt or delivery of jointly payable checks (i.e.,
attempting to avoid the rule that, where a check is jointly payable, each payee is
the agent of the others for the purpose of delivery of the check; see, Comm.
Code § 3420).
The FannieMae/FreddieMac form deed of trust should resolve many of
these problems by: (1) modifying the provisions of the standard form deed of
trust to assign to the lender both lender-required and non-lender-required
insurance policies that insure the secured property; and (2) requiring that the
lender be named as a loss payee on both lender-required and non-lenderrequired insurance policies.
Prompt Notice To Carrier And Protecting The Statute Of Limitations. It is
important to promptly notify the insurance carrier of actual or potential claims and
to file lawsuits before the applicable statutes of limitations run (1 year for liability
and fire claims and 2 years for title insurance claims; see, Cal. Ins. Code § 2071
and Code Civ. Proc. § 339.) Insurance companies are notorious for stalling,
attempting to lull the insured into failing to sue before the statute of limitations
runs. Any agreement to refrain from filing a lawsuit should be in writing even
though there are cases that will estop (prevent) the insurance carrier from
asserting the statute of limitations where its express conduct has caused the
insured to not take action. Equitable estoppel occurs when the insurer leads its
insured to believe that an amicable settlement may be reached thereby delaying
the need for a lawsuit and it requires that: (1) “The party to be estopped must
know the facts; (2) he must intend that his conduct shall be acted upon, or must
so act that the party asserting the estoppel had a right to believe that it was so
intended; (3) the party asserting the estoppel must be ignorant of the true state of
facts; and (4) he must rely upon the conduct to his injury.” (Bank of America v.
Allstate (1998 C.D. Cal.) 29 F.Supp.2d 1129, 1136).
7.

The California Real Estate Recovery Account Fund.

California has a Real Estate Recovery Account Fund administered by the
Department of Real Estate. Payment from the Fund may not be made to an
insurer which is subrogated to its insured lenders when the lenders were made
whole by payment by the insurer under the insurance policy. (Stewart Title
Guaranty Co. v. Park (9th Cir. 2001) 250 F.3rd 1249.) However in many other
instances where consumers suffer losses, for example due to embezzlement by
brokers, the Fund is available for payment when proper claims are made.
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8.

Restrictions on Lenders and Brokers Regarding Borrower’s
Insurance.
A. Lender’s Approval of Borrower’s Fire or Casualty Insurance.

“No person making a loan of money on the security of residential real
property shall reject or refuse to accept a policy of fire and casualty insurance
underwritten by an insurer chosen by the borrower for any reason that the lender
would not impose on an insurer chosen by the lender when the borrower
requests the lender to obtain the insurance.” (Insurance Code § 771.01.) This
applies to a lender's rejection or refusal to accept a policy of fire and casualty
insurance due to, but not limited to, terms of coverage, conditions of payment, or
financial rating of the insurer.”
B. Lender’s Approval of Borrower’s Fire or Casualty Insurance.
No person engaged in the business of financing the purchase of real or
personal property or of lending money on the security of real or personal property
can compel a borrower to use a particular insurance agent. (Insurance Code §
770.)
C. Policy for a Continuance Period cannot be Rejected by
Lender.
“No lender, mortgagee, or any third party having an interest in
real or personal property shall refuse to accept a policy issued by
an admitted insurer solely because the policy is issued for a
continuous period without a fixed expiration date even though the
policy premium is due and payable every six months, provided the
lender, mortgagee, or third party is entitled to receive (a) notice of
renewal from the insurer within 15 days of receipt of payment on
the policy by the insured or (b) notice of cancellation or nonrenewal
under the terms and conditions set forth in Sections 678 and
2074.8 of the Insurance Code, whichever is applicable.”
D. California Limitations on Hazard Insurance Coverage
Civil Code § 2955.5 provides:
“(a) No lender shall require a borrower, as a condition of
receiving or maintaining a loan secured by real property, to provide
hazard insurance coverage against risks to the improvements on
that real property in an amount exceeding the replacement value of
the improvements on the property.” 519
519

Civil Code § 2955.5(e) states:
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(b) A lender shall disclose to a borrower, in writing, the contents
of subdivision (a), as soon as practicable, but before execution of
any note or security documents.
(c) Any person harmed by a violation of this section shall be
entitled to obtain injunctive relief and may recover damages and
reasonable attorney's fees and costs.
(d) A violation of this section does not affect the validity of the
loan, note secured by a deed of trust, mortgage, or deed of trust.”
The following notice may be given to the borrower separately or as part of
a more broad insurance disclosure, but it should be given as early as practicable.
The best practice would be to give the disclosure with the MLDS and obtain an
acknowledgment of receipt from the borrower.

“For purposes of this section:
(1) "Hazard insurance coverage" means insurance against losses caused by perils which
are commonly covered in policies described as a "Homeowner's Policy," "General Property
Form," "Guaranteed Replacement Cost Insurance," "Special Building Form," "Standard Fire,"
"Standard Fire with Extended Coverage," "Standard Fire with Special Form Endorsement," or
comparable insurance coverage to protect the real property against loss or damage from fire and
other perils covered within the scope of a standard extended coverage endorsement.
(2) "Improvements" means buildings or structures attached to the real property.”
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HAZARD INSURANCE DISCLOSURE (CAL. CIVIL CODE §
2955.5)
Pursuant to Civil Code § 2955.5(a):
No lender shall require a borrower, as a condition of receiving
or maintaining a loan secured by real property, to provide hazard
insurance coverage against risks to the improvements on that real
property in an amount exceeding the replacement value of the
improvements on the property.
"Hazard insurance coverage" means insurance against losses
caused by perils which are commonly covered in policies described
as a "Homeowner's Policy," "General Property Form," "Guaranteed
Replacement Cost Insurance," "Special Building Form," "Standard
Fire," "Standard Fire with Extended Coverage," "Standard Fire with
Special Form Endorsement," or comparable insurance coverage to
protect the real property against loss or damage from fire and other
perils covered within the scope of a standard extended coverage
endorsement.
"Improvements" means buildings or structures
attached to the real property.”
Acknowledgment of Receipt by Borrower(s)
Each
of
the
undersigned
prospective
borrowers
acknowledge(s) that he/she has received and read a copy of this
Hazard Insurance Disclosure (Cal. Civil Code § 2955.5).
Dated: ______________
_________________________
Dated: ______________
_________________________

Instructions on Use of Form: to be Removed before Use
The lender shall give the borrowers the above written notice,
“as soon as practicable, but before execution of any note or
security documents.” No definition is provided for “as soon as
practicable”; however, best practice would be to give this notice to
the borrower with the mortgage loan disclosure statement.
Nothing in Civil Code § 2955.5 limits this disclosure to
residential real property. Therefore, it should be used anytime a
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loan is secured by real property with improvements (e.g.,
residential, commercial or industrial).
Any person harmed by a violation of Civil Code § 2955.5 shall
be entitled to obtain injunctive relief and may recover damages and
reasonable attorney's fees and costs. However a violation of Civil
Code § 2955.5 does not affect the validity of the loan, note secured
by a deed of trust, mortgage, or deed of trust.

9.
•

Coverage for Claims of Unsolicited Faxes More Problematic under
certain General and Umbrella Liability Policies.

ACS Systems, Inc. v. St. Paul Fire & Marine Ins. Co., 147 Cal. App. 4th
137 (Cal. Ct. App. 2007)

The Telephone Consumer Protection Act prohibits sending unsolicited
advertisements to fax machines. Insurance coverage for such lawsuits has
become more problematic as insurers have rewritten their policies to avoid
covering such claims. The advertising injury coverage of general liability policies
provide coverage for claims for publications which invade a person’s rights or
privacy. A consumer may sue the sender of an unsolicited fax for damages
under the TCPA alleging that the unsolicited fax violated his or her right of
privacy. Some courts have found coverage for such claims under the advertising
injury coverage of a standard general liability policy. However, St. Paul rewrote
its adverting liability coverage more narrowly to cover only an advertising injury
offense defined as “making known to any person or organization written or
spoken material that violates an individual’s right of privacy.” The Court of
Appeal held that under this definition, a claim against an insured for invasion of
privacy arising from an unsolicited fax is not covered.
Comment: In purchasing Commercial General Liability (CGL) or Umbrella
insurance policies, the broker or lender should make sure that the advertising
coverage is broad and that any advertising exclusions are narrow. Best practice
is to have your policies reviewed by a policy holder insurance attorney.
10. E&O Carrier Held to Have a Duty to Defend an Insured in a
Section 8(b) RESPA Claim.
In Pacific Insurance Company v. Burnet Title, Inc. (8th Cir. 2004) 380 F.3d
1061, a title company was sued in a class action by borrowers who had
refinanced using title company services. The class action alleged that that the
title company charged $25 for each time a courier was used even though the
actual cost was less than $25.00. The complaint alleged that this conduct
violated RESPA (12 U.S.C. §§ 2601-2617) in two ways: (1) by failing to disclose
the actual cost on the settlement statement required to be given to the consumer;
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and, (2) by charging an unearned fee (the spread between the actual costs and
the amount charged).
The policy defined professional services as "services performed or advice
given in the Insured's capacity as a Title Agent, Title Abstractor and Escrow
Agent." An endorsement to the policy further provided that professional
services included loan origination, loan processing, loan underwriting, and
loan closing services.
The Court of Appeals notes several important general propositions (that
also apply in California): (1) the insurer must defend where any part (but not all)
of the action is arguably within the policy; and (2) the insurer’s obligation to
defend is determined by comparing the allegations of the complaint with the
relevant policy language. [On this later point, California is actual more liberal, as
it goes further allowing extrinsic evidence (like a deposition transcript or letter) to
be used to show that a covered issue exists and may be amended into the
plaintiff’s complaint.]
E&O policies often insure negligent acts but exclude intentional acts or
claims for restitution (as opposed to damages). Where the complaint alleges that
the insured “violated RESPA by failing to disclose material facts on settlement
statements” The Court of Appeals in Burnet noted that RESPA was enacted to
provide consumers with “greater and more timely information on the nature and
costs of the settlement process. (12 U.S.C. § 2601(a).” The Court of Appeals
held that:
“The statutory obligation imposed upon real estate service
providers to provide accurate information in settlement statements
is distinct from the mere act of overcharging for services. [ct. om].”
(Id., at 1065.) Mere allegations of failure to disclose on the settlement
statement, may be sufficient conduct to meet the definition of “professional
services” in the policy (rather than “ministerial acts”) and to provided a basis for
coverage and for the insurance carrier to provide a defense.
Most policies exclude from the definition of “damages” "fines, sanctions or
penalties against any insured, or the return or reimbursement of fees for
'professional services.'" (Id.) Because RESPA allows the prevailing party to
recover separately for “costs’ as well as “attorneys’ fees”, “attorneys fees” would
have to be viewed as damages under the policy, not as a cost which is not
covered. 520
11. As A Matter of Public Policy, an Insurer has No Duty to Indemnity
the Insured for Attorneys Fees, Actual or Punitive Damages
520

This conclusion might be different under California law where oftentimes attorneys’
fees are viewed as an element of cost. (Code of Civil Procedure § 1033.5(a)(10).)
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Where the Insured is Found Guilty of Intentional Housing
Discrimination.
Attorney’s fees awarded in housing discrimination case after finding of
intentional discrimination cannot be covered as a matter of public policy. (Combs
v. State Farm Fire & Casualty Co. (2006) 143 Cal. App. 4th 1338 .) California
public policy as codified by the Insurance Code prohibits indemnification
for damages arising out of willful conduct. While judgments for willful acts
cannot be indemnified by an insurer as a matter of public policy, an insurer may
nevertheless have a duty to defend such a claim. Merely providing a defense
does not encourage willful conduct. (Id.) However, costs (including attorney’s
fees) incurred by the prevailing party is not a necessary component of providing
the insured with a defense. (Id.) Like the duty to indemnify, the obligation to pay
costs taxed to the insured arises only after liability is established. The attorney’s
fees of the opposing party become payable only if and when the insured has
been found liable. Thus, an insurer does not have to indemnify attorney’s fees
awarded against a policyholder found to have intentionally discriminated, just as
the insurer could not indemnify the punitive or general damages awarded against
the policyholder who intentionally discriminated. (Id.)
12. The Vacancy Exclusion.
A “vacancy” exclusion in a property insurance policy may not preclude
coverage where renovation work is being performed. (TRB Investments, Inc. v.
Fireman's Fund Ins. Co., (2006) 40 Cal. 4th 19.) In the TRB Investments case,
the "vacancy" exclusion in its policy, which precluded coverage for certain
perils such as water damage for a vacant building except where the building
was “under construction”. In the TRB Investments case, the Supreme Court
found that the phrase "under construction" in a vacancy exclusion does not
consist of only the erection of new structures. (Id.) The correct test for
determining whether a building is "under construction" for purposes of defining an
exception to the vacancy exclusion is whether the building project, however
characterized, results in "substantial continuing activities" by persons
associated with the project.
The Supreme Court in the TRB Investments case found that the
justification for the vacancy exclusion was the increased risk of loss due to
vandalism or theft from an unoccupied structure. But the justification for the
vacancy exclusion would no longer exist if there were workers at the premises
reducing the risk of vandalism or theft. Accordingly, the exception to the
exclusion should apply not only to new construction, but also to renovations or
additions, so long as there is a substantial and continuing presence of workers at
the insured premises.
Comment: Lenders and their counsel should be aware of vacancy
exclusions which are contained in most property damage policies, especially as
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properties acquired through foreclosure may be abandoned by the prior
occupants, or where construction activities have ceased for properties being built
or renovated.
13. Multiple Policyholders Covered by Two Different Policies Cannot
Recover More Than Value of the Property Destroyed.
Burns v. California Fair Plan Association (2007) 152 Cal. App. 4th
646.
Under the California Insurance Code where a single property insured
under several policies is destroyed by fire, all of the insureds under the several
policies cannot recover more than the value of the property. The insurers can
prorate the amount of the loss among the policies, so that the policyholders do
not recover what would essentially be a windfall. Most policies also have “other
insurance” provisions which likewise provide that the insurer can prorate its
payment for a loss covered under multiple policies. Some policies provide that
they are only excess over any other collectible insurance. The appellate court
recently held that even where separate policies are held by the holders of a life
estate, and the holders of the remainder interest, the insurers can prorate the
loss so that the total amount paid to all policyholders under all policies did not
exceed the value of the destroyed property. (Burns v. California Fair Plan
Association (2007) 152 Cal.App.4th 646.)
Comment: It should also be noted that Fair Plan policies, the fire
insurance policies of last resort for an otherwise uninsurable residence, do not
provide replacement cost coverage.
14. Federal Court of Appeals (6th Cir.) Held That a Lender is Not
Precluded From Coverage for a Fire Loss When the Lender Did
Not Advise the Insurer of the Initiation of a Foreclosure. Provident
Bank v. Tenn. Farmers Mut. Ins. Co. (6th Cir. 2007) 234 F. Appx
393.
The standard Lender’s Loss Payable endorsement (form 438BFU)
provides that coverage for the insured’s lender “shall not be invalidated” by “the
commencement of foreclosure proceedings or the giving notice of sale” of the
insured property, or resulting from the change in ownership of the property.
However, some fire policies not using the 438BFU endorsement contain
mortgage clauses that require that a lender must also notify the insurer prior to
the loss of “foreclosure” or even of a change in the insurer’s risk. Such a notice
provision can be easily overlooked when a lender is foreclosing upon its security,
which is what happened in the recent Provident Bank case.
In the Provident Bank case, homeowners in Tennessee became
delinquent and foreclosure proceedings were commenced. The homeowners
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filed for bankruptcy protection, which stayed the foreclosure proceedings. The
property was then destroyed by fire before the foreclosure sale could be
completed. The mortgagee submitted a claim for the fire insurance proceeds.
The insurer denied the claim based on a mortgage clause in the policy which
required that the lender provide the insurer with notice of any “foreclosure”.
The U.S. Sixth Circuit Court of Appeals found that the term "foreclosure" in
the mortgage clause was ambiguous, and could have either meant the
commencement of foreclosure proceedings or its conclusion, i.e., the foreclosure
sale. (Provident Bank v. Tenn. Farmers Mut. Ins. Co. (6th Cir. 2007) 234 F. Appx
393.) The federal Court of Appeals sent the case back to the district court to
determine the meaning of “foreclosure”. On remand, the district court found that
the term "foreclosure" meant the conclusion of foreclosure proceedings, not the
commencement of the process, presumably preserving the lender’s rights to
coverage. (The Provident Bank d/b/a PCFS Mortgage Resources v. Tenn.
Farmers Mut. Ins. Co., No. 04-1017-T-An, at 6 (W.D. Tenn. Dec. 5, 2007).)
The Sixth District Court of Appeals did not authorize official publication of the
Provident case. No California case has relied upon or cited to the Provident
case. It remains to be seen whether California courts or other courts would
follow the reasoning of the Provident decision.
15. A Tennessee Court of Appeals Held That a Lender Was Barred
From Coverage When the Lender Did Not Advise the Insurer of
the Initiation of a Foreclosure which Increased the Hazard.
U.S. Bank, N.A. v. Tenn. Farmers Mut. Ins. Co., (December 21, 2007)
2007 Tenn. App. LEXIS 788
The Tennessee Court of Appeals in US Bank v. Tennessee Farmers
decided on December 27, 2007 held that a lender owed a duty to notify the fire
insurer of the commencement of foreclosure proceedings or forfeit coverage
because the policy required the lender to provide notice of any “increase in
hazard” to the insured property. The Tennessee Court of Appeals distinguished
the Provident Bank case noting that the federal courts in Tennessee had only
found the insurer’s policy ambiguous as to the requirement to provide notice of
“foreclosure”, which the federal court found to mean the conclusion of the
foreclosure sale. However, the federal court did not render a holding on the
separate requirement in the policy for the lender to provide notice of an “increase
in hazard”, which the Tennessee Court of Appeals found to include the
commencement, not just the conclusion, of a foreclosure sale. The Tennessee
Court of Appeals noted that “experience has taught insurance companies that,
when property owners become financially unable to take care of their secured
obligations, or are so neglectful of them that the foreclosure must be resorted to,
likelihood of fire becomes greater.”
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The Tennessee Court of Appeals also distinguished an earlier Kentucky
appellate decision in the case of Anderson v. Kentucky Growers Ins. Co., Inc.,
105 S.W.3d 462 (Ky. Ct. App. 2003). In Anderson, the mortgage clause in the
insurance policy stated that the insurance company's denial of the insured's
claim would not apply to a claim of the mortgagee if the mortgagee had notified
the insurer of a "substantial change in risk of which the mortgagee becomes
aware." The mortgagee filed a foreclosure action in court in March 2001,
apparently without notifying the insurer. The house was destroyed by fire in April
2001. The insurance company argued that the filing of foreclosure proceedings
constituted a "substantial change in risk of which the mortgagee became aware."
Noting that insurance contracts are to be liberally construed in favor of the
insureds, the Anderson court held: "While we agree that the filing of foreclosure
proceedings constitutes a 'change of risk,' we do not agree that such a change is
necessarily 'substantial.' The court concluded that the policy did not "clearly and
unambiguously" require the mortgagee to give the insurer notice of the filing of
foreclosure proceedings. However, because the policy at issue in the Tennessee
case required notice of a change in risk, not notice of a “substantial” change in
risk, the Tennessee appellate court in the US Bank case held that the lender was
obligated to provide notice of the commencement of foreclosure.
Tennessee has a specific statute which expressly requires that a lender
provide notice of an increase in hazard to the insurer. Policies in Tennessee
mirror this statutory language. The California Insurance Code does not have any
such express requirement for lenders to provide notice to insurers of any
increase in the risk of a hazard, although the California Insurance Code may
allow insurers to modify the statutory fire policy with respect to the obligations
and duties of lenders under the terms of their policies.
The lesson to be learned from the Provident Bank and U.S. Bank cases is
to review your mortgage clause or endorsement and ascertain if any notice is
required by the lender to the insurer in the event there is some “increase in risk”,
“increase in substantial” risk” or upon “commencing foreclosure”. A lender
should also make sure the fire or homeowner’s policy for the property
includes the Lender’s Loss Payable Endorsement (form 438 BFU) which
has been in use since 1942 without any modification such as requiring the
types of notices discussed in the above cases.
While certainly not the
standard in the industry, conservative lenders may even want to consider
sending copies of notices of default to insurers for the properties being
foreclosed, by certified return-receipt mail. However, it is uncertain how insurers
may react to such notices, and whether they would unilaterally cancel or not
renew the borrower’s policy because of a perceived increase in the risk in hazard
for the property.
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23 TITLE INSURANCE
1.

Preliminary Report

Generally Title companies have no liability for preliminary reports as
preliminary reports, in California, are considered offers as to what a title company
would be willing to insurer title. As such there is no liability for negligently
preparing a preliminary title report. (See Ins. Code section 12340.11 effective
1/1/82.) Such a report is not an abstract of title and shall “not be construed as,
nor constitute, a representation as to the condition of tile.” In Southland Title v.
Superior Court (1991) 231 Cal.App.3d 530, the court interpreted Insurance Code
section 12340.11 to bar negligence claims against title insurers that prepare
inaccurate preliminary title reports. As such and because a preliminary report is
not a guaranty product, the preliminary report should never be used in place of
title insurance (in a sale or financing); a trustee’s sale guaranty (in a nonjudicial
foreclosure) or a litigation guaranty (for judicial foreclosures and other actions
involving title; See, Little v. Community Bank (1991) 234 Cal.App.3d 355, 361.)
2.

Title Insurers Duty to Timely Respond to Notice of Claim.

The California Insurance Code requires an insurer to "adopt and
implement reasonable standards for the prompt investigation and processing of
claims arising under insurance policies." (Cal. Ins. Code. § 709.03(h)(3).)
Moreover, California Department of Insurance’s Fair Claims Settlement Practices
regulations require that an insurer "immediately, but in no event more than forty
(40) calendar days later, accept or deny the claim, in whole or in part, and affirm
or deny liability." (10 Cal. Code of Reg. § 2695.7(b).) The regulations also
provide that "in the event an insurer requires more time than is allotted in
subsection 2695.7(b) to determine whether a claim should be accepted and/or
denied, in whole or in part, the insurer shall provide the claimant with written
notice of the need for such additional time within the time specified in subsection
2695.7(b). Such written notice shall specify the reasons for the additional time,
including specification of any additional information the insurer requires in order
to make such a determination." Such a written notice must be provided "within
thirty (30) calendar days of the date of the initial notification required by section
2695.7(c) and every thirty (30) calendar days thereafter until such determination
is made or notice of legal action is obtained." (10 Cal. Code of Reg. §
2695.7(c)(1).)
While certain insurers, such as worker’s compensation insurers, are
exempt from these regulations, title insurers are not listed as an exempt insurer.
(10 Cal. Code of Reg. sections 2695.1 & 2695.2.)
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3.

Single Line of Insurance.

In Radian Guaranty, Inc. v. Garamendi (2005) 127 Cal.App.4th 1280, the
insurance commissioner issued a cease and desist order to prevent a mortgage
guaranty insurer from selling a “lien protection” policy (i.e., a substitute for title
insurance). Although the policy included a traditional mortgage guaranty
component, it also included coverage for “undisclosed lien loss” which the court
of appeal held fell within the definition of “title insurance” under case law and
under Insurance Code §104 and §12340.1. The court of appeal held that the
California Legislature carved out three classes of insurance to cover land: title
insurance, mortgage insurance, and mortgage guaranty insurance. Each of
these insurers is permitted to write only a single line of insurance. Each is
prohibited from transacting any other class of insurance other than the one for
which they have been authorized by their respective certificates of authority.
Therefore, providing insurance for both a mortgage guaranty risk and a title risk
in one policy is prohibited.
4.

Arbitration Clauses in Title Policies.

Where the title insurer gives the lender a different title insurance policy
than the one referenced in the preliminary report, the lender may not be obligated
to arbitrate claims pursuant to the arbitration clause in the title policy actually
issue. (Kleveland v. Chicago Title Insurance Company (“CTIC”) (2006) 141 Cal.
App. 4th 761.) The title company in the Kleveland case, argued that the plaintiffs
were bound by the arbitration provision in the policy because they received a
copy of the title policy and did not object to its terms. (See Aetna Casualty and
Surety Company v. Richmond (1977) 76 Cal. App. 3rd 645, 652.) The title
companies position is superseded by Insurance Code section 12340.11.
Whether an insured is bound by an arbitration clause in a title policy depends on
whether or not the arbitration provision was set forth in the preliminary report
incorporated therein by reference. (See Wolschlager v. Fidelity National Title
Insurance Company (2003) 111 Cal. App. 4th 784, 789-790.)
Comment:
The Kleveland court was reluctant to rule whether the plaintiffs waived
their right to a jury trial when the preliminary title report did not contain a
reference to an arbitration provision and did not incorporate by reference the
arbitration clause in the CLTA policy actually issued. The court’s ruling that the
arbitration clause cannot be enforced because of the failure to properly
incorporate it into the preliminary title report likely has limited application. After
the ruling in this case, one can expect title insurers will change the preliminary
report to reference arbitration. This case also points out the necessity of making
sure when a dispute arises with a title insurer to carefully examine whether the
policy issued is an ALTA policy rather than a CLTA policy. Failure to provide the
ALTA policy is in violation of most lenders’ standard closing instructions.
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5.

Transfer of Title Terminates Coverage to a Purchaser under an
Owner’s Title Insurance Policy. Assignment of a Beneficiary
Interest in a Deed of Trust Does Not Destroy Coverage under a
Lender’s Policy of Title Insurance.

When the secured property is in default, Lenders often consider whether
they should transfer their interest to an LLC or other entity to protect the lender
from foreclosure and ownership liability. Such transfers can be done before the
trustee’s sale as an assignment of the deed of trust or after the trustee’s sale as
a deed to a successor entity. One major factor to consider is the impact on an
existing policy of title insurance of an assignment of deed of trust or of a sale of
the ownership interest. Generally, an assignee of a beneficial interest in a deed
of trust is covered by the original beneficiaries’ lender’s policy of title insurance.
However, the transfer of property by the beneficiary after the secured property
has reverted to the beneficiary through foreclosure will not transfer any title
coverage to the purchaser.
A. When the Beneficial Interest in a Deed of Trust is Transferred
to an Assignee, the Assignee is Covered under the Original
Lender’s Policy of Title Insurance.
Under the express language of most lenders’ policies of title insurance,
the title insurance coverage extends to assignees of the original lender’s
(beneficiary’s) interest in the deed of trust.
B. Transfer of Ownership Terminates Coverage under an
Owner’s Policy of Title Insurance.
The court of appeal in Kwok v. Transnation Title Ins. Co. (2009) 170 Cal.
App. 4th 1562 held that the voluntary transfer of property by owner will destroy
title insurance coverage under the owner’s policy of title insurance unless the
proper endorsement is purchased.
Title insurance policies and the variety of coverage they provide can be
complex. It is certain no policyholder wants to lose such coverage by thereafter
voluntarily transferring the property, e.g., by sale or gift. However, this outcome is
possible under a recent California decision entitled Kwok v. Transnation Title Ins.
Co. 170 Cal. App. 4th 1562 (“Kwok”).
A deed of trust assignee becomes an insured under the original lender’s
title insurance policy. The only issue in this circumstance becomes whether the
assignee wants to purchase additional assignment coverage (to insure against
the risk the assignment is invalid). Conversely, when an owner voluntarily
transfers a property interest, the owner’s title policy does not cover the buyer.
Instead, buyers usually obtain their own title policy which becomes effective
when the county records the grant deed.
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There is logic for the distinction between title insurance that benefits a
deed of trust assignee, but not the buyer in a voluntary transfer of property.
Primarily, unlike other types of insurance which insure risks after the policy is
issued (e.g., auto, general liability, etc.), title insurance insures title and priority
based upon a picture of title taken at a certain point in time. Such policies
generally do not insure that which is added to title after the picture is taken.
Because a deed of trust assignee takes the lien in the priority and title as
of the time the original deed of trust was recorded by the original lender (no
matter when he or she obtains the assignment), the title risks to the insurer do
not change except to the extent the assignment is invalid (which is why one
might purchase an assignment endorsement). On the other hand, when a
property is sold, the buyer’s title (picture) is determined when the buyer records
the deed by which he or she acquires title to the property, and not earlier in time
(e.g., when the seller acquired title).
These seem like simple principals. However, many lenders ignore them
when dealing with foreclosure and REO properties. In the current real estate
market, many lenders have a significant percentage of their loan portfolio in
foreclosure or REO inventory. To protect private lenders from liability that may
occur from owning and marketing REO or foreclosure properties, brokers and
pool managers frequently create limited liability companies (“LLC’s”) or other
entities to conclude foreclosure and/or hold title until the REO property is sold.
In this circumstance, when a deed of trust is assigned to the LLC prior to
foreclosure, the lender’s policy of title insurance will continue to insure the LLC
as an assignee. However, if the lenders foreclose first and then voluntarily
transfer the property to an LLC, the coverage under the lender’s policy will expire
unless the LLC purchases coverage through a new policy or special
endorsement to the existing policy.
The court of appeal in the Kwok case held title insurance terminates when
property is voluntarily transferred from the insured owner to a separate legal
entity. The facts of the case were as follows. Mr. and Mrs. Kwok formed an LLC
in April 2004, and were its sole members. The LLC thereafter acquired property
by grant deed on which the Kwoks intended to build a spec house (the
“Property”). Transnation Title Insurance Co. (“Transnation”) issued a “CLTA
Standard Coverage Policy of Title Insurance” (“Policy”) to the LLC, which insured
title to the Property and to an easement over a neighboring property for sewage
and drainage.
An easement dispute arose after construction began. The Kwoks moved
into the Property when it became clear they would not realize a profit from this
investment. Mr. Kwok signed a grant deed, deeding the property from the LLC to
Mr. and Ms. Kwok as trustees of their revocable family trust (“Trust”). The
recorded deed did not reflect a transfer tax. The Kwoks’ accountant thereafter
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filed an LLC “Certificate of Cancellation” with the Secretary of State, stating the
LLC had been dissolved by unanimous vote.
Not being able to resolve the easement dispute, the Kwoks filed suit
against the neighbors who, in turn, cross-complained against the Kwoks. The
Kwoks then tendered the dispute to Transnation for coverage under the Policy.
Transnation denied coverage on the ground the property transfer by the LLC to
the Trust was a “voluntary act” and did not arise by “operation of law”.
Transnation explained the Kwoks had failed to obtain an available coverage
endorsement after LLC transferred the Property to the Trust (i.e., a separate
legal entity).
The Kwoks sued Transnation for breach of contract and for bad faith. The
trial court granted Transnation’s motion for summary judgment and the Kwoks
appealed. On appeal, the court resolved the issue of whether the Trust was an
insured under the Policy by virtue of transfer “by operation of law” (which would
make the Trust as successor an “insured” by definition). The answer was “no.”
The court conversely found the grant deed from the LLC to the Trust constituted
a non-covered voluntary transfer.
At the time of the purchase, [Transnation] issued [the Policy], insuring title
to the property and to an easement over a neighboring parcel. The LLC is the
only named insured on Schedule A of the policy. The Policy defined “insured”’ as:
“‘the insured named in Schedule A, and, subject to any rights or
defenses the Company would have had against the named insured,
those who succeed to the interest of the named insured by
operation of law as distinguished from purchase including, but not
limited to, heirs, distributees, devisees, survivors, personal
representatives, next of kin, or corporate or fiduciary successors.’
Paragraph 2(b) of the conditions and stipulations of the [P]olicy
provides: ‘The coverage of this policy shall continue in force as of
Date of Policy in favor of an insured only so long as the insured
retains an estate or interest in the land or holds an indebtedness
secured by a purchase money mortgage given by a purchaser from
the insured, or only so long as the insured shall have liability by
reason of covenants of warranty made by the insured or any
transfer or conveyance of the estate or interest.”
After a long analysis of limited liability companies and the dissolution
process, the court of appeal affirmed the lower court’s decision and held
“coverage did not continue because title to the [P]roperty did not devolve to [the
Kwoks] as members of the LLC on dissolution of the LLC, but rather was
transferred by deed from the named insured [LLC] to [the Kwoks] as trustees of
their family trust, a totally separate legal entity.”
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In sum, the court of appeal held transfer does not occur “by operation of
law” where accomplished by grant deed before dissolution of the LLC, and the
successor in that event does not qualify as an “insured” under the Policy. On the
other hand, the court confirmed it would consider a transfer to be “by operation of
law” when LLC assets transfer to LLC members by and through the LLC
dissolution process. In that event, LLC members would receive coverage as
insured successors under the Policy. The court also explained that if the Kwoks
held their LLC interest as trustees of the Trust, they may have likewise
succeeded to the interest of the LLC upon dissolution, and thus obtained
coverage under the LLC title policy. However, the transfer of Property to trustees
who were not members of the LLC terminated coverage under the Policy as a
matter of law.
In reaching its decision, the court:
•

Noted the Kwoks could have, but did not, obtain an endorsement to
the Policy that could have covered the Trust. (See Title Insurance
Practice (CEB 2008) § 6.61, p. 167; endorsements CLTA 107.9 and
107.10.)

•

Rejected the Kwoks’ argument that, for Proposition 13
reassessment purposes, their family trust would be viewed as
merely a change in the form of holding title, since they had the
same proportional interest in the trust as they had in the LLC.

•

Rejected the Kwoks’ argument that they did not acquire the
Property by purchase but rather as “distributees” without
consideration. The court instead found the Kwoks (1) were
members of the LLC as individuals and not as trustees, and (2) as
trustees, they did not constitute “distributees” under Cal. Corp.
Code § 17001(j), which defines “distribution” as “the transfer of
money or property by a limited liability company to its members
without consideration.” It observed a transfer without consideration
would render “by operation of law” in the Policy meaningless, since
voluntary transfers by gift (as by purchase) would also terminate
the policy.

Comments and Practice Tips:
Lenders who use LLCs, family trust or other entities to protect themselves
from liability in the foreclosure, ownership, and marketing process must ensure
property transfers do not terminate title insurance coverage. To successfully
achieve this goal, lenders must know and consider the difference between
lenders’ and owners’ title insurance policies, and take great care whenever
contemplating a transfer of title to or from an LLC before, during or after
foreclosure. As noted in Kwok, when necessary (e.g., in connection with a
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voluntary transfer by purchase or gift or post-foreclosure transfer to an LLC),
lenders can avoid the entire problem by obtaining the proper title policy, binder,
or endorsement as a condition of the transfer.
Under a lenders’ policy, an assignee of the original beneficial interest (by
sale or otherwise) will qualify as an “insured” and is covered under the lender’s
title policy at foreclosure. Where a lender or assignee assigns to an LLC the
beneficial interest in a deed of trust prior to foreclosure, the lender/assignee/LCC
remains covered under the lender’s title policy. Therefore, it is generally
preferable to transfer property to the LLC before foreclosure occurs. After
foreclosure has occurred, the lender/assignee must not transfer property to or
from an LLC (or other entity/purchaser) without a new title policy, binder, or
endorsement to the existing title insurance policy (e.g., the CLTA 107.9
endorsement). Such a transfer without that protection will terminate title
coverage! The binder approach may make sense in cases where the
lender/assignee intends to resell the property immediately and the property is in
a county where the seller customarily pays for title insurance (and will have to
provide such insurance to the buyer anyway).
Under an owners’ policy, the buyer is not covered when transfer occurs
voluntarily (e.g., by sale or gift), and a title policy, binder or endorsement should
be required as a condition of this transfer as well. If LLC members want to
transfer property to LLC members, they can do so by and through dissolution,
which under Kwok is considered a transfer by “operation of law.” If so
accomplished, the members will remain covered under the LLC’s title insurance
policy, and they do not need to purchase post-dissolution title coverage.
Remember also to have securities counsel review and approve the
transfer of a loan to an LLC to determine whether a securities exemption is
available and whether the LLC (offering) is properly qualified.
Conclusion
A lender does not need more headaches in and arising out of foreclosure.
To avoid losing title insurance coverage in the process, always (1) consider the
effect of the contemplated property transfer on such coverage, and (2) take the
appropriate steps to ensure coverage remains or becomes effective on its behalf.
C. A warehousing company is not an “insured” under title
insurance policies and its losses and litigation defense costs
relating to a broker’s fraudulent loan scheme are not covered
under title insurance policy.
In First American Title Ins. Co. v. Xwarehouse Lending Corp. (August
2009) 177 Cal.App.4th 106 (2009) involve an attempt why a warehousing
company to claim that it was an insured under the lender’s title policy when the
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mortgage lender misappropriated loan funds obtained from the warehousing
company..
The litigation is part of the aftermath of a fraudulent loan scheme by CHL
Mortgage Group, Inc. (CHL) which filed Chapter 7 bankruptcy and was not
involved in the litigation. CHL's president pleaded guilty to certain fraud offenses
and now is in federal prison. After agreeing to purchase the loans from CHL,
Defendant warehouse lender wired moneys directly to an escrow account
created for various borrowers’ loans. At each loan closing, the escrow agents
released the moneys “as a payoff’ to CHL who was to use the moneys to
refinance the named borrowers' existing loans. First American issued title
insurance policies for the mortgage loans with CHL (not the warehouse lender)
designated as the named insured. The notes and deeds of trust were physically
transferred to the warehouse lender and the warehouse lender, through a power
of attorney, recorded assignments of the loans in question.
However, CHL never disbursed any funds either directly to the named
borrowers or to otherwise to pay off any existing loans of the named borrowers.
The named borrowers submitted sworn declarations in this litigation that the
promissory notes and trust deed documents that allegedly memorialized the
loans were forgeries. After CHL refused to repurchase the loans, The
warehouse lender then foreclosed on one loan and tried to foreclose on the
other. For one loan warehouse lender was sued by a borrower for quiet title and
on the other loan it was sued by a lender on who claimed it owned the loan. Both
claims were tendered for defense to FATCO which refused to defend either
claim.
The warehouse lender was not an “insured” under the lender’s title
insurance policies which defined an insured as “the owner of the indebtedness
secured by the insured mortgage and each successor in ownership of the
indebtedness”. Indebtedness under an ALTA Lenders Policy refers to the
indebtedness between the named borrower and the broker, rather than the
transfer of funds by warehouse lender through escrows to the broker, and there
was no transfer of funds between broker, which committed fraud, and the named
borrowers that created an indebtedness secured by the insured mortgage.
The issue before the court was whether warehouse lender was an
“insured” under title insurance policies, and whether the reasonable expectations
of the parties supported coverage under title insurance policy provisions which
insured against losses incurred due to “the invalidity or unenforceability of the
lien of the insured mortgage upon the title.”
In answering the question, the court of appeal held that it was not covered.
The reasonable expectations of the parties did not support coverage under title
insurance policies, which insured against losses incurred due to “the invalidity or
unenforceability of the lien of the insured mortgage upon the title,” for a loan
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warehousing company's losses and litigation defense costs relating to broker's
fraudulent actions.
Any losses suffered by warehouse lender was not due to defects in the
title or mortgage liens, but rather were due to the failure of an existing
indebtedness between the named borrowers and broker, and it was
unreasonable for loan the warehouse lender to expect that the title insurance
policy would insure against a loss caused by a broker's failure to perform its
obligations to disburse funds either directly to the named borrowers or for the
benefit of the named borrowers. The warehouse lender tried to argue that the
term “indebtedness” was ambiguous but that argument did not bear any fruit.
The Court noted at p. 115: “The word “indebtedness” cannot be read in isolation
as referring to any indebtedness. It must be construed in light of the surrounding
words, namely, “the owner of the indebtedness secured by the insured
mortgage,” or “the successor in ownership of the indebtedness.”
The warehouse lender then argued that forgeries are covered under a title
policy and thus the claims were covered. The court distinguished a forgery
from this fact situation. The warehouse lender relied on cases in which the
courts have upheld the right of a named insured or its assignee to recover from a
title insurer for a loss due to a forged note or forged deed of trust or mortgage.
However, in those cases, and unlike this case, moneys had been actually
disbursed or credited to the named borrower by either the lender or its assignee.
(See Citicorp Sav. of Ill. v. Stewart Title Guar. Co. (7th Cir.1988) 840 F.2d 526,
530 [lender gave credit to borrower who had been previously adjudged
incompetent]; Lawyers Title Ins. v. First Federal Savings. Bank (E.D.Mich.1990)
744 F. Supp. 778, 780 [lender issued checks to defrauding borrower]; Coast
Mutual B-L Assn. v. Security T.I. & G. Co. (1936) 14 Cal.App.2d 225, 226, 228,
57 P.2d 1392 [lender disbursed moneys to defrauding borrower]; California Pac.
T. & T. Co. v. MacArthur (1934) 1 Cal.App.2d 323, 324, 326, 36 P.2d 413 [lender
issued check to defrauding borrower]; Keyingham Investments, LLC v. Fidelity
National Title Ins. Co. (2009) 298 Ga. App. 467, 680 S.E.2d 442, 442-43, 445
[lender's assignees allowed to pursue title insurance claim of lender who
disbursed funds to defrauding borrower]; Greenpoint Mortg. v. Stewart Title Ins.
(2 Dept.2008) 49 A.D.3d 687, 854 N.Y.S.2d 185, 187 [moneys of the lender's
assignee were disbursed to named borrower who signed promissory note but
forged wife's name on mortgage securing the note].)
The determination of no coverage was based on two premises. First, as
explained by the court in Bank of Miami Beach v. Fidelity & Cas. Co. of New York
(Fla.1970) 239 So.2d 97, 99: “[A] mortgage lien and a mortgage debt are two
entirely different legal concepts or ‘species.’ A provision [in a title insurance
policy] guaranteeing that the mortgage constituted a ‘valid mortgage lien’ might
be held to cover a loss resulting from fraud, mistake, duress, or
misrepresentation in the procurement of the mortgage ...but such a guarantee of
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the validity of the mortgage lien cannot and should not be construed as
guaranteeing that the insurer has made a careful investigation of the origin of the
mortgage debt and guarantees its payment or validity.
Second, the reasonable expectations of the parties would not support a
determination of coverage. “It would be unreasonable to expect a title company
to insure a debt about which it typically would have only limited knowledge and
over which the lender would have sole control.”
Comment: Where an insured is defined by a title insurance policy as the
owner of the indebtedness secured by the insured mortgage and each successor
to ownership of the indebtedness, there must have been a valid underlying
indebtedness in existence in order for the title insurer to be liable under its policy.
Under a lender’s policy of title insurance, successors to the original lender
are insureds under an ALTA Lender’s Policy. However, under an owner’s policy,
assignees are not the insureds. In Kwok v Transnation Title Insurance Company
(2009) 170 Cal. App. 4th 1562 the court held that if the insured under an owner’s
title policy transfers the owner’s title without an endorsement to the title policy,
the assignee is not insured under the policy. In Kwok the transfer was to a family
owned limited partnership.
Trustees performing services for title insurers or loan servicers as part of
the foreclosure process should inspect the TSG to ascertain whether they are
named insureds under the policy issued by the title carrier. If not, before
conducting the sale or proceeding further they should insist upon being named
an additional insured since they are relying upon the information in the TSG
being correct.
The case demonstrates that successful title claim submission requires
specific tailored communications with the carrier in order to obtain coverage.
Consult experienced counsel in this area if your title claim is rejected and you do
not understand why coverage was denied.

© 2010 Adleson, Hess & Kelly P.C.

Page 647

24 ESCROWS

•

1.

Area Summary:

2.

When Escrow Holder is Put on Notice of Dispute Even Though the
Notice does not Expressly Instruct the Escrow Holder Not to
Close, the Escrow Holder Should Not Close Escrow.

Castillo v. Express Escrow Co. (2007) 146 Cal.App.4th 1301

Summary: Buyers’ purchase of a new mobilehome was placed in escrow.
Prior to the close of escrow buyer’s attorney sent seller and the escrow holder
notice of a dispute between buyer and seller, but did not expressly instruct the
escrow not to close. After notice of dispute, the escrow closed. The court of
appeal held that pursuant to Health and Safety Code § 18035(f) where the
escrow holder in a mobilehome sale is notified of a dispute, it shall hold the funds
in escrow, unless jointly instructed otherwise, until a release is signed by the
disputing party. The notice of dispute does not necessarily have to expressly
direct the escrow holder not to close escrow. The court of appeal reversed the
trial court’s grant of summary judgment for defendants and remanded the case
back to the superior court..
Comment: This case only involved provisions of the escrow law that
related to mobilehomes, therefore, its application to real estate loans and sales is
unclear.
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25 LANDLORD/TENANT.
Unique problems arise when a landlord leases or rents his/her property (or
a portion of it) to a tenant. Typically, the tenant must pay a security deposit (see
below) and sign a lease or similar agreement for a particular term. If the tenant
defaults under the lease, the landlord can evict the tenant, pursuant to strict
statutory provisions of unlawful detainer. 521 When there is drug-related activity
engaged in by persons under a tenant’s control the lease can be terminated
whether or not the tenant knew of the activity. 522
A landlord is not liable for
forcible entry when evicting a tenant under a writ of possession which is later
invalidated. 523
If a mortgaged lease is assigned and the assignee expressly assumes its
obligations, the assignee remains liable to the lessor even after foreclosure of the
mortgage. 524
The provisions of a lease may be regulated in certain jurisdictions by rent
control ordinances.
1.

Notice to Terminate.
A. 2007 Amendments.

For many years, periodic (month-to-month) tenancies could be terminated
upon 30-days notice. Several years ago the legislature extended this to a 60-day
notice. In 2005, they repealed the 60-day notice and replaced it with the
traditional 30-day notice. In 2006, the legislature addressed the issue again in
AB 1169 (Stats 2006 ch 842 § 1) which added Civil Code § 1946.1 (2006).
Section 1946.1 was effective on 1-1-07 and automatically is repealed on 1-1-10.
In 2009, the legislature removed the sunset provision. (Stats. 2009 Ch. 347 a.k.a.
S.B. 290). Section 1946.1 provides, in pertinent part:
“(a) Notwithstanding Section 1946, a hiring of residential real
property for a term not specified by the parties, is deemed to be
renewed as stated in Section 1945, at the end of the term implied
by law unless one of the parties gives written notice to the other of
his or her intention to terminate the tenancy, as provided in his
section.
(b) An owner of a residential dwelling giving notice pursuant to
this section shall give notice at least 60 days prior to the proposed
521

See Civ. Code §1952.3.
Rucker v. Davis (2002) 535 U.S. 125.
523
Glass v. Najafi (lst Dist. 2000) 78 Cal.App.4th 45.
524
Vallely Investments, L.P. v. Bancamerica Commercial Corporation (2001) 88
Cal.App.4th 816.
522
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date of termination. A tenant giving notice pursuant to this section
shall give notice for a period at least as long as the term of the
periodic tenancy prior to the proposed date of termination.
(c) Notwithstanding subdivision (b), an owner of a residential
dwelling giving notice pursuant to this section shall give notice at
least 30 days prior to the proposed date of termination if any tenant
or resident has resided in the dwelling for less than one year.
(d) Notwithstanding subdivision (b), an owner of a residential
dwelling giving notice pursuant to this section shall give notice at
least 30 days prior to the proposed date of termination if all of the
following apply:
(1) The dwelling or unit is alienable separate from the title to
any other dwelling unit.
(2) The owner has contracted to sell the dwelling or unit to a
bona fide purchaser for value, and has established an escrow with
a licensed escrow agent, as defined in Sections 17004 and 17200
of the Financial Code, or a licensed real estate broker, as defined in
Section 10131 of the Business and Professions Code.
(3) The purchaser is a natural person or persons.
(4) The notice is given no more than 120 days after the escrow
has been established.
(5) Notice was not previously given to the tenant pursuant to
this section.
(6) The purchaser in good faith intends to reside in the property
for at least one full year after the termination of the tenancy.
(e) After an owner has given notice of his or her intention to
terminate the tenancy pursuant to this section, a tenant may also
give notice of his or her intention to terminate the tenancy pursuant
to this section, provided that the tenant's notice is for a period at
least as long as the term of the periodic tenancy and the proposed
date of termination occurs before the owner's proposed date of
termination.
(f) The notices required by this section shall be given in the
manner prescribed in Section 1162 of the Code of Civil Procedure
or by sending a copy by certified or registered mail.
(g) This section may not be construed to affect the authority of
a public entity that otherwise exists to regulate or monitor the basis
for eviction.”
B. 2008 Amendments (SB 1137) -- New 60-Day Notice to Quit for
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Tenants in Foreclosed Residential Rental Properties.
SB 1137 adds Code of Civil Procedure §1161b which provides:
“Notwithstanding Section 1161a [the section that usually
applies to eviction of tenants], a tenant or subtenant in possession
of a rental housing unit at the time the property is sold in
foreclosure shall be given 60-days' written notice to quit pursuant
to Code of Civil Procedure § 1162 before the tenant or subtenant
may be evicted from the property.
THIS SECTION WAS EFFECTIVE ON JULY 8, 2008 AND WAS NOT
DELAYED.
This new section does not apply:
•

If any party to the note remains in the property as a tenant,
subtenant, or occupant; or,

•

To property that is not “a rental housing unit”.
C. The Federal “Protecting Tenants at Foreclosure Act of 2009”:
90-day Notice after a Foreclosure.

In 2009, Congress enacted as Title VII of the federal “Protecting Tenants
at Foreclosure Act of 2009,” provisions dealing with evictions of tenants after
foreclosures. Not surprisingly, the new law raises significant issues and a
number of questions for landlords, property managers, lending institutions and
buyers.
(1)

What is the new law?

On May 20, 2009, President Obama signed Senate Bill 896 (Helping
Families Save Their Homes Act of 2009) into law, Title VII of which is called
“Protecting Tenants at Foreclosure Act of 2009” (“PTFA”). PTFA is aimed at
preventing “bona-fide” tenants from being displaced when their landlord’s
property is foreclosed. The full text of the “Helping Families Save Their Homes
Act of 2009” of which Title VII forms a part, can be found at
222.tenatnstogether.org/downloads/S.896.Final.pdf.
This new federal law requires the new owner of foreclosed residential
rental property to allow the existing tenants to live in the property until their
leases expire (as would have been the case if the building had been sold instead
of foreclosed on) unless the property is going to be sold to a purchaser who will
occupy it as his primary residence. In that case, the tenants cannot remain until
the lease expires, but must be given 90 days notice to vacate. In cases where
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there is no written lease, or the tenancy is month-to-month or the lease can be
terminated at will, all “bona-fide” tenants under a “bona-fide” lease must be given
90 days notice to vacate. The effect of the law, then, is to give all tenants of
qualifying residential rental properties 90 days eviction notice.
(2)

How does it work?

The new law applies generally “in the case of any foreclosure on a
federally-related mortgage loan or on any dwelling or residential real property”
after the Act’s enactment. (Title VII §702(a).) (What is meant by “federally-related
mortgage loan” will be discussed below.) When a rental property is sold at a
foreclosure sale, the successful bidder (often the bank) is considered under the
law to be an “immediate successor in interest” to the previous owner and takes
the property subject to PFTA’s new rules. The new law requires that all “bonafide” tenants – including those without a lease or with a month-to-month tenancy
– receive 90 days notice to vacate. (Title VII §702(a).) It allows any “bona-fide”
tenant who entered into a lease before the notice of foreclosure was given, to
remain on the premises until the end of the remaining lease term, “except that a
successor in interest may terminate a lease effective on the date of sale of the
unit to a purchaser who will occupy the unit as a primary residence, subject to the
receipt by the tenant of the 90-day notice under paragraph (1).” (Title VII §702(a)
(2) (A).)
Pursuant to the PFTA, immediate successors in interest acquire the
property subject to any “bona-fide” leases that are in place at the time of
foreclosure. To qualify as “bona-fide” lease or as a “bona-fide tenant” under the
law, these conditions must be met: 525
•

The tenant cannot be the mortgagor or child, spouse, or parent of
the mortgagor;

•

The lease or tenancy must have been the result of an “arms-length”
transaction; and

•

The rent under the lease cannot be “substantially less than fair
market rent for the property” or “the unit’s rent is reduced or
subsidized due to a Federal, State, or local subsidy.”

If all these requirements are met and a “bona-fide” lease exists, then the
successor in interest is required to honor the balance of the lease term; which
means that the tenant under a “bona-fide” lease has the right to remain in the
premises until the lease expires unless the successor in interest sells the
property to a buyer “who will occupy the unit as a primary residence.”
525

Title VII §702(b) (1)-(3).
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Additionally, the successor in interest is required to provide the tenant with 90days notice to vacate. Even in the case of “bona-fide” month-to-month tenancies,
a successor in interest must still provide 90-days notice requiring the tenant to
vacate.
Section 703 of the PTFA specifies in part that the new law does not affect
any State or local law that provides a longer time period for notice or other
protections to Section 8 tenants. 526
The federal law is self-implementing and was effective when passed. HUD
will not need to issue regulations to implement the law.
(3)

What is a Federally-Related Mortgage under PFTA?

The new law applies to any “federally-related mortgage or loan or on any
dwelling or residential real property.” PFTA defines the term “federally-related
mortgage loan” to have the same meaning as in section 3 of the Real Estate
Settlement Procedures Act of 1974 (12 U.S.C. §2602.) (“RESPA.”)
RESPA defines “federally-related mortgage” as follows:
“(1) the term “federally related mortgage loan” includes any
loan (other than temporary financing such as a construction loan)
which—
(A) is secured by a first or subordinate lien on residential
real property (including individual units of condominiums and
cooperatives) designed principally for the occupancy of from
one to four families, including any such secured loan, the
proceeds of which are used to prepay or pay off an existing loan
secured by the same property; and
(B)
(i) is made in whole or in part by any lender the deposits or
accounts of which are insured by any agency of the Federal
Government, or is made in whole or in part by any lender which is
regulated by any agency of the Federal Government, or
(ii) is made in whole or in part, or insured, guaranteed,
supplemented, or assisted in any way, by the Secretary or any
other officer or agency of the Federal Government or under or in
connection with a housing or urban development program
administered by the Secretary or a housing or related program
administered by any other such officer or agency; or

526

Title VII §703(2) (C).
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(iii) is intended to be sold by the originating lender to the
Federal National Mortgage Association, the Government National
Mortgage Association, the Federal Home Loan Mortgage
Corporation, or a financial institution from which it is to be
purchased by the Federal Home Loan Mortgage Corporation; or
(iv) is made in whole or in part by any “creditor”, as
defined in section 1602(f) of title 15, who makes or invests in
residential real estate loans aggregating more than $1,000,000
per year, except that for the purpose of this chapter, the term
“creditor” does not include any agency or instrumentality of
any State.”
Comment: While this definition may not cover a number of private
lenders, it will be difficult for mortgage brokers servicing private lender loans to
determine is any one of their private lenders meets this standard, particularly if
the private lender has funded loans directly or through other brokers.
(4)

Does PTFA apply to commercial leases and
properties?

PFTA does not apply to properties acquired pursuant to loans secured
properties other than 1-4 residential properties. By its terms the law applies to
any “federally-related mortgage or loan or on any dwelling or residential real
property….” Since PTFA defines “federally-related mortgage or loan” to have
the same meaning as that term is defined in RESPA, 527 it would appear that
PTFA encompasses any loans that are not temporary loans, secured by a
residential dwelling.
(5)

When does PTFA apply as compared to California’s
60-day notice provisions?

For any loan covered by PTFA (as discussed above), the PFTA rules
apply to all loans for foreclosures occurring after May 20, 2009.
Keep in mind that the federal law doesn’t just require that tenants be given
90 days notice to vacate. It allows any “bona fide tenant” who has a written and
“bona fide” lease that was entered into before the notice of foreclosure was
given, to remain on the premises until the end of the remaining lease term,
(as long as they continue to pay rent), unless the new purchaser will be
occupying the unit as his/her primary residence. 528 If the new purchaser will
not be occupying the premises as his primary residence, then under the federal
law, all bona fide tenants are allowed to remain until the end of the lease’s term,
after which they must be given 90 days notice to vacate. All other tenants,
527
528

12 U.S.C. §2602.
Title VII §702(a) (2) (A).
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including month-to-month tenants or “at will” tenants, must be given 90 days
notice to vacate.
Because the federal law imposes a longer notice provision than
California’s 60-days notice, in the instance of foreclosure on any “federallyrelated mortgage or loan or on any dwelling or residential real property” occupied
by tenants, 90 day notice to vacate must be given: (a) after expiration of any
bona fide lease term for bona fide tenants (unless the new owner will be
occupying the unit as his primary residence), and (b) to all other tenants.
(6)

Conclusion

The new federal law is long on notice and has a very long arm. It reaches
almost every loan secured by residential real property and all “federally related
mortgage loans” that are tenant-occupied, and provides significantly more notice
to vacate than California’s current foreclosure statute. While some private lender
loans may not be covered great care should be used in determining whether a
private lender loan is not a “federally related mortgage loan.”
2.

Residential Security Deposits (Civil Code § 1950.5).

Security for a rental agreement for residential rental property used for a
dwelling may not be nonrefundable. “Security” means any payment, fee, deposit
or charge, including, but not limited to, an advance payment of rent, used or to be
used for any purpose, including, but not limited to, any of the following: default in
payment of rent, repair (exclusive of ordinary wear and tear), and cleaning upon
termination of tenancy. A landlord of residential property may not demand or
receive “security deposits” from tenants in excess of two months’ rent if the unit is
unfurnished, or three months’ rent if the unit is furnished. (Civ. Code §
1950.5(c).)
The security deposit rules do not prohibit the collection of advanced rent of
not less than six months “where the term of the lease is six months or longer.”
(Id.) The landlord now must give the option for an initial inspection before a
tenant moves out in order to afford the tenant with an opportunity to remedy any
deficiencies found during the inspection. Specifically, within a reasonable time
after notification of either parties’ intention to terminate the tenancy or before the
end of the lease term, the landlord shall inform the tenant in writing of their option
to request an initial inspection and their right to be present at the inspection.
Upon the tenant’s request, an initial inspection shall be held by the landlord at a
reasonable time, not earlier than 2 weeks before the termination or end of the
lease term. Unless a time and date for the initial inspection is mutually agreed
upon, the landlord shall give 48 hours prior written notice of the inspection. After
the initial inspection the landlord shall give the tenant, if present, or leave a copy
on the premises, if not present, an itemized statement of repairs and/or cleaning
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that are proposed to be the basis of any deductions from the security. (Civ. Code
§ 1950.5(f).)
After termination of the tenancy, the landlord may keep only that amount
of the security deposit reasonably necessary to remedy rent due, to repair
damages to premises (not including ordinary wear and tear) and cleaning, if
necessary. “Within three weeks after the tenant has vacated the premises, the
landlord shall furnish the tenant, by personal delivery or by first-class mail,
postage prepaid, a copy of an itemized statement indicating the basis for, and the
amount of, any security received and the disposition of the security and shall
return any remaining portion of the security to the tenant.” (Civ. Code §
1950.5(f).)
The landlord’s “bad faith claim or retention” of part or all of the security
subjects the landlord to statutory damages of up twice the amount of the security,
in addition to actual damages. The landlord has “the burden of proof as to the
reasonableness of the amounts claimed”. (Civ. Code § 1950.5(k).)
“A fee imposed at the outset of the tenancy to reimburse the landlord for
expenses incurred for such purposes as providing application forms, listing,
interviewing, screening the applicant, for checking credit references, and for
similar purposes is not a security governed by the provisions of [section 1950.5].
[fn. om.]” [Emphasis added.] (Kraus v. Trinity Management Services, Inc. (2000)
23 Cal.4th 116, 141.)
If the provision is not waived by the parties (the landlord’s claim is only for
defaults in the payment of rent), then the deposition of the security deposit shall
be made as follows:
(1)

If the security deposit equals no more than 1 month’s rent plus a
deposit for last month’s rent, then any remaining portion of the
security deposit shall be returned to the tenant at a mutually agreed
time, but not later than 30 days; or,

(2)

If the security deposit exceeds 1 month’s rent plus a deposit for last
month’s rent, then any remaining portion of the security deposit in
excess of 1 month’s rent shall be returned to the tenant no later
than 2 weeks after the landlord receives possession with the
remainder returned or accounted for within 30 days from the date
the landlord receives possession. (Civ. Code § 1950.7(c).)
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3.

A Lease is an Illegal Contract if the Residential Property Does Not
Have a Certificate of Occupancy.

In Espinoza v. Calva (2009) 169 Cal.App.4th 1393 the landlord testified
that the tenants had failed to pay rent for three months. The tenants made an
offer of proof that no occupancy permit had been issued for the premises. The
trial court did not permit the tenants' counsel to cross-examine the landlord or
otherwise present evidence on issues relating to habitability or as to the lack of
an occupancy permit. At the conclusion of the trial, the tenants requested
findings, but the trial court did not provide findings. The trial court awarded the
landlord a reduced amount of rent, indicating that this was because of the
condition of the property. The court of appeal reversed the trial court’s judgment
in favor of a landlord for a number of reasons and held that the lack of a
certificate of occupancy rendered the lease illegal; thus, the landlord could not
recover a money judgment.
Comment: Attempting to rent a property without an occupancy permit
may impair the landlord’s ability to evict a tenant and will prevent the landlord
from receiving an award for damages for, among other things, rent.
4.

Commercial Security Deposits --Civil Code §1950.7.

Although regulation of commercial leases is substantially less than
residential leases, there are some very critical provisions of which the
commercial lessor must be aware. Civil Code §1950.7 governs what a landlord
can do with a commercial lease deposit. A security deposit may only be applied
against unpaid rent that had accrued as of the date called for in Civil Code
§1950.7 for the return of the deposit. It cannot apply the deposit against
damages for future unpaid rent. This provision can be waived by the parties.
But, one must read one’s lease carefully to see that this has been properly done.
If not, only accrued rent can be offset with the deposit. (250 L.L.C. v. PhotoPoint
Corp. (2005) 131 Cal. App. 4th 703.)
5.

Costa-Hawkins Rental Housing Act (1995).

The State Costa-Hawkins Rental Housing Act (1995) was intended to
preempt local rent control ordinances with respect to the owner of rental housing
establishing the “initial or subsequent rental rates.” (Civil Code §§ 1954.50, et
seq.) The Costa-Hawkins Rental Housing Act would apply to units that received
a certificate of occupancy issued after February 2, 1995, those that were exempt
from local rent control ordinances on February 2, 1995, or for newly constructed
units. (Civ. Code § 1954.52.)
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A. Local ordinance imposing mandatory rent restrictions is
preempted by the Costa-Hawkins Rental Housing Act
affording landlords the right to choose the rental amount.
Palmer/Sixth Street Properties v. City of Los Angeles (2009) 175 Cal.
App. 4th 1396.
Summary: The trial court issued a writ of mandate preventing the City of
Los Angeles from enforcing an affordable housing ordinance against a mixed use
project being developed by Palmer/Sixth Street Properties. (“Palmer”) The trial
court ruled that the local ordinance conflicted with and was preempted by the
State vacancy decontrol provisions of the Costa-Hawkins Rental Housing Act
(Civ. Code §1954.50 et seq.) (the “Costa-Hawkins Act”) The court of appeal
agreed and affirmed the lower court’s decision.
In 1991, the City of Los Angeles adopted a specific plan for development
projects that imposed, in pertinent part, affordable housing requirements on
residential and mixed use projects of more than 10 dwelling units per lot. The
Plan limits the monthly rents that may be charged for any required affordable
housing unit that is built under section 11.C. According to section 11.E of the
Plan, the monthly rent for low-income dwelling units "shall not exceed 30% of
80% of the median monthly income for persons or families residing in the Los
Angeles Standard Metropolitan Statistical Area," and for very-low-income
dwelling units, the monthly rent "shall not exceed 30% of 50% of the median
monthly income." Section 11.E further provides that these rent restrictions shall
remain in place, through the use of deed restrictions, "for the life of the dwelling
units or for 30 years, whichever is greater."
When the city refused to grant Palmer a waiver of the plan’s requirements
(and Section 11 C in particular) on the grounds that the cost of providing 60
replacement low-income dwelling units would cost $10 million dollars (the area
was a parking lot) and would render the project economically infeasible, and on
the additional grounds that the requirement violated the Costa-Hawkins Act, after
exhausting his administrative remedies, Palmer sought a writ of mandamus. The
trial court granted the writ holding that the ordinance conflicted with state law and
was preempted by state law.
The Costa-Hawkins Act, which was enacted in August 1995, "established
'what is known among landlord-tenant specialists as "vacancy decontrol,"
declaring that "[n]otwithstanding any other provision of law," all residential
landlords may, except in specified situations, "establish the initial rental rate for a
dwelling or unit." (Civ. Code, § 1954.53, subd. (a).)' (DeZerega v. Meggs (2000)
83 Cal.App.4th 28, 41.) The effect was that the law allowed landlords 'to impose
whatever rent they choose at the commencement of a tenancy.' (Cobb v. San
Francisco Residential Rent Stabilization & Arbitration Bd. (2002) 98 Cal.App.4th
345, 351.)
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Palmer argued that the city’s plan and section 11c in particular, conflicted
with the Costa-Hawkins Act and was preempted by the state law which allows
the landlord to set the rental rate. The court thoroughly analyzed the question of
preemption, citing to cases such as Apartment Assn. of Los Angeles County, Inc.
v. City of Los Angeles (2009) 173 Cal.App.4th 13, 17, and pointed out that while
there were no cases directly on point, other courts have invalidated other rent
control provisions that conflicted with the Costa-Hawkins Act, (citing Bullard v.
San Francisco Residential Rent Stabilization Bd. (2003) 106 Cal.App.4th 488.)
Turning to the statute itself, the court ruled that the local ordinance clearly
conflicted with state law and was preempted by the Costa-Hawkins Act. The
court found the Act’s language that, "[n]otwithstanding any other provision of
law," all residential landlords may, except in specified situations, "establish the
initial rental rate for a dwelling or unit." (Civ. Code, § 1954.53, subd. (a).), to be
unambiguous and concluded that forcing Palmer to provide affordable housing
units at regulated rents in order to obtain project approval was clearly hostile to
the right afforded under the Costa-Hawkins Act to establish the initial rental rate
for a dwelling or unit.
6.

Rent Control and the Ellis Act (Gov. Code §§ 7600).

Under the Ellis Act, owners of residential rental property are allowed to go
out of the rental business without restriction by the local government, although it
may ultimately regulate the subsequent use of the property through its traditional
police powers. (Reidy v. City and County of San Francisco (2004) 123
Cal.App.4th 580.)
The Ellis Act allowing a landlord to remove rental property from the rental
market preempts city ordinances that required the landlord to give the tenant
notice that the landlord believes the tenant may be entitled to compensation
under the Ellis Act. (Johnson v. City & County of San Francisco (2006) 137
Cal.App.4th 7.) In Johnson a San Francisco’s local ordinance required certain
notice to certain tenants before they can be evicted. In addition, the San
Francisco Administrative Code requires landlords who seek eviction under
California's Ellis Act (Civil Code §§ 1954.50, et seq.) to pay their tenants'
relocation costs; people with disabilities or who are 62 years old or older receive
additional payments. (S.F. Admin. Code, § 37.9A, subd. (e)(3)(A)-(D).) Landlords
also are required to notify their tenants about their right to receive payment and
the amount of payment which the landlord believes to be due. (S.F. Admin.
Code, § 37.9A, subd. (e)(4).) A city or county may make and enforce within its
limits all local, police, sanitary, and other ordinances and regulations that do not
conflict with general law, pursuant to Cal. Const., art. XI, § 7. If local legislation
conflicts with state law, it is preempted by the state law and is void. A conflict
exists when the local legislation contradicts state law. Local legislation
contradicts state law when it is inimical to it. The court of appeal in the Johnson
case found that the Ellis Act preempted the San Francisco local ordinance.
© 2010 Adleson, Hess & Kelly P.C.

Page 659

7.

Los Angeles Municipal Code (Article 14.1 to Chapter IV)
Regulating Evictions of tenants from foreclosed residential rental
properties.
A. Purpose.

The purpose is to prevent the displacement of tenants and the loss of
rental units in the City of Los Angeles due to the foreclosure of the property, and
to prevent homelessness and nuisances and blight caused by vacant foreclosed.
(LAMC SEC. 49.90.)
B. Applicable Rental Units.
A Rental Unit include:
•

All dwelling units, efficiency dwelling units, guest rooms, and suites (as
defined in § 12.03 of the LAMC), and all housing accommodations as
defined in Government Code § 12927, and duplexes and
condominiums in the City of Los Angeles, rented or offered for rent for
living or dwelling purposes, the land and buildings appurtenant thereto,
and all housing services, privileges, furnishings and facilities supplied
in connection with the use or occupancy thereof, including garage and
parking facilities.
o Dwelling Unit is “[a]ny residential building, other than an Apartment
House, Hotel or Apartment Hotel. (LAMC 12.03)
o An “efficiency dwelling unit” is: “A room located within an apartment
house or apartment hotel used or intended to be used for
residential purposes which has a kitchen and living and sleeping
quarters combined therein, and which complies with the
requirements of Section 91.4930.2 of the LAMC.
o Guest rooms are “any habitable room except a kitchen, designed or
used for occupancy by one or more persons and not in a dwelling
unit.”
o Suites are “a group of habitable rooms designed as a unit, and
occupied by only one family, but not including a kitchen or other
facilities for the preparation of food, with entrances and exits which
are common to all rooms comprising the suite.”
o "Housing accommodation" means any building, structure, or portion
thereof that is occupied as, or intended for occupancy as, a
residence by one or more families and any vacant land that is
offered for sale or lease for the construction thereon of any building,
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structure, or portion thereof intended to be so occupied.
(Government Code § 12927).
•

It also includes mobile homes, whether rent is paid for the mobile
home and the land upon which the mobile home is located, or rent is
paid for the land alone.

•

Further, it shall include recreational vehicles, as defined in California
Civil Code 799.29 if located in a mobilehome park or recreational
vehicle park, whether rent is paid for the recreational vehicle and the
land upon which it is located, or rent is paid for the land alone.
C. Excluded Properties.

The term "Rental Unit" shall not include: Accommodations that are
exempt from the Rent Stabilization Ordinance of the City of Los Angeles by any
of the following provisions: Paragraph 2, 3, 4, 5, 9, 10, or 11 of the definition of
"Rental Units" in Section 151.02 of this Code. Those sections cover the
following:
Housing accommodations in hotels, motels, inns, tourist homes and
boarding and rooming houses, provided that at such time as an accommodation
has been occupied as the primary residence of one or more of the same tenants
for any period more than 30 days such accommodation shall become a rental
unit subject to the provisions of this chapter. The computation of the 30 days
shall include days in which the tenant was required to:
(a) move into a different guestroom or efficiency unit before the expiration
of 30 days occupancy; or
(b) check out and re-register before the expiration of 30 days occupancy if
a purpose was to avoid application of this chapter.
Evidence that an occupant was required to check out and re-register shall
create a rebuttable presumption, which shall affect solely the burden of producing
evidence, that the housing accommodation is a rental unit subject to the
provisions of this chapter.
•

A dwelling unit in a nonprofit stock cooperative while occupied by a
shareholder tenant of the nonprofit stock cooperative.

•

Housing accommodations in any hospital; state licensed community
care facility; convent; monastery; extended medical care facility;
asylum; fraternity or sorority house; or housing accommodations
owned, operated or managed by an institution of higher education,
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a high school, or an elementary school for occupancy by its
students.
•

Housing accommodations owned and operated by the Los Angeles
City Housing Authority, or which a government unit, agency or
authority owns, operates, or manages and which are specifically
exempted from municipal rent regulation by state or federal law or
administrative regulation, or housing accommodations specifically
exempted from municipal rent regulation by state or federal law or
administrative regulation. This exception shall not apply once the
government ownership, operation, management, regulation or
rental assistance is discontinued. This exception shall not apply to
rental units for which rental assistance is paid pursuant to the
Housing Choice Voucher Program codified at 24 CFR part 982, and
those units are subject to the provisions of this article to the fullest
extent allowed by law.

•

Non-Profit Housing Accommodations. Housing accommodations
operated by a non-profit organization or owned and operated by a
limited partnership in which the general partner is a non-profit
organization exempted from City business taxes, as long as these
accommodations are available to low income households as
evidenced by a government imposed regulatory agreement,
covenant agreement or like document which is recorded against the
property, which imposes conditions consistent with those contained
in the Rent Stabilization Ordinance and is in full force and effect.

•

Recreational vehicles which are not occupied by a tenant who has
continuously resided in the park for nine or more months. This
exception shall not apply to a lot or space which becomes vacant
as a result of the park operator’s terminating the tenancy on
grounds other than those specified in Section 151.09 A. of this
chapter.

•

Housing accommodations in limited-equity housing cooperatives,
as defined in Health and Safety Code Section 33007.5, when
occupied by a member tenant of the limited-equity housing
cooperative. However, if the cooperative acquired the property
pursuant to Government Code Section 54237(d), then all dwellings
in the limited-equity housing cooperative shall be excepted from
this chapter.

•

Any mobilehome park for which a permit to operate is defined in
Chapter 4 of Part 2.1 of Division 13 of the California Health and
Safety Code was first issued on or after the effective date of this
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amendment (hereafter “existing park”). If acreage is added to a
mobilehome park which park obtained a permit to operate prior to
the effective date of this amendment, then any site located on such
additional acreage shall be exempt from the provisions of this
chapter. Any new home sites created within the boundaries of an
existing park through increased density or elimination of open
space shall not be subject to this exception.
D. Eviction (LAMC SEC. 49.92.)
A landlord who obtains title through Foreclosure to property containing
Rental Units may bring an action to recover possession of a Rental Unit on the
property from a tenant whose tenancy commenced on or before the date that the
landlord obtained title, only upon the grounds set forth in Subdivision A of Section
151.09 of this Code. To recover possession of a Rental Unit from a tenant, the
landlord must comply with all of the requirements and provisions of Section
151.09, including, without limitation, the payment of relocation fees required
pursuant to the provisions of Subsection G of Section 151.09.
The grounds permitted by LAMC § 151.09 are as follows:
•

The tenant has failed to pay the rent to which the landlord is entitled,
including amounts due under Subsection D of Section 151.05 [Systematic
Code Enforcement Fee}

•

The tenant has violated a lawful obligation or covenant of the tenancy and
has failed to cure the violation after having received written notice from the
landlord, other than a violation based on:
(a) The obligation to surrender possession upon proper notice; or

(b) The obligation to limit occupancy, provided that the additional tenant
who joins the occupants of the unit thereby exceeding the limits on occupancy
set forth in the rental agreement is either the first or second dependent child to
join the existing tenancy of a tenant of record or the sole additional adult tenant.
For purposes of this section, multiple births shall be considered as one child.
The landlord, however, has the right to approve or disapprove the prospective
additional tenant, who is not a minor dependent child, provided that the approval
is not unreasonably withheld; or
•

A change in the terms of the tenancy that is not the result of an express
written agreement signed by both of the parties.

•

The tenant is committing or permitting to exist a nuisance in or is causing
damage to, the rental unit or to the unit’s appurtenances, or to the common
areas of the complex containing the rental unit, or is creating an unreasonable
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interference with the comfort, safety, or enjoyment of any of the other
residents of the rental complex or within a 1,000 foot radius extending from
the boundary line of the rental complex. (See, LAMC § 151.09 for list of
nuisances).
•

The tenant is using, or permitting a rental unit, the common areas of the rental
complex containing the rental unit, or an area within a 1,000 foot radius from
the boundary line of the rental complex to be used for any illegal purpose.
(See, LAMC § 151.09 for list of nuisances).

•

The tenant, who had a written lease or rental agreement which terminated on
or . . ., has refused, after written request or demand by the landlord to
execute a written extension or renewal thereof for a further term of like
duration with similar provisions and in such terms as are not inconsistent with
or violative of any provision of this chapter or any other provision of law.

•

The tenant has refused the landlord reasonable access to the unit for the
purpose of making repairs or improvements, or for the purpose of inspection
as permitted or required by the lease or by law, or for the purpose of showing
the rental unit to any prospective purchaser or mortgagee.

•

The person in possession of the rental unit at the end of a lease term is a
subtenant not approved by the landlord.

•

The landlord seeks in good faith to recover possession of the rental unit for
use and occupancy by:
o The landlord, or the landlord’s spouse; children, or parents, provided the
landlord is a natural person. However, a landlord may use this ground to
recover possession for use and occupancy by the landlord, landlord’s
spouse, child or parent only once for that person in each rental complex of
the landlord; or
o A resident manager, provided that: no alternative vacant unit is available
for occupancy by a resident manager; except that where a building has an
existing resident manager, the owner may only evict the existing resident
manager in order to replace him/her with a new manager.
•

The landlord, having complied with all applicable notices and advisements
required by law, seeks in good faith to recover possession so as to
undertake Primary Renovation Work of the rental unit or the building
housing the rental unit, in accordance with a Tenant Habitability Plan
accepted by the Department, and the tenant is unreasonably interfering
with the landlord's ability to implement the requirements of the Tenant
Habitability Plan by engaging in any of the following actions:
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o The tenant has failed to temporarily relocate as required by the
accepted Tenant Habitability Plan; or
o The tenant has failed to honor a permanent relocation agreement
with the landlord pursuant to Section 152.05 of this Code.
•

The landlord seeks in good faith to recover possession of the rental
unit under either of the following circumstances:
o to demolish the rental unit; or
o to remove the rental unit permanently from rental housing use.

Landlords seeking to recover possession for either of the
circumstances described in this subdivision must comply with the requirements of
Sections 151.22 through 151.28 of this article. This subdivision is a lawful
grounds for eviction only where a landlord is withdrawing from rent or lease all of
the rental units in a structure or building. A landlord seeking to evict tenants
pursuant to either of the circumstances described in this subdivision may not
withdraw from rent or lease less than all of the accommodations in a structure or
building.
•

The landlord seeks in good faith to recover possession of the rental
unit in order to comply with a governmental agency’s order to vacate,
order to comply, order to abate, or any other order that necessitates
the vacating of the building housing the rental unit as a result of a
violation of the Los Angeles Municipal Code or any other provision of
law.

•

The rental unit is in a Residential Hotel, and the landlord seeks to
recover possession of the rental unit in order to Convert or Demolish
the unit, as those terms are defined in Section 47.73 of the Los
Angeles Municipal Code. A landlord may recover possession of a
rental unit pursuant to this paragraph only after the Department has
approved an Application for Clearance pursuant to the provisions of
Section 47.78. (Amended by Ord. No. 180,175, Eff. 9/29/08.)
E. How to Evict (Addition notice to tenant stating reasons).

Prior to or at the same time as the written notice of termination described
in Civil Code Section 1946, or the three days notice described in Code of Civil
Procedure Sections 1161 and 1161a, is served on the tenant of a rental unit:
•

The landlord shall serve on the tenant a written notice setting forth the
reasons for the termination with specific facts to permit a determination
of the date, place, witnesses and circumstances concerning the
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reason. This notice shall be given in the manner prescribed by Code
of Civil Procedure Section 1162.
•

When the termination of tenancy is based on the ground set forth in
Subdivision 8. of Subsection A. of 151.09 (i.e., to recovery unit for
personal or family use or for resident manager), then the landlord shall
file with the Department a declaration on a form and in the number
prescribed by the Department stating the name of the family member
to be moved into the rental unit, identification of the family relationship,
the date when the family member will move in, the rent presently being
charged for the rental unit and the date of the last rent increase. This
declaration shall be served on the tenant in the manner prescribed by
Code of Civil Procedure Section 1162 in lieu of the notice required in
Subdivision 1 of this subsection.

•

When a termination of tenancy is based on the ground set forth in
Section 151.09 A.9. of the LAMC Code (good faith to recover
possession so as to undertake Primary Renovation Work of the rental
unit where tenant refuses to cooperate), the landlord shall file with the
Department a declaration on a form prescribed by the Department that
sets forth the address of the rental unit, the name of the tenant, a copy
of the Tenant Habitability Plan accepted by the Department,
documentation of the landlord's good faith efforts to provide notice
pursuant to Section 152.00 et seq. of this Code, documentation of
efforts to provide relocation assistance, if applicable, and the reason
for the termination with specific facts, including but not limited to the
date, place, witnesses and circumstances concerning the reason for
termination. This declaration shall be served on the tenant in the
manner prescribed by Section 1162 of the California Code of Civil
Procedure in lieu of the notice required in Subdivision 1. of this
subsection.

•

When the termination of the tenancy is based on either of the grounds
set forth in Subdivision 10. of Subsection A. of 151.09 (i.e., to demolish
the rental unit; or to remove the rental unit permanently from rental
housing use)., the landlord must comply with the requirements of
Sections 151.22 through 151.28 of this LAMC. The requirements of
Sections 151.22 through 151.28 of this article are in lieu of the notice
required in Subdivision 1. of this subsection. These requirements
include:
o 120-day notice (or one year for certain people including seniors
over 62);
o Notice of intent to withdraw to the City;
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o Recordation of non-confidential memorandum and extension of the
date of withdrawal from rental housing use;
o Notice to the tenants of pending withdrawal;
o There are a series of complicated rules that apply which should be
read if this ground for eviction is used.
•

When the termination of tenancy is based on the ground set forth in
Subdivision 11. of Subsection A. of this 151.09 (good faith to
recover possession of the rental unit in order to comply with a
governmental agency’s order to vacate, order to comply, order to
abate, etc.), then the landlord shall file with the Department a
declaration on the form and in the number prescribed by the
Department stating that the landlord intends to evict in order to
comply with a governmental agency’s order to vacate the building
housing the rental unit. The landlord shall attach a copy of the order
to vacate to this declaration. This notice shall be served on the
tenant in the manner prescribed by Code of Civil Procedure Section
1162 in lieu of the notice required in Subdivision 1.of § 151.09.

•

When the termination of tenancy is based on the ground set forth in
Subdivision 3. or 4. of Subsection A. of § 151.09 because of
alleged illegal drug activity, then the landlord shall file with the
Department a declaration on a form and in the number prescribed
by the Department setting forth the reasons for the termination with
specific facts to permit a determination of the date, place, witnesses
and circumstances concerning the reason.

•

When the termination of tenancy is based on the grounds set forth
in Subdivision 3. or 4. of Subsection A. of this section because of
alleged drug-related nuisance, illegal drug activity or gang-related
crime as those terms are defined in Section 47.50 A. of this Code,
and the landlord desires to raise the rent upon re-rental of the rental
unit pursuant to Section 151.06 C. of this Chapter, then the landlord
shall file with the Department a declaration on a form and in the
number prescribed by the Department setting forth the reasons for
the termination with specific facts to permit a determination of the
date, place, witnesses and circumstances concerning the reason,
including the name of the person and/or the organizational
affiliation of the law enforcement or prosecution agency that
provided the landlord with the information upon which the notice of
intent to terminate the tenancy will be based.
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F. Relocation Fees in Some Cases.
If the termination of tenancy is based on the grounds set forth in
Subdivisions 8 (personal, family or resident manager use), 10 (demolition or
removal from rental market), 11 (to comply with government order to vacate,
order to comply, order to abate etc.), 12 (HUD owned property). or 13 (residential
hotel sought to be converted or demolished) of Subsection A. of this section,
then the landlord shall pay a relocation fee of: $15,300 to qualified tenants
and a $7,000 fee to all other tenants who have lived in their rental unit for
fewer than three years, or $17,600 to qualified tenants and a $9,300 fee to
all other tenants who have lived in their rental unit for three years or longer,
or $17,600 to qualified tenants and $9,300 to all other tenants whose
household income is 80 percent or below Area Median Income (AMI), as
adjusted for household size, as defined by the U.S. Department of Housing
and Urban Development, regardless of length of tenancy. If more than one
fee applies to a rental unit, the landlord shall pay the highest of the
applicable fees. Tenants who claim eligibility based on their income shall file a
statement with the Housing Department verifying their income on a form
prescribed by the Housing Department. The Housing Department shall charge a
fee of $186 per rental unit to resolve any disputes regarding tenant income
eligibility. For the year beginning July 1, 2009, and all subsequent years, the fee
amounts shall be adjusted on an annual basis pursuant to the formula set forth in
Section 151.06 D. of this Code. The adjusted amount shall be rounded to the
nearest $50 increment. (Amended by Ord. No. 180,175, Eff. 9/29/08.)
G. Effective Date and Sunset.
The ordinance is applicable to foreclosures on or after December
17, 2008 and sunsets one year sunset unless extended.
H. There are substantial penalties for violation.
8.

Local eviction control law prohibiting the eviction of Section 8
tenants to allow the landlord to raise rents to current market
levels was not preempted by HUD’s regulation which allows
eviction of tenants for “good cause” by a landlord, which can
include the landlord’s desire to raise the rent.

Barrientos v. 1801-1825 Morton LLC (9th Cir. 2009) 583 F.3d 1197).
Summary: 1801-1825 Morton LLC ("Morton"), a landlord subject to the
Los Angeles Rent Stabilization Ordinance ("LARSO"), Los Angeles Municipal
Code §§ 151.01 et seq., served notices of eviction upon tenants whose rent is
subsidized by the federal government, because it desired to raise the rent on the
apartment units. Though LARSO prohibits eviction for that purpose, Morton
argued that a U.S. Department of Housing and Urban Development ("HUD")
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regulation permits the eviction of an assisted tenant during the lease term for
"good cause" grounds, which "may include [the] desire to lease the unit at a
higher rental." (24 C.F.R. § 982.310(d) (1) (iv).)
Tenants filed an action in the U.S. District Court for the Central District of
California, seeking a declaratory judgment that the Eviction Notices violated
federal law and LARSO, and a permanent injunction barring unlawful eviction of
Tenants. The parties stipulated to a preliminary injunction. The district court
granted summary judgment to Tenants, entered a permanent injunction barring
Morton from evicting Tenants without complying with LARSO and the enhanced
voucher provisions, denied Morton's motion for reconsideration, and granted
Tenants attorney's fees. Morton appealed and the appellate court affirmed the
lower court’s ruling.
The issue on appeal was whether the local ordinance which prohibited a
landlord from evicting Section 8 tenants in order to raise the rent, was preempted
by HUD’s regulations which would allow tenant eviction at the end of the lease
term based on a landlord’s desire to raise rent to current market levels. After
extensive analysis of the history of HUD’s protection of low-income tenants from
eviction and the federal attempts to ameliorate the burden imposed on owners
caused by the resulting creation of the “endless lease” situation, and HUD’s
definition of “good cause” to include a landlord’s desire to raise rents to
ameliorate this burden, the court looked at whether the two statutes conflicted. In
holding they did not, the court said:
“We do not agree that LARSO and the HUD regulation actually
conflict. The HUD regulation does not create a "right" to evict
tenants to raise the rent that LARSO takes away. The HUD
regulation merely creates a floor of protection, which local laws may
enhance. Thus, although we disagree with the district court's
preemption analysis, we do agree that LARSO controls Morton's
ability to evict Tenants when Morton desires to raise the rent.”
The court found that both laws had the same goal and that the local
ordinance did not present an “obstacle” to the full implementation of the federal
law, citing to Int'l Paper Co. v. Ouellette, 479 U.S. 481, 494, 107 S. Ct. 805, 93 L.
Ed. 2d 883 (1987). Finally, the court held that HUD did not intend to preempt the
local eviction controls saying:
“Our independent analysis of the statutory language and
legislative history, the persuasive reasoning of prior LARSO
decisions by us and the Federal Circuit, the litigation position of the
United States, and HUD's most recent publication lead us to
conclude that the HUD regulation and LARSO do not actually
conflict. LARSO does not impede the federal objective of providing
affordable housing to low-income families. LARSO, therefore, is not
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preempted by 24 C.F.R. § 982.310(d) (1) (iv) to the extent the HUD
regulation permits eviction in order to obtain a higher rental, in the
absence of contrary state or local law.”
9.

Fraudulent Representations Regarding Leases

Leases are contracts just as any other contract. Fraudulent inducements
to enter into a lease may subject a person to significant damages. However,
where the lessor’s agent falsely asserts existing facts (fraud), but the lease
specifically provides that the lessor did not represent that any specific lessee
would occupy any specific space in a shopping center, and where the tenant did
not seek any subsequent clarification or confirmation, there is no justifiable
reliance on any material misrepresentation. (Hinesley v. Oakshade Town
Center, (2005) 135 Cal. App. 4th 289.) The lesson, of course, is to carefully read
any lease which is presented to you and, more importantly, make certain that all
representations regarding the lease which are important to you are in writing and
are in the lease.
10. Duties of Landlords to Tenants
Residential landlords have certain duties under the law to assure that their
tenants have a habitable place within which to live. The issue over the years has
been how far does the landlord’s duty extend? Does a landlord have an
obligation to prevent crime from occurring on his property? Does a landlord have
a duty to a female tenant to prevent her from being raped? These and other
safety questions have been raised over the years. For example, one court has
recently held that where there is a reasonably foreseeable risk of violent gang
assault, a landlord may have a duty to undertake precautions to protect residents
from criminal activity attributable to a gang presence. Casteneda v. Olsher,(2005)
132 Cal. App. 4th 627. However, this case has been granted a review by the
California Supreme Court. As of this writing (December ’06), the court has not
issued its opinion. But, these issues do arise and landlords must be wary of
activities on their properties which may put their tenants at risk.
A. Landlord does not have an obligation not to rent to gang
members or to evict them. Bystander who was shot as a
result of gang violence did not have standing to sue the
landlord.
Castaneda v. Olsher (2007) 41 Cal. 4th 1205
Summary: The victim was shot and injured while he was a bystander to a
gang confrontation involving a resident of the mobilehome across the street from
his. The Supreme Court, despite a decision to the contrary by the appellate court,
concluded that the owner of the mobilehome park did not have a duty to refuse to
rent to gang members. It declined to impose such a burdensome, dubiously
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effective and socially questionable obligation on landlords, at least absent
circumstances showing gang violence was extraordinarily foreseeable. Much
greater foreseeability than that demonstrated here was required to recognize a
duty not to rent housing to gang members. The owner did not have a duty to
evict gang member tenants. The facts known to the owner did not make a violent
gang confrontation so highly foreseeable as to justify imposition of a duty to
undertake eviction proceedings. The owner did not have a duty to hire security
guards to prevent gang violence in the mobilehome park and to maintain brighter
lights in the common areas. The record contained insufficient evidence for a jury
to find the absence of security guards and inadequate lighting were substantial
factors causing the victim's injury. Accordingly, a dismissal of the case was
appropriate.
B. AB 976 (Calderon) 2007 Ch. 403. Immigration or Citizenship
Status.
AB 976 (Calderon) 2007 Ch. 403 adds Civil Code § 1940.3 which
provides:
“(a) No city, county, or city and county shall, by statute,
ordinance, or regulation, or by administrative action implementing
any statute, ordinance, or regulation, compel a landlord or any
agent of the landlord to make any inquiry, compile, disclose, report,
or provide any information, prohibit offering or continuing to offer,
accommodations in the property for rent or lease, or otherwise take
any action regarding or based on the immigration or citizenship
status of a tenant, prospective tenant, occupant, or prospective
occupant of residential rental property.
(b) No landlord or any agent of the landlord shall do any of the
following:
(1) Make any inquiry regarding or based on the immigration or
citizenship status of a tenant, prospective tenant, occupant, or
prospective occupant of residential rental property.
(2) Require that any tenant, prospective tenant, occupant, or
prospective occupant of the rental property make any statement,
representation, or certification concerning his or her immigration or
citizenship status.
(c) Nothing in this section shall prohibit a landlord from either:
(1) Complying with any legal obligation under federal law.
(2) Requesting information or documentation necessary to
determine or verify the financial qualifications of a prospective
tenant, or to determine or verify the identity of a prospective tenant
or prospective occupant.”
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C. Landlord’s Duty to Invitees on the Property After Judgment
for Unlawful Detainer.
Stone v. Center Trust Retail Properties, Inc. (2008) 163 Cal. App. 4th
608 cert. granted by Cal. Supreme Court. (Not Citable Authority)
After the landlord had obtaining a judgment for unlawful detainer due to
the tenant’s breach of the lease and before the writ of possession was executed,
an invitee of the tenant hosted a party at the tenant restaurant, which was still
operating. During the party, guests danced on a temporary wooden dance floor
placed over the carpet. While dancing, the invitee slipped on water on the floor
and fell, fracturing her ankle. The invitee sued the landlord and the restaurant for
personal injuries the invitee suffered in the restaurant. The invitee argued that the
landlord's duty of care should have included inspecting the restaurant, during
which it would have discovered a water leak.
The jury verdict found the landlord (and others including the invitee)
contributorially negligent. The court of appeal reversed the jury verdict on
technical grounds (i.e., poor jury instructions) but not because of the issue of
whether the landlord had a duty.
The California Supreme Court has granted a hearing and will be deciding
this case in the next year.
D. A Successor Landlord May Be Liable under Rent Control
Ordinance for Excess Rent Charged by Prior Owner.
Baychester Shopping Center, Inc. v. San Francisco Residential Rent
Stabilization and Arbitration Board (2008) 165 Cal.App.4th 1000
The trial court upheld a decision from a rent control board, which found
landlords liable for rent overpayments charged to a tenant by a former owner of
the apartment building. The landlords bought the building two months after the
tenant filed a petition alleging unlawful rent increases. The trial court determined
that the board did not err in awarding rent overpayments to the tenant for a
period of time in which the landlords did not own the building.
The Court of Appeal affirmed, holding that as successors in interest to the
previous owner, the landlords were liable for rent increases exceeding the
limitations published by the board for the three-year period preceding the filing of
the tenant petition, as provided in S.F. Admin. Code, § 37.8, subd. (e)(7). The
rent limitations were not governed by Civ. Code, § 1466, because they were not
implied covenants running with the land but were statutory obligations of the
landlords within the meaning of Civ. Code, § 1428. In enacting the rent control
legislation, the city acted within its authority under Cal. Const., art. XI, §§ 5, subd.
(a), 7.
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26 MARKETING AND PRIVACY.
1.

Unsolicited Fax Advertising.

As noted on the FCC website under “Fax Advertising Policy”:
“The Telephone Consumer Protection Act (TCPA), 47 U.S.C. §
227, restricts the use of the facsimile machine to deliver unsolicited
advertisements. Specifically, the TCPA prohibits the use of “any
telephone facsimile machine, computer, or other device to send an
unsolicited advertisement to a telephone facsimile machine.” The
TCPA applies only to those facsimile messages that constitute
“unsolicited advertisements.” The statutory prohibition applies to
such advertisements sent both to residential and business
facsimile numbers.
In 2005, the Junk Fax Prevention Act amended the TCPA to
permit the sending of unsolicited facsimile advertisements to
individuals and businesses with which the sender has an established
business relationship (EBR) and to provide a process by which any
sender must cease sending such advertisements upon the request of
the recipient. On April 5, 2006, the Commission adopted rules to
implement the Junk Fax Prevention Act. Among other things, 47
C.F.R. § 64.1200 requires the sender of fax advertisements to
provide notice and contact information on the fax that allows
recipients to opt out of future fax transmissions from the sender
and requires senders to honor opt out requests within the
shortest reasonable period of time, not to exceed 30 days.”
[Emphasis Added].
The FCC adopted 47 CFR 64.1200, effective April 5, 2006, which
provides:
(a) No person or entity may:
(3) Use a telephone facsimile machine, computer, or other
device to send an unsolicited advertisement to a telephone facsimile
machine, unless -(i) The unsolicited advertisement is from a sender with an
established business relationship, as defined in paragraph (f)(5) of
this section, with the recipient; and
(ii) The sender obtained the number of the telephone facsimile
machine through --
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(A) The voluntary communication of such number by the
recipient directly to the sender, within the context of such established
business relationship; or
(B) A directory, advertisement, or site on the Internet to which
the recipient voluntarily agreed to make available its facsimile number
for public distribution. If a sender obtains the facsimile number from
the recipient's own directory, advertisement, or Internet site, it will be
presumed that the number was voluntarily made available for public
distribution, unless such materials explicitly note that unsolicited
advertisements are not accepted at the specified facsimile number. If
a sender obtains the facsimile number from other sources, the sender
must take reasonable steps to verify that the recipient agreed to make
the number available for public distribution.
(C) This clause shall not apply in the case of an unsolicited
advertisement that is sent based on an established business
relationship with the recipient that was in existence before July 9,
2005 if the sender also possessed the facsimile machine number of
the recipient before July 9, 2005. There shall be a rebuttable
presumption that if a valid established business relationship was
formed prior to July 9, 2005, the sender possessed the facsimile
number prior to such date as well; and
(iii) The advertisement contains a notice that informs the
recipient of the ability and means to avoid future unsolicited
advertisements. A notice contained in an advertisement complies
with the requirements under this paragraph only if -(A) The notice is clear and conspicuous and on the first
page of the advertisement;
(B) The notice states that the recipient may make a request
to the sender of the advertisement not to send any future
advertisements to a telephone facsimile machine or machines
and that failure to comply, within 30 days, with such a request
meeting the requirements under paragraph (a)(3)(v) of this
section is unlawful;
(C) The notice sets forth the requirements for an opt-out
request under paragraph (a)(3)(v) of this section;
(D) The notice includes -(1) A domestic contact telephone number and facsimile
machine number for the recipient to transmit such a request to
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the sender; and
(2) If neither the required telephone number nor facsimile
machine number is a toll-free number, a separate cost-free
mechanism including a Web site address or e-mail address, for a
recipient to transmit a request pursuant to such notice to the
sender of the advertisement. A local telephone number also shall
constitute a cost-free mechanism so long as recipients are local
and will not incur any long distance or other separate charges for
calls made to such number; and
(E) The telephone and facsimile numbers and cost-free
mechanism identified in the notice must permit an individual or
business to make an opt-out request 24 hours a day, 7 days a
week.
(iv) A facsimile advertisement that is sent to a recipient that has
provided prior express invitation or permission to the sender must
include an opt-out notice that complies with the requirements in
paragraph (a)(3)(iii) of this section.
(v) A request not to send future unsolicited advertisements to a
telephone facsimile machine complies with the requirements under
this subparagraph only if -(A) The request identifies the telephone number or numbers of
the telephone facsimile machine or machines to which the request
relates;
(B) The request is made to the telephone number, facsimile
number, Web site address or e-mail address identified in the sender's
facsimile advertisement; and
(C) The person making the request has not, subsequent to
such request, provided express invitation or permission to the sender,
in writing or otherwise, to send such advertisements to such person at
such telephone facsimile machine.
(vi) A sender that receives a request not to send future
unsolicited advertisements that complies with paragraph (a)(3)(v) of
this section must honor that request within the shortest reasonable
time from the date of such request, not to exceed 30 days, and is
prohibited from sending unsolicited advertisements to the recipient
unless the recipient subsequently provides prior express invitation or
permission to the sender. The recipient's opt-out request terminates
the established business relationship exemption for purposes of
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sending future unsolicited advertisements. If such requests are
recorded or maintained by a party other than the sender on whose
behalf the unsolicited advertisement is sent, the sender will be liable
for any failures to honor the opt-out request.
(vii) A facsimile broadcaster will be liable for violations of
paragraph (a)(3) of this section, including the inclusion of opt-out
notices on unsolicited advertisements, if it demonstrates a high degree
of involvement in, or actual notice of, the unlawful activity and fails to
take steps to prevent such facsimile transmissions.
Obviously, determining whether one has an “established business
relationship (ERB) is critical. 47 C.F.R. § 54.1200(f)(5) defines ERB as follows:
“(5) The term established business relationship for purposes of
paragraph (a)(3) of this section on the sending of facsimile
advertisements means a prior or existing relationship formed by a
voluntary two-way communication between a person or entity and a
business or residential subscriber with or without an exchange of
consideration, on the basis of an inquiry, application, purchase or
transaction by the business or residential subscriber regarding
products or services offered by such person or entity, which
relationship has not been previously terminated by either party.”
Thus, sending unsolicited faxes to investors, borrowers and other brokers
where you have an EBR and where the unsolicited faxes comply with the notice
and opt-out provisions in the Code and new Regs. However, it is easy to see
how with these people you have had a "voluntary two-way communication".
The more difficult issue is whether you may send an unsolicited fax
to every broker listed in an entire trade association membership roster. Without
some case research, I cannot answer this issue. Does the fact that each broker
lists his/her fax number on a public membership roster constitute a "voluntary
two-way communication" under the EBR definition?
For an easy bottom-line summary go to the
http://www.fcc.gov/cgb/consumerfacts/unwantedfaxes.html
2.

FCC

website.

Federal Do-Not-Call Law.

Congress passed the Do-Not-Call Implementation Act as Public Law 10810 on March 11, 2003. (117 Stat. 557.) It authorized the Federal Trade
Commission (“FTC”) to promulgate regulations regarding the do-not-call registry
of the Telemarketing Sales Rule (16 C.F.R. 310.4(b)(1)(iii)) of the Telemarketing
and Consumer Fraud and Abuse Prevention Act (15 U.S.C. §§ 6101, et seq.) In
addition, the Act required the Federal Communications Commission (“FCC”) to
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issue a final rule under the Telephone Consumer Protection Act of 1991 (47
U.S.C. §§ 227, et seq.). The FTC and the FCC were required to coordinate their
regulations and to submit annual reports to Congress for the fiscal years 2003
through 2007 on the progress and status of the registry. Businesses are required
to check the national registry every 90 days and to remove from their marketing
lists all numbers which have been added during that period. The lists are
available for purchase by the businesses.
Mortgage brokers are covered under the 2003 Act. A publication of the
FTC entitled “Q&A for Telemarketers and Sellers About the Do Not Call
Provisions of the FTC’s Telemarketing Sales Rule” can be found on the FTC’s
website at http://www.ftc.gov/bcp/edu/pubs/business/alerts/alt129.htm.
This
brochure should answer most of the questions brokers will have regarding
application, procedures and enforcement of the Rule.
3.

Free Speech Rights Not Violated by Do-Not-Call.

The decision of the 10th Circuit Court of Appeal decision in Mainstream Mktg.
Servs. v. FTC (10th Cir. 2004), 358 F.3d 1228 held that the Do-Not-Call
legislation does not violation free speech rights. The United States Supreme
Court denied certiorari on the case, meaning that the Supreme Court will not be
reviewing the decision. Therefore, it looks fairly clear that the law cannot be
challenged on free speech grounds.
4.

In Late 2004 FTC Started Suing Individuals For Violating the DoNot-Call Law (And Continues to Do So). United States v. Graglia
Marketing Group, LLC, Complaint, No. CV-S-04-1209-DWH-PAL (D.
Nev. Aug. 31, 2004).

5.

Federal Can-Spam Law

On December 16, 2003, President Bush signed the Controlling the Assault
of Non-Solicited Pornography and Marketing Act of 2003 (S.B. 877). This is the
so-called “CAN-SPAM” legislation which attempts to curb the monetary and time
waste resulting from unwanted e-mail advertising which comprises between 50%
and 80% of all e-mail communications.
Among other things, the Act defines “affirmative consent”, “domain name”,
“electronic mail address”, “electronic mail message”, “initiate”, “Internet access
service”, “procure”, “protected computer”, “recipient”, “routine conveyance”, and
“sender”. A “sender” includes the sender of a commercial e-mail message who
initiates it and whose “product, service, or Internet web site is advertised or
promoted by the message”. This would include mortgage brokers who advertise
by sending e-mail messages to prospective customers. Generally an offense
under the Act arises when, in or affecting interstate or foreign commerce, a
sender “knowingly (1) accesses a protected computer without authorization, and
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intentionally initiates the transmission of multiple commercial electronic mail
messages from or through such computer, (2) uses a protected computer to relay
or retransmit multiple commercial electronic mail messages, with the intent to
deceive or mislead recipients, or any Internet access services, as to the origin of
such message, (3) materially falsifies header information in multiple commercial
electronic mail messages and intentionally initiates the transmission of such
message, (4) registers, using information that materially falsifies the identity of
the actual registrant, for five or more electronic mail accounts or online user
accounts or two or more domain names, and intentionally initiates the
transmission of multiple commercial electronic mail messages from any
combination of such accounts or domain names, or (5) falsely represents oneself
to be the registrant or the legitimate successor in interest to the registrant of 5 or
more Internet Protocol addresses, and intentionally initiates the transmission of
multiple commercial electronic mail messages from such addresses, or conspires
to do so”. Violations are punishable by fines and imprisonment for up to five
years. Forfeiture is also possible.
Senders of commercial e-mails are prohibited from displaying false or
misleading transmission information, deceptive subject headings, and
transmitting commercial e-mails after the recipient has objected. There are also
regulations of opt-out provisions. Warning labels must be placed on commercial
e-mail containing sexually oriented material.
A Do-Not-E-Mail Registry will be formulated by the FTC before July, 2004,
with the Registry’s initiation after September, 2004. Provision is also made for
dealing with unwanted messages on cell phones. The Act became effective on
January 1, 2004.
The federal government ultimately determined not to create a
national "do not e-mail" registry, as the proposal would not stop the flow of
spam and would possibly make it worse.
The Federal Trade Commission reported to Congress that the
registry would be too difficult to maintain efficiently, and that the more
notorious "spammers" would simply use the “do not spam” list as a
database of valid e-mail addresses. In fact, fake “Do Not E-mail Registries”
have been established by spammers just to obtain current e-mail
addresses from potential victims.”.
6.

State

The California laws which would prevent all unsolicited commercial e-mail
will be preempted by the new Federal CAN-SPAM legislation.
However, the State can and has sued to enforce the Federal Telephone
Consumer Protection Act for violations in California. In November, 2002, the
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State Attorney General, Bill Lockyer, was given a restraining order by a Federal
court against a Riverside County business which was calling consumers in Los
Angeles, Riverside and Orange Counties saying they were affiliated with the
Attorney General’s office or were a governmental entity and obtaining the
consumer’s phone numbers and, in some cases, credit card numbers to pay the
$12 fee they were claiming to put the consumer on the Do-Not-Call list for three
years. The Attorney General’s office may charge $5 for such service under the
law which is good for five years or until the consumer changes their phone
number.
In late 2003, , the Attorney General filed probably the first state claim
under the Federal Act against a telemarketer for calling phone numbers listed on
the Federal Do-Not-Call list. On November 6, 2003 in Federal Court, he sued
American Home Craft, Inc., a home improvement company and licensed
contractor based in Hayward but marketing in Sacramento, San Diego and Irvine,
as well. Though the Federal registry was available as of September 1, 2003 for
businesses to purchase, a 30-day period allowing affected businesses to cleanse
their calling lists and a temporary court order delayed the actual implementation
until October 17, 2003. As a result, enforcement of the law is after that date.
Fines under the Federal Act are up to $500 for each violation, and up to $1,500
for each willful violation. The recent suit was also brought under California’s
unfair competition law (Business and Professions Code §17200). That statute
provides for a civil fine of up to $2,500 per violation. The suit seeks injunctions
under the Federal (Telephone Consumer Protection Act) and State (Unfair
Competition Law) laws and damages of at least $50,000 for willfully and
knowingly violating the Federal law, at least $50,000 for violating the State law,
and costs of suit.
When California’s Do-Not-Call legislation became effective on January 1,
2004, the Attorney General can now file suits under that statute and seek
penalties of up to $11,000 per violation.
Under the Federal Act, there are exceptions for charities and political
groups. The State Act also grants an exception to businesses with five or fewer
employees. However, even these exempt groups are subject to the Acts if they
use a professional telemarketer to sell goods or services who calls numbers
listed on the national registry.
Both the Federal and State laws allow a company which has an
“established business relationship” with a consumer to continue to call that
consumer for up to 18 months after the consumer’s last purchase payment or
delivery, even if their number is on the national registry. If the consumer has
made an inquiry at the company, the company may call them for up to three
months; but if the consumer asks not to be called, the company must honor that
request.
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7.

In the Absence of a Protective Order, Even Where No Consumer
Notice was Give As Required by Statue, Where a Lender
Produced Personal Financial Records Beyond the Scope of a the
Subpoena, the Lender’s Conduct was Absolutely Privileged and
the Lender Cannot be Sued in an Action by the Consumer.

Foothill Federal Credit Union v. Superior Court (2007) 155 Cal. App.
4th 632
Summary:
With the increase in litigation relating to loans and
foreclosures, the question of responding to subpoenas involving confidential
consumer records constantly arises.
Parties to an elder abuse case, served a subpoena for records on Foothill
Federal Credit Union (“Foothill”) relating to various accounts it held. The parties
later narrowed the subpoena, by agreement, only to accounts held jointly by two
specific named individuals. Foothill produced records beyond those limitations
including those of individuals who had not been given a notice to consumer
pursuant to Code of Civil Procedure § 1985.3.
The individuals whose consumer financial records were disclosed sued
Foothill for breach of contract, intentional infliction of emotional distress and
invasion of privacy. The trial court sustained Foothills demurrer to the contract
action and overruled it on the other two. Foothill sought a writ to the court of
appeal on the ruling.
The court of appeal held that the absolute “litigation privilege” applies to
actions for emotional distress and invasion of privacy, stating:
“As codified in Civil Code section 47, subdivision (b), a
privileged publication is one made "[i]n any (1) legislative
proceeding, (2) judicial proceeding, (3) in any other official
proceeding authorized by law, or (4) in the initiation or course of
any other proceeding authorized by law and reviewable" under
various portions of the Code of Civil Procedure. The Supreme
Court has established a four-part test for the application of the
litigation privilege: it "applies to any communication (1) made in
judicial or quasi-judicial proceedings; (2) by litigants or other
participants authorized by law; (3) to achieve the objects of the
litigation; and (4) that have some connection or logical relation to
the action." (Silberg v. Anderson (1990) 50 Cal.3d 205, 212
(Silberg).)”
The court of appeal found that all four elements existed in the Foothill
case. Foothill produced records in the course of a judicial proceeding pursuant
to a subpoena. Foothill was a participant authorized by law by being brought into
the proceeding by virtue of a subpoena. The privileged person does not have to
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be a party to the litigation, merely a person “connected or related to the
proceedings”. Producing under a subpoena achieves of the “object of the
litigation”. Lastly, the subpoenaed documents clearly bore a relationship to the
action where the plaintiff was attempting to prove elder abuse through these
financial records.
The court of appeal rejected the respondent’s argument that applying the
absolute litigation privilege under the facts of the Foothill case would destroy
Code of Civil Procedure § 1985.3 and take away the incentive of custodians of
the records to comply with that section as almost every act of the custodian in
complying would be privileged. In addition, the court of appeal held that Code of
Civil Procedure § 1985.3 does not create a private right of action for individuals
claiming to be harmed by violations of that section.
The court of appeal also noted that once the right to privacy was amended
into the California Constitution, the Supreme Court wrote,
"[B]efore confidential customer information may be disclosed in
the course of civil discovery proceedings, the bank must take
reasonable steps to notify its customer of the pendency and nature
of the proceedings and to afford the customer a fair opportunity to
assert his interests by objecting to disclosure, by seeking an
appropriate protective order, or by instituting other legal
proceedings to limit the scope or nature of the matters sought to be
discovered." [cts. om.]
Code of Civil Procedure § 1985.3 was passed to provide a specific
procedure for this notice to the consumer. The statute has been expanded over
the years to cover far more than banks.
As stated by the court of appeal:
“The statute merely directs that "No witness or deposition
officer shall be required to produce personal records after receipt of
notice that the motion has been brought by a consumer, or after
receipt of a written objection from a nonparty consumer, except
upon order of the court in which the action is pending or by
agreement of the parties, witnesses, and consumers affected" (§
1985.3, subd. (g)), and that the custodian of records may decline to
produce the requested documents if the statutory procedure has
not been followed. (§ 1985.3, subd. (k) ["Failure to comply with this
section shall be sufficient basis for the witness to refuse to produce
the personal records sought by a subpoena duces tecum"].)
Elsewhere in the discovery statutes the Legislature has provided
that the custodian shall not deliver the documents before the
designated date and time unless the parties and the consumer
have stipulated to an earlier delivery. (§ 2020.430, subd. (d).)”
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The discovery statutes do provide that a court may sanction anyone for
discovery abuse, but nothing creates a private right to sue. In addition, the
harmed party can always seek a protective order seeking the return and lack of
use of the accidentally disclosed material.
The court of appeal issued a writ ordering the trial court to reverse its
order overruling Foothills demurrer and to enter an order sustaining its demurrer
on all causes of action.
8.

Lenders, Broker’s and Servicers Should Have a Document
Retention Policy with Specific Provisions Where it Is Reasonably
Expected that There May be Litigation.

Business and Professions Code § 10148(a) requires a real estate broker
to retain copies of documents for three years in connection with any transaction
for which a real estate broker license is required. Even though it is not clear that
§ 10148 extends to e-mails, it would be wise to keep e-mails and other
communications involving licensed activities (e.g., making, arranging or servicing
loans) records for a minimum of 3 years where no litigation is involved with a
particular file.
Also, 10 California Code of Regulations § 2729 provides that a real estate
broker may use electronic image storage media to retain and store copies of
documents executed by him or her or obtained by him or her in connection with
any transaction for which a real estate broker license is required, provided that
the electronic image storage is non-erasable (i.e., "write once, read many"
("WORM") format). The electronic image storage system must contain a reliable
indexing system that provides ready access to a desired document or record,
appropriate quality control of the storage process to ensure the quality of imaged
documents or records, and date ordered arrangement of stored documents or
records to assure a consistent and logical flow of paperwork to preclude
unnecessary search time.
10 Cal. Code of Regulations § 1426 requires that a finance company
(CFL) maintain its books, accounts and records in accordance with generally
accepted accounting principles and “good business practice.”
The same
procedures should be adopted as those for REBs.
The policy a broker or lender adopts depends on whether the e-mails or
communications in question: (1) are maintained in the ordinary course of
business with no litigation reasonable expected; (2) may be relevant in litigation
in which the lender/broker is, or expects to be, a party; or, (3) may be relevant in
litigation in which lender/broker is not a party and does not expect to become a
party (lawsuit between the borrower and some third party e.g., seller of property
finances).
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The importance of maintaining e-mails in the face of pending litigation is
illustrated in the case of Zubulake v. UBS Warburg LLC (Zubulake IV), 220
F.R.D. 212, 218 (S.D.N.Y. 2003). In the Zubulake case, the court reiterated the
rule that a litigant is under a duty to preserve what it knows, or reasonably should
know, is relevant to an action, is reasonably calculated to lead to the discovery of
admissible evidence, is reasonably likely to be requested during discovery and/or
is the subject of a pending discovery request. The issue raised in the Zubulake
case was whether a corporation, upon recognizing the threat of litigation, must
preserve every shred of paper, every e-mail or electronic document and every
backup tape. The court in the Zubulake case held that once a party reasonably
anticipates ligation, it must suspend its routine document retention/destruction
policy and put in place a 'litigation hold” to ensure the preservation of relevant
documents, including electronic documents and e-mails.
The duty to preserve evidence extends to any documents or tangible
things made by individuals likely to have discoverable information that the
disclosing party may use to support its claims or defenses. The duty also
includes documents prepared for those individuals, to the extent those
documents can be readily identified (e.g., from the "to" field in e-mails). The duty
also extends to information that is relevant to the claims or defenses of any party,
or which is "relevant to the subject matter involved in the action." Thus, the duty
to preserve e-mails extends to the e-mails of those employees likely to have
relevant information -- the "key players" in the case.
The court noted that a potential litigant does not owe a duty to maintain
duplicate documents. One way to preserve electronic evidence noted by the
court would be for a litigant to retain all then-existing backup tapes for the
relevant personnel (if such tapes store data by individual or the contents can be
identified in good faith and through reasonable effort), and to catalog any latercreated documents in a separate electronic file. That, along with a mirror-image
of the computer system taken at the time the duty to preserve attaches (to
preserve documents in the state they existed at that time), creates a complete
set of relevant documents.
While the court in the Zubulake case stated that the “litigation hold’ did not
apply to inaccessible backup tapes (e.g. those typically maintained solely for the
purpose of disaster recovery, which may continue to be recycled on the schedule
set forth in the company’s policy), accessible backup tapes such as those
actively used for information retrieval are subject to the litigation hold. If a
company can identify where particular employee documents and e-mails are
stored on backup tapes, then the tapes storing the documents of "key players" to
the existing or threatened litigation should be preserved if the information
contained on those tapes is not otherwise available. This exception applies to all
backup tapes. Even metadata contained on electronic documents (e.g., MS
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Word and Adobe Acrobat), such as earlier drafts of a Word document or .pdf file
may be discoverable. 529
It is also important that lender/brokers maintain a written document
retention program (which includes electronic documents, e-mails and backup
tapes) and stick to that program. It would be easier to defend any discovery
battle in future litigation to show that backup tapes were recycled or an
employee’s e-mails were routinely deleted, as a result of a standard retention
program, designed to free up file cabinets or disc drive space. Of course, once
you learn of the potential for litigation, the routine document retention/destruction
policy can no longer apply to destroy potentially relevant evidence as illustrated
in the Zubulake case and more recently in the J&M Associates case.
In the J&M Associates case, J&M had a practice of deleting e-mails at the
end of each calendar year for the preceding calendar year. For example, e-mails
from 2004 were deleted at the end of 2005, and e-mails from 2005 were deleted
at the end of 2006. When J&M was asked to produce its e-mails relevant to its
claim for damages, the e-mails had been deleted, and J&M argued that there is
no obligation to preserve documents until a document request seeking such
documents had been served. The Court disagreed, holding that “it is clear that a
party has a duty to preserve all potentially relevant documents (including e-mails)
once a lawsuit is reasonably probable or filed.” The lawsuit was filed on March
16, 2006, when J&M filed its original complaint in the Superior Court. And the
court noted that J&M had already retained counsel as earlier as October 5, 2005.
The Court held that that J&M had an obligation to preserve documents as early
as October 2005, “in that litigation was surely anticipated by that time, and that
no potentially relevant e-mails should have been deleted thereafter.” (J&M
Assocs. v. Nat'l Union Fire Ins. Co., 2008 U.S. Dist. LEXIS 97542, 11-12 (S.D.
Cal. Dec. 2, 2008.)
In addition, it is a good practice regarding e-mails, to add a disclaimer to
the bottom of every e-mail from employees of your firm stating to the effect: “The
foregoing name, address, other contact information and e-mail is provided
for informational purposes only and is not intended to be an electronic
signature of the sender, and nothing herein shall constitute an electronic
agreement on behalf of the sender, this firm, or any client of the sender or
of this firm.” Mortgages, loan modifications, forbearance agreements and many
other agreements must be in writing and signed by the party against whom a
contract is to be enforced. (See, e.g., Civil Code § 1624). To reduce the
529

In the absence of litigation it may be a good component of a document retention policy
to provide that all documents be scrubed of meta data before they are printed or e-mailed. The
reason for this is many documents are now being sent out via e-mail. Third parties, with nominal
tech savy, can see information on files that have not been scrubed, showing your thought process
(e.g., changes, drafts etc.) The policy should probably provide that once there is any information
that a case is involved in litigation, no existing documents should be scrubed.
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likelihood of someone claiming that your e-mail is an agreement and that you
name or other information on an e-mail constitutes an electronic signature, the
above disclaimer should be used.
Each broker/lender/servicer should have a written document retention
policy regarding when e-mails and other documents will be deleted, and
regarding the maintenance of backup tapes.
The policy need not be
complicated. However, you should stick to the policy consistent with the
minimum period provided in the Business and Professions Code (we prefer 5year retention) and your obligation to preserve documents for at least three
years. The policy should provide that, upon reasonably learning a transaction
may be the subject of potential litigation or is the subject of litigation, the e-mails,
written documents and any electronic documents relating to that transaction
should be preserved, if they still exist, and that the policy regarding their deletion
or destruction be suspended.
9.

Identity Theft Prevention Program.

“On November 9, 2007, the Federal Trade Commission (“FTC”), the
federal bank regulatory agencies, and the National Credit Union Administration,
published a joint notice of final rulemaking in the Federal Register (72 FR 63718)
finalizing the Identity Theft Red Flags regulations and guidelines. This rule,
promulgated pursuant to the Fair and Accurate Credit Transactions Act of 2003
(“FACTA”), requires financial institutions and creditors to develop and implement
written “identity theft prevention programs.” The programs must provide for the
identification, detection, and response to patterns, practices, or specific activities
– known as “red flags” – that could indicate identity theft. Although the final rule
became effective on January 1, 2008, full compliance with the rule is not required
until November 1, 2008.” (FTC Enforcement Policy: Identity Theft Red Flags
Rule, 16 CFR 681.2)
The original date for compliance of November 1, 2008. It was then
delayed to May 1, 2009 and has once again been delayed until June 1, 2010..
For Mortgage Brokers, Lenders and Creditors to comply with the new rule,
they must have a written policy for the Program designed to detect, prevent and
mitigate identity theft from their office. Each covered business will have to design
a policy designed for its own business i.e., based upon the size and complexity of
the business. At a minimum it must include policies for the following:
•

Indentify RED FLAGS in current files

•

Detect RED FLAGS in new files

•

Respond to RED FLAGS found

© 2010 Adleson, Hess & Kelly P.C.

Page 685

•

Prevent ID Theft

•

Update and change policies as needed

•

Staff Training

There are a number of private companies that offer packages for Red Flag
Rule Compliance.
The following is an article from the Federal Trade Commission’s Website,
summarizing the new “Red Flag Rules” relating to Identity Theft that each
covered business must adopt. This article was prepared by two attorneys
working for the FTC. Bracketed Material has been added and is not part of the
original article.

The “Red Flags” Rule: Are You Complying with New
Requirements for Fighting Identity Theft?
by Tiffany George and Pavneet Singh
The expression “red flag” signals “Danger: Be alert to problems ahead.” For millions of
consumers every year, identity theft is more than a threat — it’s their reality. The
economic, psychological, and emotional harm to victims can be devastating. But
businesses often bear the biggest part of the monetary damage from identity theft.
It’s everyone’s responsibility to do what they can to fight identity theft. But businesses
and organizations that offer credit or other financial services can be the first to spot the
red flags that signal the risk of identity theft, including suspicious activity indicating that
identity thieves may be using stolen information like names, Social Security numbers,
account numbers, and birth dates to open new accounts or raid existing ones.
Under the Red Flags Rule, which went into effect on January 1, 2008 *[Now delayed to
June 1, 2010], certain businesses and organizations are required to spot and heed the
red flags that often can be the telltale signs of identity theft. To comply with the new Red
Flags Rule — enforced by the Federal Trade Commission (FTC), the federal bank
regulatory agencies, and the National Credit Union Administration (NCUA) — you may
need to develop a written “red flags program” to prevent, detect, and minimize the
damage from identity theft.
Are you covered by the Red Flags Rule? If so, have you put into place the new
procedures the Rule requires?

Who Must Comply
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Although every business or organization with an ongoing relationship with consumers
should keep an eye out for the possibility of identity theft, the Red Flags Rule applies
only to “financial institutions” and “creditors." To determine if your business or
organization is covered by the Rule and required to develop a written identity theft
Program, you’ll need to answer two questions:
1. Is your business or organization either a “financial institution” or “creditor,” as
those terms are defined in the Rule?
2. If so, do you have “covered accounts”?
A “financial institution” is a bank, savings and loan, credit union, or other entity that holds
a “transaction account” belonging to a consumer. A “transaction account” is an account
that allows the owner to make payments or transfers. Examples include checking
accounts, savings accounts that permit automatic transfers, and share draft accounts.
Another example would be a brokerage account that allows consumers to write checks.
Your business or organization is a “creditor” if you regularly:
•

extend, renew, or continue credit;

•

arrange for someone else to extend, renew, or continue credit [i.e., mortgage
brokers]; or

•

are the assignee of a creditor who is involved in the decision to extend, renew, or
continue credit.

Under the Rule, “credit” means an arrangement by which you defer payment of debts or
accept deferred payments for the purchase of property or services. In other words,
payment is made after the product was sold or the service was rendered. Some
examples of creditors are finance companies, automobile dealers, mortgage brokers,
utilities, and telecommunications companies. Even if you’re a non-profit or government
agency, you still may be a creditor if you accept deferred payments for goods or
services. However, simply accepting credit cards as a form of payment does not make
you a creditor under the Rule.
If you determine you’re a financial institution or a creditor, the next step is to see if you
have “covered accounts.” There are two types of covered accounts. One is an account
used mostly for personal, family, or household purposes that involves multiple payments
or transactions. Examples include credit card accounts, mortgage loans, car loans,
margin accounts, cell phone accounts, utility accounts, and checking or savings
accounts.
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The other is one for which there is a foreseeable risk of identity theft. For example, one
type of account that should be considered for coverage because it may be vulnerable to
identity theft is a small business or sole proprietorship account. In determining whether
you have such an account, consider the risks associated with how the accounts may be
opened or accessed — i.e. what type of interaction and documentation is required — as
well as your experience with identity theft.
If your business or organization is a financial institution or creditor, but does not have
any covered accounts, you don’t need a program. But if you have covered accounts, you
must develop a written program to identify and address the red flags that could indicate
identity theft.

How To Comply
The Rule doesn’t tell you specifically what your red flags program must look like.
Instead, it gives you flexibility to implement a program that best suits your business or
organization, as long as it meets the Rule’s requirements.
Your starting point for developing a program is the Guidelines issued with the Red Flags
Rule, available at www.ftc.gov/os/fedreg/2007/november/071109redflags.pdf. (The
Guidelines are on pages 63773-63774 of the document.) The Guidelines list the issues
you must consider in developing and maintaining a program appropriate for your
business or organization. You also should draw on your own experience and knowledge
about identity theft risks in developing your program.
There are four basic steps to designing a program to comply with the Rule:
1.
2.
3.
4.

Identify relevant red flags;
Detect red flags;
Prevent and mitigate identity theft; and
Update your program periodically.

In addition, your program must spell out how it will be administered. The program should
be appropriate to the size and complexity of your company or organization, as well as
the nature of your operations.
Identify Relevant Red Flags
Under the Rule, financial institutions and creditors with covered accounts must develop a
written program to identify the warning signs of identity theft.
The Guidelines describe the following categories of warning signs — red flags — that
your program must identify and address:
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•

alerts, notifications, or warnings from a consumer reporting agency;

•

suspicious documents;

•

suspicious personally identifying information;

•

suspicious activity relating to a covered account; or

•

notices from customers, victims of identity theft, law enforcement authorities, or
other entities about possible identity theft in connection with covered accounts.

When identifying red flags, consider the nature of your business and the type of identity
theft to which you might be vulnerable.
Detect Red Flags
Once you’ve identified the red flags that are relevant to your organization or business,
you must establish policies and procedures to detect them in your day-to-day operations.
For example, you may spot red flags when you verify a consumer’s identity, authenticate
customers, monitor transactions, or verify requests for changes of address. Some red
flags may seem harmless on their own, but can signal identity theft when paired with
other events, say, a change of address coupled with the use of an address associated
with fraudulent accounts.
Prevent and Mitigate Identity Theft
Your program must include appropriate responses to your red flags to prevent and
mitigate identity theft. These responses could include monitoring an account, closing an
account, not opening a new account, contacting the consumer when you spot a red flag,
or a combination. Sometimes you may determine that no response is necessary. In other
cases, certain events — such as a recent data breach, a phishing fraud that targeted
your business or organization, or another suspicious activity — may raise the risk of
identity theft and require specific preventive actions.
Update Your Program Periodically
Because identity theft threats change, your program must describe how you will update it
to ensure that you are considering new risks and trends.

Administering Your Program
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No matter how good your program looks on paper, the true test is how it works. Your
program must describe how it will be administered, including how you will get the
approval of your management, maintain the program, and keep it current.
According to the Rule, your program must be approved by your Board of Directors or, if
your business or organization doesn’t have a Board, by a senior employee. The Board or
designated senior employee also must approve any material changes to the program.
Your program should include staff training as appropriate, and provide a way for you to
monitor the work of your service providers. The keys are to maintain oversight of the
program, keep it relevant and current, and ensure that all necessary members of your
staff — from the boardroom to the mail room — are on board. A program that stays in a
filing cabinet isn’t a good program.

Penalties for Noncompliance
Although there are no criminal penalties for failing to comply with the Red Flags Rule,
financial institutions or creditors that violate the Rule may be subject to civil monetary
penalties. But there’s an even more important reason for compliance: It’s just plain good
business. It assures your customers that you are doing your part to fight identity theft.
Have questions about how health care providers can comply with the Rule? Email
RedFlags@ftc.gov.
* [. . ..]
Tiffany George and Pavneet Singh are attorneys in the Federal Trade Commission’s
Division of Privacy and Identity Protection.
o0o

© 2010 Adleson, Hess & Kelly P.C.

Page 690

27 REAL ESTATE SALES TRANSACTIONS.
1.

The Buyer’s Choice Act – Civil Code §§ 1103.20 et seq. (Urgency
Legislation Effective 10-11-09)

Allegedly reacting to the fact that the foreclosure crisis has resulted in a
handful of institutions having a majority of the REO properties on the market, the
legislature in 2009 passed AB 957 (Galgiani) Ch 264 which added Civil Code §§
1103.20 et seq. In reality this bill was promoted by smaller title companies who
were being cut out of a large segment of the residential sales market by the
larger companies. The legislature viewed this bill as one to create more
competition and give buyers more choices in picking title companies and escrow
companies.
A. Transactions covered by the Buyer’s Choice Act are:
•

1-4 Residential Properties (no owner-occupancy requirement);

•

“Seller” is beneficiary who acquired the property through
foreclosure of its deed of trust. Also, includes a trustee, agent,
officer, or other employee of any such or beneficiary. 530

B. Consequence of Property being Covered by the Buyer’s
Choice Act.
If the sales transaction is covered by the Buyer’s Choice Act, the seller
may not require directly or indirectly, as a condition of selling the property, that
title insurance covering the property or escrow service provided in connection
with the sale of the property be purchased by the buyer from a particular title
insurer or escrow agent.
C. Buyer May Agree with Seller’s Recommendation if Seller
First Gives Buyer Written Notice of Rights.
The Buyer’s Choice Act permits the a buyer to agree to accept the
services of a title insurer or an escrow agent recommended by the seller if
written notice of the right to make an independent selection of those
services is first provided by the seller to the buyer. 531
D. Penalties for Violation.
The penalties for a seller who violates Civil Code § 1103.22 this are:
530
531

Civ. Code § 1102.22.
Civ. Code § 1102.22(a).
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2.

•

Damages to a buyer in an amount equal to three times all charges
made for the title insurance or escrow service.

•

Deemed to be a violation of seller’s licensing law. and shall be
subject to discipline by his or her licensing entity.

•

Without other grounds, violation does not invalidated sale. 532

A Real Estate Licensee’s Fiduciary Duty Goes Well Beyond the
Statutory Duties of Civil Code § 2079 (TDS-14).

Michel v. Moore & Associates, Inc. (2007) 156 Cal. App. 4th 756
Summary: Plaintiffs purchased a residential property. Hoping to get the
listing defendants agent (Kirkpatrick) inspected the property and noticed possible
water leads, cracked interior walls, and damage to the pool. Kirkpatrick kept
notes of this pre-listing inspection but did not get the listing. Six months later
Kirkpatrick showed the house to plaintiffs who were represented by another
agent in defendant’s office. Ultimately, the offer was submitted by buyers and
the buyer’s agent (Lagudis) did her statutory inspection and provided the buyers
with a TDS. The TDS (Statutory Seller Disclosure Statement) did not disclose
the contents of Kirkpatrick’s notes from his inspection although it noted there had
been cracks that had been patched and painted. Kirkpatrick was a “transaction
coordinator” for his broker responsible for reviewing the sales files of the broker’s
agents.
After the first winter rains, plaintiffs noticed cracks in the interior walls
which they repeatedly patched and painted. They also discovered soil and
foundation problems when they got a soils engineer’s report for remodeling.
Plaintiffs sued defendant (Moore) for violating Civil Code § 2079 (TDS); for
fraudulent concealment for failing to disclosure know defects (in Kirkpatrick’s
notes) and for negligent non-disclosure for not telling the buyers about the notes.
The jury’s verdict was for defendant real estate licensees. The court of
appeal partially reversed the trial court decision holding that the nonfiduciary duty
to make a reasonably diligent visual inspection under Civil Code § 2079 and a
broker’s fiduciary are distinct and the fiduciary duty is “substantial more
extensive”. The following is the court of appeals analysis of the broker’s fiduciary
duty:
“A fiduciary must tell its principal of all information it possesses
that is material to the principal's interests. [ct. om.] A fiduciary's
failure to share material information with the principal is
532

Civ. Code § 1102.22(b).
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constructive fraud, a term of art obviating actual fraudulent intent.
(Civ. Code, § 1573.) As Assilzadeh v. California Federal Bank
(2000) 82 Cal.App.4th 399, explains: "a real estate agent, as a
fiduciary, is ... ' "... liable to his principal for constructive fraud even
though his conduct is not actually fraudulent. Constructive fraud is a
unique species of fraud applicable only to a fiduciary or confidential
relationship." [Citation.] [¶] "[A]s a general principle constructive
fraud comprises any act, omission or concealment involving a
breach of legal or equitable duty, trust or confidence which results
in damage to another even though the conduct is not otherwise
fraudulent. Most acts by an agent in breach of his fiduciary duties
constitute constructive fraud. The failure of the fiduciary to disclose
a material fact to his principal which might affect the fiduciary's
motives or the principal's decision, which is known (or should be
known) to the fiduciary, may constitute constructive fraud." ' " (Id. at
p. 415; [ct. om.].) Appellants' negligent nondisclosure/constructive
fraud theory relieved them of the burden of needing to prove
respondent intended to defraud them, a much easier row to hoe
than proving actual intent to defraud for fraudulent concealment.”
3.

Real estate seller acted unreasonably in refusing to extend
escrow after buyer paid most of the purchase price and incurred
$5 million in costs for a lot line adjustment.

Peak-Law Positas Partners v. Bollag (2009) 2009 172 Cal.App.4th 101.
Summary: The court of appeal affirmed a judgment in favor of a buyer
finding that the seller unreasonably refused to extend escrow on a land sale
contract so that the buyer could obtain a lot line adjustment.
The court rejected seller’s argument that he had good cause not to
consent to an escrow extension because the buyer delayed the lot line
adjustment. The evidence showed that the buyer was diligent and went to great
lengths to obtain approval of the lot line adjustment. The evidence was
uncontroverted that the proposed amendment by the buyer was not indefinite but
was for a two-year escrow extension.
The court applied contract principles to the case. Where a contract
confers on one party a discretionary power affecting the rights of the other, a duty
is imposed to exercise that discretion in good faith and in accordance with fair
dealing. Here, the facts showed that the seller had acted in bad faith.
Comment: This case involved a land sales contract rather than a
marketing contract. However, in either case, where a seller continually does not
insist on enforcing “time is of the essence” clauses or other time limitations,
courts tend to be lenient with buyers when sellers all of a sudden (possible even
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after being frustrated) decide to claim breach of contract for failure to perform on
time.
4.

Open listing agreement constitutes a “real property sales
transaction” that is subject to the statutory disclosure
requirements of Civil Code Section 1298.

Mcavoy v. Hilbert (2009) 172 Cal.App.4th 707.
Summary: The trial court denied a broker's petition to compel arbitration
of a suit brought by sellers regarding the sale of a commercial building and a
woodworking business located in the building. The sellers, acting as trustees of
a family trust, sold the property and the business under an open listing
agreement. The agreement contained an arbitration clause and stated that the
sellers had engaged the broker to dispose of business assets. The majority of
the proceeds came from the sale of the building. The sale price for the business
was secured by a carry back promissory note on the real property. The
purchaser was unsuccessful in the business and filed for bankruptcy.
Subsequent buyers sued the sellers, alleging a fraudulent transfer. The sellers
cross-complained against the broker for negligence and breach of fiduciary
duties in preparing the notes and deeds of trust. The trial court held that the
broker was not entitled to compel arbitration because the arbitration clause in the
listing agreement did not comply with the disclosure requirements of Code Civil
Procedure §1298.
The court of appeal affirmed the trial court’s ruling. Code Civil Procedure
§1298 applies to any agreement, including “listing agreements” (including open
listing agreements), for real property sales transactions.
5.

Broker’s commission is not dependent upon close of escrow. It is
fixed at the time the buy-sell contract is entered into.

RC Royal Development and Realty Corp. v. Standard Pacific Corp.
(2009) 177 Cal.App.4th 1410.
Summary: The appellate court reversed the trial court’s ruling and held
that a broker’s commission was payable upon buyer’s acquiring “equitable title”
to the property and was not dependent upon escrow closing.
The facts of the case are that a broker contracted with a buyer to locate
real property for the buyer to purchase. The buyer entered into a buy-sell
contract with the seller, but escrow never closed. The broker sued the buyer to
recover its commission. The trial court granted the buyer's motion for summary
adjudication of the first cause of action for breach of the broker's agency
agreement and the second for breach of the covenant of good faith and fair
dealing implied in that agreement, and dismissed the case. On appeal, the court
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reversed. The appellate court construed the agency agreement and held that the
broker earned its commission at the time the buyer entered into the buy-sell
contract and the close of escrow was not a condition precedent to the right to a
commission.
RC Royal Development and Realty Corp.(“broker”) argued that it was
entitled to its commission when the property was "purchased" by the buyer,
Standard Pacific, even though the buyer later refused to close escrow for
commercially reasonable reasons. In analyzing the agency agreement, the court
said:
“…generally, in a buyer-broker agreement -- under which the
principal employs a broker to find and negotiate a purchase of real
estate -- "unless the contract provides otherwise, the broker earns
his commission upon the principal's entry into a binding contract for
a purchase subject to the brokerage contract regardless whether
the sale is consummated. [Citations.]" (R. J. Kuhl, supra, 13
Cal.App.4th at p. 1600, italics added.) fn. 2
Construing the Agency Agreement according to the usual rules
of contract interpretation (Cedars-Sinai Medical Center v. Shewry
(2006) 137 Cal.App.4th 964, 979; Dore v. Arnold Worldwide, Inc.
(2006) 39 Cal.4th 384, 393), section 2 of the Agency Agreement
defines when RC's right to the commission arises. It provides that
"RC shall be entitled to receive a brokerage commission . . . in the
event that the Property is purchased by [Standard Pacific]" but
"purchase" is specifically defined as "any and all acquisitions of any
direct or indirect beneficial interest in the Property," and continues
with an incomplete list of examples. (Italics added.) Fairly read, this
provision describing the conditions {Slip Opn. Page 12} for the
commission, specifies that RC earns its commission when
Standard Pacific acquires a "direct or indirect beneficial interest" in
the property. “
The court went on to rule that equitable title is a "beneficial interest," as it
is one stick in the bundle of full legal rights to real property. Once Standard
Pacific entered into the buy-sell contract containing all of the essential terms of
purchase, it obtained equitable title. With equitable title, Standard Pacific had a
"beneficial interest" in the property and RC earned its commission. The court
also found that the references in the agreement to close of escrow describe the
timing of payment of the commission, not a condition precedent to the earning of
that commission. The court specifically noted the absence of language indicating
that escrow must close before the commission is earned.
Comment: Watch where the listing agreement specifically is conditioned
up the close of escrow.
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6.

The sale of an interest in property pursuant to an oral agreement
is not invalid under the Statute of Frauds where a deed is
subsequently executed and delivered.

Lee v. Lee (2009) 175 Cal.App.4th 1553.
In a case relating to land owned by various members of a family, the trial
court found that there was a valid transfer. In 1985, numerous members of the
Lee family pooled their resources to purchase four contiguous five-acre parcels.
Appellants owned a 50 percent interest in one of the parcels, referred to as "Lot
5."
In 1998, George spoke to his mother, Yeng Yang Lee (Yeng), about
selling Lot 5. However, Yeng did not want to sell. Thereafter, George and Yeng
orally agreed that George would receive $ 50,000. Yeng and George's brother,
Vah Houa Lee (Vah), borrowed this money from other relatives and friends.
These loans have been repaid.
Appellants argued that this $ 50,000 payment was an interest-free loan
to be paid back when Lot 5 was eventually sold. However, Yeng and Vah
testified that they purchased George and Kathy's interest in Lot 5. Vah further
testified that, despite this purchase, the family wanted George to keep his name
on the property because he is both educated and fluent in English.
In 2002, George was facing a lawsuit and decided he should have his
name taken off the Lot 5 deed. George and Kathy prepared and executed a
quitclaim deed conveying their interest in the subject property to Fue Sue. The
consideration for the transfer was noted as "GIFT." Fue Sue is Vah's only child.
George had Fue Sue also sign the deed and then sent it to relatives for
recording. George, Kathy and Fue Sue were living in South Carolina at the time.
However, before the deed was recorded, someone added Ge Lee (Ge) and Vong
Lee as additional grantees.
In 2005, George had Fue Sue execute a deed reconveying Lot 5 to
himself and Kathy.
The trial court found that the $ 50,000 payment to George was a buyout
of appellants' interest in Lot 5, not a loan. As to the 2002 deed, the court held that
appellants did not intend to convey their interest to Ge and Vong Lee and
therefore the transfer was invalid as to those grantees. However, the transfer to
Fue Sue remained valid. The court further found that the 2005 deed to George
was procured by misrepresentation and therefore was invalid.
On appeal, appellants argued that the 2002 deed does not satisfy the
statute of frauds as a memorandum of the oral agreement because it does not
accurately reflect the terms of the sale. The appellate court disagreed. It pointed
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out that the statute of frauds does not apply to an executed contract. (Kirkpatrick
v. Tapo Oil Co. (1956) 144 Cal.App.2d 404, 414 [301 P.2d 274].) A valid deed,
i.e., one that is executed by the grantor and delivered to the grantee, is an
executed contract. (Civ. Code, §§ 1040, 1054; Estate of Stephens (2002) 28
Cal.4th 665, 672 [122 Cal. Rptr. 2d 358, 49 P.3d 1093].)
Here, it was undisputed that appellants executed the 2002 quitclaim deed
and delivered it to Fue Sue with the intent to transfer their interest in Lot 5 to Fue
Sue. Thus, the 2002 deed was an executed contract. Accordingly, the statute of
frauds did not apply to this transfer.
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28

TITLE, LIENS & PRIORITY.
1.

Area Summary:

Record title is achieved by recording the particular document evidencing
ownership of particular real property with the county recorder of the county where
the real property is located. The document is usually a grant deed or a quitclaim
deed, but may also be a trustee’s deed (following a nonjudicial foreclosure) or an
executor’s deed (in a probate proceeding). Generally the lien that is recorded
first takes priority over other liens. When a lien is recorded but the lienor has no
record interest in the particular property but subsequently obtains record interest,
the lien will attach to that person’s interest in the property. This is called the
“relation-back doctrine”. (Civ. Code § 1106; Barbieri v. Rothschild (1936) 7 Cal.
537.)
2.

Priorities.

The basic priority of recorded documents set forth above has been
interpreted in a vast number of cases. In one, subordination of a deed of trust to
a later lien did not entirely subordinate an intervening lien. (Bratcher v. Buckner
(2001) 90 Cal.App.4th 1177.) In that case, a subordination agreement by its
terms subordinated two previously recorded deeds of trust only to a new deed of
trust. The court found that the subordination agreement did not entirely
subordinate the previously recorded deeds of trust to an intervening judgment
lien.
3.

Notice.

Liens that affect certain properties are also affected by notice. There are
two kinds of notice – actual and constructive. Actual notice is when a person
actually knows the fact asserted to be noticed (i.e., you actually know Phil
Adleson is a shareholder in Adleson, Hess & Kelly, a P.C.). Constructive notice
exists when a document is recorded and anyone affected by that document is
generally held to know its contents as evidenced by its recording. Thus, even
though you may never have seen a parcel map with an easement going across
your property, if the parcel map is recorded, you are held to have constructive
notice of its contents and, hence, of the easement. Any recorded document
affecting real property interests is constructive notice of its contents. (Civ. Code
§ 1213.)
As an example, when a buyer’s escrow actually knows of another name
for a particular debtor, the escrow has constructive notice of a recorded valid
judgment lien showing the other name for the debtor and that knowledge can be
imputed to the buyer in the escrow. (Gregg v. Cloney (2001) 91 Cal.App.4th
429.) Thus, if an escrow actually knows of another name for a particular person
and if that name is evidenced in a recorded document, the escrow is held to have
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constructive notice of it. Since the escrow can be deemed the agent of its parties
(buyer and seller), it has a duty to disclose its knowledge to its principals and that
knowledge is imputed to the party it is obligated to tell.
4.

Marketable Record Title Act (Civil Code §§ 880.020, et seq.)

The Marketable Record Title Act (Civil Code §§ 880.020, et seq.) was
enacted in California in 1982. It provides at § 882.020 that, if the final maturity
date or the last date fixed for payment of the debt obligation is ascertainable from
the record (i.e., the note is recorded), the lien attributable to that debt obligation
expires and is not enforceable by judicial or nonjudicial foreclosure 10 years after
the date it was recorded. If the final maturity date or the last date fixed for
payment of the debt obligation is not ascertainable from the record, or if there is
no final maturity date or last date fixed for payment of the debt obligation, the lien
attributable to that debt obligation expires and is not enforceable by judicial or
non-judicial foreclosure 60 years after the date the instrument that created the
security interest was recorded (i.e., the deed of trust’s recording date). In reality,
notes are almost never recorded but deeds of trust are. Therefore, the lien of a
deed of trust will expire 60 years after its recording date and cannot be
foreclosed on after that date. 533
Prior to passage of the Marketable Record Title Act (“Act”), the law was
clear that exercise of the power of sale in a deed of trust was not subject to any
time limit at all. Some decisions after the passage of the Act have applied
§882.020 to impose a time limit on nonjudicial foreclosure under a deed of
trust. 534 One case, held that § 882.020(a)(2), permitted a power of sale to be
exercised up to 60-years from the recordation of a deed of trust, rejecting the
argument that the power of sale should be treated as a "lien" for purposes Civil
Code § 2911. 535 Another case, followed this interpretation of the Act in rejecting
an attempt to shorten the time periods in § 882.020 through invocation of the
doctrines of estoppel and laches. 536
The courts have held that while the 4 year statute of limitations in Civil
Code § 2911 only applies to judicial foreclosures and that nonjudicial
foreclosures are subject to the 10-year or 60-year statute of limitations in the
Act. 537
The Act does not apply to property in which the United States, the State of
California or a local public entity has an interest, nor to a conservation
533

Civil Code § 882.020(a).
Nicolopulos v. Superior Court (2003) 106 Cal.App.4th 304; Miller v. Provost (1994) 26
Cal.App.4th 1703, 1708.
535
Miller v. Provost (1994) 26 Cal.App.4th 1703, 1708.
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Nicolopulos v. Superior Court (2003) 106 Cal.App.4th 304.
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Ung v. Koehler (2005) 135 Cal.App.4th 186.
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easement. 538 The Act has been held not to violate the contract or due-process
clauses of the State or Federal Constitutions. 539
A. Where a NOD States the Maturity Date.
Where the prior to a foreclosure neither the deed of trust nor other
recorded document set forth the maturity date of the loan, there have been a
number of challenges raising the impact of a statement of the maturity date in a
notice of default. That is, does such a statement in a notice of default cause the
10-year statute of limitations to apply as opposed to the sixty year statute of
limitations? 540 One case held that the recording of a notice of default (“NOD”)
containing the statement that the note had matured more than ten years prior to
the recording of the NOD was insufficient to invoke the 10 year statute of
limitations against nonjudicial foreclosure under the Act. 541
The maturity date
may be required to be included in the NOD for clarity, and to comply with the
requirement that a proper notice of breach be set forth. 542 To fail to do so could
render the NOD invalid.
However, another court of appeal in Slintak v. Buckeye Retirement Co.
(2006) 139 Cal.App.4th 575, analyzed the Marketable Record Title Act (“Act”),
focusing on the 10-year and. 60-years limitations periods. That court of appeal
found that the 1992 recorded notice of default referencing the maturity date made
the due date “ascertainable on the record” and, therefore, caused the 10-year
statute of limitations to apply.
In hopes of resolving the conflict between the published cases, Civil Code
§ 882.020 was amended effective 1-1-07, to provide:
“(a) Unless the lien of a mortgage, deed of trust, or other
instrument that creates a security interest of record in real property
to secure a debt or other obligation has earlier expired pursuant to
Section 2911, the lien expires at, and is not enforceable by action
for foreclosure commenced, power of sale exercised, or any other
means asserted after, the later of the following times:
(1) If the final maturity date or the last date fixed for payment of
the debt or performance of the obligation is ascertainable [from the

538

Civ. Code § 880.250.
Severns v. Union Pacific Railroad Company (2002) 101 Cal.App.4th 1209.
540
Schmidli v. Pearce (Cal. App. 3d Dist. Oct. 13, 2009) 178 Cal.App.4th 305;.Ung v.
Koehler (2005) 135 Cal.App.4th 186; Slintak v. Buckeye Retirement Co. (2006) 139 Cal.App.4th
575 and of the 2006 amendments to Civil Code § 882.020 which become effective on January 1,
2007.
541
Ung v. Koehler (2005) 135 Cal.App.4th 186.
542
Id.
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record] from the recorded evidence of indebtedness, 10 years
after that date.
(2) If the final maturity date or the last date fixed for payment of
the debt or performance of the obligation is not ascertainable [from
the record] from the recorded evidence of indebtedness, or if
there is no final maturity date or last date fixed for payment of the
debt or performance of the obligation, 60 years after the date the
instrument that created the security interest was recorded.
It was intended that by removing the words “from the record” and adding
“from the recorded evidence of indebtedness” that only when the evidence of
indebtedness (i.e., usually a note) is recorded which shows the maturity date, will
the 10-year statute of limitations apply to a nonjudicial foreclosure. Otherwise,
the 60-year statute of limitations will apply.
In Schmidli v. Pearce, (Cal. App. 3d Dist. Oct. 13, 2009) 178 Cal.App.4th
305 the court of appeal revisited the issue after the amendment to. Civil Code §
882.020 (effective 1-1-07). In the Schmidli case, plaintiffs brought an action for
quiet title to extinguish a lien on a deed of trust held by defendants against their
property. Plaintiffs claim the defendant’s lien expired under a 10-year statute of
limitations triggered by defendant's recording of a notice of default (i.e., giving
notice of maturity date.) Defendants claim their notice of default did not trigger
the 10-year statute, and their lien remains viable under a 60-year statute of
limitations.
The facts in Schmidli were that in 1986, Mary Pearce loaned her brother
$40,000 secured by a deed of trust which she did not record until January 11,
1990. The recorded deed of trust did not set forth the maturity date of the loan
nor contain a copy of the underlying promissory note that would have revealed
the maturity date. In October 1994, defendant (Mary Pearce) recorded a notice
of default stating that $65,760 was owed and that all sums secured by the deed
of trust were immediately due and payable. However, after recording the notice
of default, Mary Pearce took no action to nonjudicially foreclose on the property.
No notice of intent to preserve the security interest was recorded pursuant to
Civil Code § 882.020 (a)(3). All of the original parties died and the current parties
are their heirs. Plaintiffs are heirs to the borrower and defendants are heirs to
the lender. On August 31, 1996 (12 years after the loan matured), plaintiffs (the
borrower’s heirs) brought an action against the lender’s heirs for quiet title and for
a declaration that the statute of limitations had run under the ancient mortgage
and deed of trust act, preventing defendants from nonjudicially foreclosing on the
loan.
The court of appeal in its opinion in the Schmidli case first discussed Civil
Code § 882.020 as it existed prior to the amendments effective on 1-1-07 543 , and
543
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then analyzed the two appellate decisions on this issue which reached different
results. (i.e, Slintak v. Buckeye Retirement Co., L.L.C., Ltd. (2006) 139
Cal.App.4th 575 where the court of appeal held that a notice of default triggered
the 10-year statute and Ung v. Koehler (2005) 135 Cal.App.4th 186 where the
court of appeal held that a notice of default did not trigger the 10-year statute of
limitations). 544
The trial court here relied upon Slintak and granted summary judgment in
favor of plaintiffs. Although the notice of default in this case was recorded before
the 10-year period expired, the court of appeal reversed the trial court’s decision
holding that Ung was the better-reasoned authority applicable here, and reversed
the judgment.
B. Notice of Intent to Preserve the Security Interest
Any time a beneficiary has doubt about the statute of limitations on a deed
of trust, the beneficiary can file a "notice of intent to preserve the security
interest" under Civil Code § 882.020(a)(3), preserving the right to nonjudicial
foreclosure beyond the 10 year statute of limitations in Civil Code §
882.020(a)(1).
5.

Document Execution.

Generally, documents must be signed by the parties binding themselves
to the provisions of them. That is, the persons conveying real property must all
sign as the grantors on the deed. Similarly, the borrowers must all sign on the
note and the deed of trust. However, Estate of Stephens (2002) 28 Cal. 4th 665,
held that a father may orally instruct his daughter to sign his name on a grant
deed vesting title to his residence in himself and her as joint tenants.
6.

Lis Pendens (Notice of Pending Action)

The law dealing with filing a notice of pending action (or lis pendens) is set
forth in Code of Civil Procedure §§ 405 et seq. A lis pendens can be a powerful
tool (as it may prevent the sale or refinancing of a property). However, the lis
pendens function has been abused frequently. The following are select
provisions relating to lis pendens from of Civil Procedure §§ 405 et seq.:
§ 405.1. "Claimant" means a party to an action who asserts a
real property claim and records a notice of the pendency of the action.
§ 405.2.
"Notice of pendency of action" or "notice" means a
notice of the pendency of an action in which a real property claim is
544

It should be noted that because of these type of problems UTA filed an amicus brief in
the Ung v. Koehler (2005) 135 Cal.App.4th 186 and sponsored a bill to remove the ambiguity
from the statute regarding documents with a recorded maturity date.
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alleged.
§ 405.3. "Probable validity," with respect to a real property
claim, means that it is more likely than not that the claimant will obtain
a judgment against the defendant on the claim.
§ 405.4. "Real property claim" means the cause or causes of
action in a pleading which would, if meritorious, affect (a) title to, or
the right to possession of, specific real property or (b) the use of
an easement identified in the pleading, other than an easement
obtained pursuant to statute by any regulated public utility.
§ 405.20. A party to an action who asserts a real property
claim may record a notice of pendency of action in which that real
property claim is alleged. The notice may be recorded in the office of
the recorder of each county in which all or part of the real property is
situated. The notice shall contain the names of all parties to the action
and a description of the property affected by the action.
§ 405.21. An attorney of record in an action may sign a notice
of pendency of action. Alternatively, a judge of the court in which an
action that includes a real property claim is pending may, upon
request of a party thereto, approve a notice of pendency of action. A
notice of pendency of action shall not be recorded unless (a) it
has been signed by the attorney of record, (b) it is signed by a
party acting in propria persona and approved by a judge as
provided in this section, or (c) the action is subject to Section 405.6
[eminent domain].
§ 405.22. Except in actions subject to Section 405.6 [eminent
domain], the claimant shall, prior to recordation of the notice, cause a
copy of the notice to be mailed, by registered or certified mail, return
receipt requested, to all known addresses of the parties to whom the
real property claim is adverse and to all owners of record of the real
property affected by the real property claim as shown by the latest
county assessment roll. If there is no known address for service on an
adverse party or owner, then as to that party or owner a declaration
under penalty of perjury to that effect may be recorded instead of the
proof of service required above, and the service on that party or owner
shall not be required. Immediately following recordation, a copy of the
notice shall also be filed with the court in which the action is pending.
Service shall also be made immediately and in the same manner upon
each adverse party later joined in the action.
§ 405.23. Any notice of pendency of action shall be void and
invalid as to any adverse party or owner of record unless the
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requirements of Section 405.22 are met for that party or owner and a
proof of service in the form and content specified in Section 1013a has
been recorded with the notice of pendency of action.
§ 405.24. From the time of recording the notice of pendency of
action, a purchaser, encumbrancer, or other transferee of the real
property described in the notice shall be deemed to have constructive
notice of the pendency of the noticed action as it relates to the real
property and only of its pendency against parties not fictitiously
named. The rights and interest of the claimant in the property, as
ultimately determined in the pending noticed action, shall relate back
to the date of the recording of the notice.
A. Real Property Claims
Frequently, the question arises as to whether a particular action actually
affects title to or the right to possession of specific real property sufficient to
support a lis pendens.
B. Fraudulent conveyance.
A fraudulent conveyance claim affects title to or the right to possession of
specific real property and, therefore, supports the recording of a lis pendens.
(Kirkeby v. Superior Court (2004) 15 Cal.Rptr.3d 805.)
C. Constructive trust or equitable liens.
A claim for constructive trust and an equitable lien may not be a “real
property claim” within the meaning of Code of Civil Procedure §405.40 and
405.20 where it is really just a method to freeze property from which the plaintiff
seeks to collect a money judgment. (Campbell v. The Superior Court (2005) 132
Cal. App. 4th 904.) For example, where a defendant owner of a property
exercised undue influence against the father of a trustee of a trust by in
persuading the father to expend trust funds to pay for the remodeling of the
owner’s house, the court of appeal held that this did not involve title to a specific
real property but rather was merely a method to collect a money judgment. As
such, a lis pendens was not appropriate as there was no real “real property”
claim. (Id.) The claim was not dependent upon the uniqueness of the owner’s
property in the underlying suit, and can be fully satisfied by a money judgment.
(Id.,)
However, the court of appeal in its Campbell opinion cites to legislative
commentary accompanying the 1992 amendments to the lis pendens statutes.
Specifically, the court cited legislative commentary discussing how the law is in
conflict regarding the availability of lis pendens in actions claiming constructive
trust or equitable lien, and that the area was left open for judicial development.
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In Campbell the court of appeal held that the lis pendens was being sought solely
to “freeze the real property as a res from which to satisfy a money judgment”..
It is possible that the holding in the Campbell case will be limited to
situations where the recording party is only seeking for another way to collect on
a pure money claim. A different result might be expected where the claim for a
constructive trust or equitable lien arose from defrauding the father out of his real
property and that specific property may be subject to a lis pendens pursuant to
causes of action for quiet title and constructive trust against the specific real
property taken by the defendant.
D. When Is a Lis Pendens Effective So As to Impart
Constructive Notice?
For well over a century, the law in California has been that a recorded
document does not provide constructive notice unless and until it can be located
by a title search.. Where a lis pendens is not indexed by the recorder at the time
a person acquired his/her their interests in a property, it cannot have located by a
diligent title search, and therefore does not provide constructive notice. (Dyer v.
Martinez (2007) 147 Cal.App.4th 1240)
E. Expungement and Withdrawal of Lis Pendens
A lis pendens can be removed prior to trial through a motion to expunge or
by voluntary withdrawal. (Code of Civ. Proc. § 405.30 and 405.50). When a
motion to expunge is filed Code of Civil Procedure § 405.38 which provides:
“The court shall direct that the party prevailing on any motion
under this chapter be awarded the reasonable attorney's fees and
costs of making or opposing the motion unless the court finds that the
other party acted with substantial justification or that other
circumstances make the imposition of attorney's fees and costs
unjust.”
Since the prevailing party must be awarded attorney fees and costs when
a motion to expunge is brought, what happens when a party withdraws a lis
pendens after the filing of a motion to expunge, but before the court rules on the
motion? One court of appeal adopted a practical approach to determine the
prevailing party based on the trial court’s determination of which party realized its
objectives in the action. Such a determination requires the trial court to consider
the merits of the motion, and whether the lis pendens claimant acted with
substantial justification in withdrawing the lis pendens, or whether, in light of all
the circumstances, the imposition of fees would otherwise be unjust. (Castro, et
al. v. Superior Court of Los Angeles County (2d Dist. 2004) 116 Cal.App.4th
1010.)
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In Castro the court of appeal recognized that a rule that automatically
excludes recovery of attorneys’ fees if a lis pendens is withdrawn while a motion
to expunge is pending would permit the continued abuse of the lis pendens
procedure by enabling the claimant to improperly record a lis pendens to coerce
a settlement with little risk. The court has discretion, based on whether the
moving party would have prevailed on the motion to expunge, whether or not to
award the fees. Additionally, the trial court “must consider whether the
withdrawal of the lis pendens was for reasons unrelated to the merits of the
motion” and “whether, in light of all the circumstances, the imposition of fees
would otherwise be unjust”.
F. Expungement after trial.
A court must grant a request to expunge a lis pendens when the claimant
was unsuccessful at trial, unless the court is also willing to find its own decision is
likely to be reversed on appeal. (Mix v. The Superior Court of Orange County
(2004) 124 Cal.App.4th 987.) That is, since § 405.32 requires that the claimant
establish by a “preponderance of evidence the probability of the property claim”,
the only way it could refuse to grant expungement of a list pendens after a
judgment has been entered is where the trial court, after having decided a case
against a claimant, forecasts the reversal of its own decision on appeal, the lis
pendens must be expunged. Even where the lis pendens must be expunged
during appeal, the party seeking a lis pendens could seek a stay pending appeal.
(Id.)
7.

The Transfer of Property through a Quitclaim Deed After
Filing for Bankruptcy is Invalid. a Quitclaim Deed Does not
Convey After-Aquired Property. Therefore,

Weston Johnson v. E-Z Insurance et. al. (June 22, 2009) 2009 DJDAR
9089 (Ct. App. 4th Distr. Div. 3)
Summary: A discovery dispute in a litigation between Walter, Wendy and
Larry Johnson (collectively the “Johnsons”) and ( debtor and appellant in this
case), Faramarz Kiasi (“Kiasi”) ended in terminating sanctions and a default
judgment against Kiasi in the amount of $ 159,871.35. In February of 1997, the
Johnsons recorded an abstract of judgment and filed a judgment lien against
Kiasi’s only real asset, real property. Because the property was heavily
encumbered, the Johnsons decided to wait for property values to rise before
forcing a sale.
In 1998, Kiasi filed for chapter 13 bankruptcy. The petition was dismissed
after the Johnsons filed an objection to Kiasi’s chapter 13 plan. Then, in 1999,
Kiasi filed for bankruptcy again – this time for chapter 7, and listing the Johnsons
as unsecured creditors but not giving them notice of the bankruptcy. While the
chapter 7 bankruptcy was pending, Kiasi quitclaimed the real property to his
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sister, Shahin Mosaferi (“Mosaferi). The quitclaim deed was given without
authorization of the bankruptcy court or Kiasi's bankruptcy trustee and without
notice to the Johnsons.
In May 2005, Kiasi moved to reopen his chapter 7 bankruptcy case. The
bankruptcy court granted the motion. In August 2006, Kiasi filed a motion to
avoid liens, including the Johnsons' judgment lien against the Property. Kiasi
contended he had a valid homestead exemption against the Property when he
conveyed it to Mosaferi. In an order dated September 28, 2006, the
bankruptcy court denied the motion to avoid liens. The court concluded
Kiasi did not have a continuing financial interest in the Property because
he had not held title since he quitclaimed it to Mosaferi.
In September 2006, while Kiasi's motion to avoid liens was pending, the
Johnsons applied for an order of sale of the Property. Mosaferi appeared as
"Defendant and Respondent" and opposed the application. The trial court
granted the Johnsons' application and, in January 2007, entered an order for sale
of dwelling pursuant to Code of Civil Procedure section 704.780(b). Additional
procedural matters included the Johnson’s moving to renew their judgment in
2006 which was opposed by Mosaferi on the grounds that she had acquired an
ownership interest in the property by virtue of the quitclaim deed (which was
denied by the court); followed by Kiasi moving in 2008 to set aside and vacate
the default and default judgment entered in 1996. Kiasi asserted the default
judgment was void because it resulted from a terminating sanction imposed ex
parte. The trial court denied the motion.
In the case on appeal, Mosaferi appealed from the order on her petition of
third party claimant and Kiasi appealed from the order denying his motion to set
aside and vacate the default and default judgment. The two appeals were
consolidated
In affirming the trial court’s denial of Mosaferi’s petition, the appellate court
ruled that Kiasi had no interest to convey after he filed for bankruptcy. The court
said:
“Under [11 United States Code] section 541, once the estate is
created, no interests in property of the estate remain in the debtor."
(5 Collier on Bankruptcy (15th ed. rev. 2009) ¶ 541.04.) Once the
bankruptcy case closes, title to any nonadministered property of the
estate revests in the debtor. (In re Cady (Bankr. 9th Cir. 2001) 266
B.R. 172, 182, affd. (9th Cir. 2003) 315 F.3d 1121 (Cady).)”
The court also held that when Kiasi filed his chapter 7 bankruptcy petition, the
Property became property of the bankruptcy estate pursuant to 11 United States
Code section 541. From that point, Kiasi held no more than record title to the
property. Citing to Cady, supra, the court ruled that conveyance of the quitclaim
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deed to Mosaferi failed to convey any interest in the property. When Kiasi’s
bankruptcy case closed, title to any nonadministered property of the estates
(including the real property), revested in Kiasi, but because the after-acquired
title doctrine as set forth in Civ. Code, § 1106 does not apply to quitclaim deeds,
no title passed to Mosaferi when title to the property revested in Kiasi.
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29 ANTI-COMPETITIVE BUSINESS PRACTICES
1.

Area Summary: Unfair Competition Act. (Bus. & Prof. Code §§
17200, et seq. and Class Actions)

Fees and costs charged in making, arranging, servicing and foreclosing
upon loans are constant sources of disputes between consumers, lenders,
brokers, `servicers and trustees (herein collectively “Lenders”).
RESPA,
Regulation X and California real estate law (Business & Professions Code and
State regulations) deal with many, but not all, of these fees and costs issues.
Issues relating to fees and costs are frequently challenged under California’s
Unfair Competition Law (“UCL”) in conjunction with class actions.
While each particular cost or fee may be regulated by specific state or
federal statute or regulation (e.g., RESPA, Article 7 limitations found in Business
and Professions Code §§ 10240, et seq., or foreclosure fees and costs found in
Civil Code §§2924c and 2924d), lenders should be aware that generally to avoid
problems, a fee is a charge for a service which the broker, servicer, trustee or
lender is providing and a cost is generally a charge by a third party (or an
expense incurred as a component part of providing the lender’s or broker’s
service). Because many lenders and brokers provide a menu of services, the
distinction between a fee and a cost may become blurred.
2.

What is Cover under the UCL?

The UCL defines “'unfair competition to include 'any unlawful, unfair or
fraudulent business act or practice.' . .. Its coverage is 'sweeping, embracing
"'anything that can properly be called a business practice and that at the same
time is forbidden by law.' " ' It governs 'anti-competitive business practices' as
well as injuries to consumers, and has as a major purpose 'the preservation of
fair business competition.'” [Emphasis Added]. (Cel-Tech Communications, Inc.
v. Los Angeles Cellular Telephone Co. (1999) 20 Cal.4th 163, 180,)
3.

What is Unfair under the UCL?

The courts are not in agreement. There are two distinct approaches to
how to define “unfair” under the UCL. “One line defines "unfair" as prohibiting
conduct that is immoral, unethical, oppressive, unscrupulous or substantially
injurious to consumers and requires the court to weigh the utility of the
defendant's conduct against the gravity of the harm to the alleged victim. (Smith
v. State Farm Mutual Automobile Ins. Co. (2001) 93 Cal.App.4th 700, 718-719
(Smith); Pastoria v. Nationwide Ins. (2003) 112 Cal.App.4th 1490, 1498.) The
other line of cases holds that the public policy which is a predicate to a consumer
unfair competition action under the "unfair" prong of the UCL must be tethered to
specific constitutional, statutory, or regulatory provisions. (Scripps Clinic v.
Superior Court (2003) 108 Cal.App.4th 917 (Scripps); Gregory v. Albertson's, Inc.
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(2002) 104 Cal.App.4th 845 (Gregory).)” (See, Bardin v. DaimlerChrysler
Corporation (2006) 136 Cal. App. 4th 1255.) Hopefully, this dispute will be
resolved by the legislature or State Supreme Court.
4.

What is a Fraudulent Business Act or Practice under the UCL?

Under UCL Fraud the plaintiff does not have to prove the more rigorous
elements of common law fraud. (Bardin v. DaimlerChrysler Corporation (2006)
136 Cal. App. 4th 1255.) Historically a plaintiff in an UCL action does not have to
show that he was personally misled or relied on the fraud. (Id.) Still unanswered
is: what is the impact of Proposition 64 on this historical interpretation of UCL
fraud? The problem is that Proposition 64 (discussed later) for actions after
November 2004, requires that a plaintiff actually be harmed by the conduct of the
defendant before he can represent members of the general public as a private
attorney general. This seems to fly in the face of the historic definition of fraud.
"In order to state a cause of action under the fraud prong of the UCL a
plaintiff need not show that he or others were actually deceived or confused by
the conduct or business practice in question. 'The "fraud" prong of [the UCL] is
unlike common law fraud or deception. A violation can be shown even if no one
was actually deceived, relied upon the fraudulent practice, or sustained any
damage. Instead, it is only necessary to show that members of the public are
likely to be deceived.'" (See, Bardin v. DaimlerChrysler Corporation (2006) 136
Cal. App. 4th 1255.)
Plaintiffs may have to allege that members of the public had an
expectation or an assumption about the business practice (e.g., in a car
manufacturing case that the manufacturer made a representation regarding the
quality or the materials used). (Id.)
The court of appeal observed that under the UCL a plaintiff does not have
to plead or prove the more rigorous elements of common law fraud.
5.

Standing to File a Representative Action (Unfair Business
Practices Action or Class Action.

Class actions, regardless of whether they are for Unfair Business
Practices or for other type of action, require that the plaintiff be a person actually
injured by the defendant and to be a representative of a class the plaintiff must
show that there is a well-defined community of interest among the class
members. (Code of Civil Procedure § 382.) However, a class action may not be
brought as part of a class action where each member’s right to recover depends
on facts peculiar to his case. (Newell v. State Farm General Insurance Co.,
(2004) 118 Cal.App.4th 1094.)

© 2010 Adleson, Hess & Kelly P.C.

Page 710

In Newell, Plaintiff insureds brought a class action claim against defendant
insurers on claims for policy benefits for damages incurred by the Northridge
earthquake alleging that they and members of their class were wrongfully denied
policy benefits for damage inflicted on their homes by the Northridge earthquake,
and alleged that settlements were improperly and fraudulently carried out. The
court of appeal held that there was no reasonable possibility that the insureds
could satisfy the community of interest requirement under the California Code of
Civil Procedure §382. The unfair business practices claim was premised on the
improper denial of benefits under earthquake insurance policies. Because claims
of breach of contract and bad faith would require each member of the putative
class to prove his or her individual claims by showing that their claim was
wrongfully denied, individualized court assessment of how each of the claims
were handled is necessary. Similarly, claims of improper and fraudulent
settlement practices on the part of the defendants also required an assessment
of each insured state of mind during settlement and the particular settlement
negotiation. Thus, the court held that no community of interest may be
established for class action certification.
6.

UCL Standing To Sue and the Impact of Proposition 64.

Until the passage of Proposition 64 in the November, 2004 California
General Election, UCL actions could be filed by any person, including non-profit
organizations, on behalf of its members and on behalf of the general public even
though the underlying statute, which serves as the basis of the suit, does not
provide for a private right of action. (Stop Youth Addiction, Inc. v. Lucky Stores,
Inc. (1998) 17 Cal.4th 553; and see, Washington Mutual Bank v. Superior Court,
(1999) 75 Cal.App.4th 773). Prior to Proposition 64, the plaintiff did not have to
be personally damaged to have standing to sue. (Gregory v. Albertson’s Inc.
(2002) 104 Cal.App.4th 845.) However, even before Proposition 64, if a party
failed to showed that he/she filed the suit on behalf of the general public, his/her
action is subject to summary judgment for lack of standing. (Rosenbluth
International, Inc. v. Superior Court (2d Dist. 2002) 101 Cal.App.4th 1073.)
Substantial abuses by some plaintiffs’ counsel and the refusal of the
California Legislature to remedy these abuses lead to Proposition 64 which was
a ballot initiative on the November 2004, General Election ballot.
Proposition 64 made changes the UCL both in its general unfair
competition provisions (Bus. & Prof. Code § 17200 et seq.) and in its unfair
advertising provisions. (Bus. & Prof. Code § 17500 et seq.)
Proposition 64 limits non-government attorneys and plaintiffs by requiring
that “[a]ny person may pursue representative claims or relief on behalf of others
only if the claimant meets the standing requirements of [Section 17204 or 17535
of the UCL] and complies with Section 382 of the Code of Civil Procedure [class
action rule], but these limitations do not apply to claims brought under this
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chapter by the Attorney General, or any district attorney, county counsel, city
attorney, or city prosecutor in this state. To have standing under the UCL the
plaintiff must: (1) be a person “who has suffered injury in fact and has lost
money or property as a result of such unfair competition [or unfair
advertising]” (Bus. & Prof. Code §§ 17203, 17204, 17535) and (2) meet the
requirements of Code of Civil Procedure § 382 which established the ability
of an individual to bring a class action where “the question is one of a
common or general interest, of many person, or when the parties are
numerous, and it is impracticable to bring them all before the court, . . .”
Proposition 64 did not affect actions brought by governmental attorneys
(e.g., attorney general, district attorney, county counsel or city attorney) except to
require that the penalties recovered by them (which cannot be recovered by
private counsel) “shall be for the exclusive use by the Attorney General, the
district attorney, the county counsel, and the city attorney for the
enforcement of consumer protection laws.” This takes away the incentive for
these types of actions to be used as general revenue raising tools.
7.

Proposition 64.

Proposition 64 limited the rights of private plaintiffs to bring civil actions as
a private attorney general under California’s Unfair Competition Laws and Unfair
Advertising law (Bus. and Prof. Code §§ 17200 and 17500). Proposition 64 was
passed by the voters on November 2, 2004, and became law the day after.
Prior to the passage of Proposition 64, there was no requirement that a
representative plaintiff had to have done business with the defendant or been
harmed by the defendant’s conduct. While these statutes could be effective
consumer protection tools, their abuse in recent years had become widespread.
To remedy some of the abuses, Proposition 64 requires that before a plaintiff
may act as a private attorney general, he/she must have suffered actual injury as
a result of the defendant’s unfair business practices or false advertising.
Because there were so many of these types of actions pending, the
question of the retroactivity of Proposition 64 became critical. Prior to the
California Supreme Court’s decisions in the Branick and Mervyn’s cases
(discussed below), application of Proposition 64 to pending cases was unclear as
there were, at least, nine published Courts of Appeal decisions on the issue of
whether Proposition 64 should be applied retroactively. The appellate cases
appealed to the California Supreme Court were: (1) Californians for Disability
Rights v. Mervyn's, (review granted) Cal. Supreme Court case no. S131798; (2)
Benson v. Kwikset Corp., (review granted) Cal. Supreme Court case no.
S132443; (3) Branick v. Downey Savings & Loan Assn., (review granted) Cal.
Supreme Court case no. S132433; (4) Bivens v. Corel Corp., (review granted)
Cal. Supreme Court case no. S132695; (5) Lytwyn v. Fry's Electronics, Inc.,
(review granted) Cal. Supreme Court case no. S133075; (6) Frey v. Trans Union
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Corp., (petition for depublication pending) Supreme Court case no. S133272; (7)
Thornton v. Career Training Center, Inc., (petition for depublication pending),
Supreme Court case no. S133275.
The appellate court in the Mervyn's case decided that Proposition 64 was
not retroactive with respect to a case that had already been tried and was on
appeal on November 3, 2004 when Proposition 64 became effective. A similar
conclusion was reached by the court of appeal (2nd Dist. Div. 8) in its May 17,
2005, opinion holding that Proposition 64 is not retroactive in the case of
Consumer Advocacy Group v. Kintetsu Enterprises, 2nd Dist. Case no. B158840.
All of the other Courts of Appeal opinions, including Huntingdon Life Sciences,
Inc. v. Stop Huntingdon Animal Cruelty USA, Inc., decided on June 1, 2005, held
that Proposition 64 was retroactive. However, the Courts of Appeal in Branick v.
Downey Savings & Loan Assn. and in other decisions have generally allowed the
plaintiffs to amend their complaints to substitute in a representative plaintiff who
meets the requirements of Proposition 64 (i.e., a plaintiff who actually did
business with the defendant and was harmed by the defendant’s conduct).
In granting the petition in the Mervyn’s case, the California Supreme Court
also decided to take up four of the other nine appellate court opinions. The
published decisions in each of these cases have been decertified, meaning they
can no longer be cited as authority.
8.

Mervyn’s and Branich Rulings.

The Supreme Court in Californians for Disability Rights v. Mervyn’s (2006)
39 Cal.4th 223 (and related cases held that Proposition 64 did not create or
eliminate any substantive rights, but merely affected the procedures of how those
rights are enforced (i.e., an unfair business practice action now must be brought
by designated government attorneys or by a person who actually suffered harm
or injury as opposed to any unaffected individual or group allegedly representing
the general public). The California Supreme Court held that Proposition 64 is
retroactive as to all pending cases. (Californians for Disability Rights v. Mervyn’s
(2006) 39 Cal.4th 223 (and related cases).
In Branick v. Downey Savings & Loan Assn. (2006) 39 Cal.4th 235 the
California Supreme Court held that complaints pending when Proposition 64
passed, in the trial court’s discretion, may be amended to add new parties who
meet the Proposition 64 requirement and, as long as the amendments do not add
a wholly different cause of action, the technical amendments adding a party will
relate back to when the complaint was originally filed.
9.

Under Proposition 64, Plaintiffs Must Alleged that the
Representative Plaintiff under the UCL or the False Advertising
Law (Bus. & Prof. Code sections 17500 et. seq. herein “FAL”) and
each member of the putative class (Represented Group) Suffered

© 2010 Adleson, Hess & Kelly P.C.

Page 713

Injury in Fact and Lost Money or Property as a Result of Such
Violation.
In Pfizer Inc. v. Superior Court of Los Angeles (2006) 141 Cal. App. 4th
290 (hearing granted by Cal. Supreme Court), the California court of appeal, in a
UCL and FAL case, held that:
“Proposition 64 requires private representative actions to satisfy
the procedural requirements applicable to class action lawsuits.
(Ballot Pamp., General Elec. (Nov. 2, 2004) Prop. 64, Official Title
& Summary, p 38.) [fn. om.] We conclude that in order to meet the
"community of interest" requirement of Code of Civil Procedure
section 382, which requires, inter alia, the class representative to
have claims typical of the class, it is insufficient if the class
representative alone suffered injury in fact and lost money or
property as a result of the unfair competition or false advertising.
(§§ 17204, 17535.) The class members being represented by the
named plaintiff likewise must have suffered injury in fact and lost
money or property as a result of such violation. (Ibid.)”.

Comment: This case to a large extent answers the question raised by the
court of appeal in Bardin regarding whether a “fraudulent” business practice
under the UCL will require the showing of some reliance and damages by both
the class representative and the individuals in the class being represented. The
Pfizer case is current awaiting hearing before the California Supreme Court and
should resolve the issue to whether both the class representative and each
member of the class must meet the requirements of Proposition 64
10. Plaintiff Must Suffer Injury in Fact under the UCL.
A. Plaintiffs must suffer actual damages before a claim for
unfair business practices can arise.
Meyer v. Sprint Spectrum L.P. (2009) 45 Cal.4th 634.
Summary: Plaintiffs sued Sprint alleging that its arbitration agreement
and other remedial provisions in its consumer agreements were unconscionable,
although plaintiffs did not claim that these provisions had been enforced against
them personally or caused them damage. Instead, Plaintiffs alleged that the
provisions for arbitration were violations of the UCL; California Legal Remedies
Act (“CLRA”) and sought declaratory relief. The basis for each cause of action
was plaintiffs' claim that certain provisions of Sprint's customer service
agreement were unconscionable and illegal because they: (1) required the
parties to submit disputes under the customer service agreement to binding
arbitration pursuant to the rules of Judicial Arbitration and Mediation Services,
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National Arbitration Forum, or an organization chosen by the parties; (2) waived
the right to resolve disputes through a jury trial; (3) waived class action in
arbitration; (4) failed to provide for discovery before arbitration; (5) split the cost
of arbitration; (6) disclaimed warranties and limited liability; (7) permitted Sprint to
unilaterally change the terms of the customer service agreement; (8) imposed a
60-day limitation period for initiating billing disputes; and (9) imposed a $150
early-termination fee.
Several important issues were decided in this case.
First, whether under these circumstances, a plaintiff may obtain injunctive
relief to compel the removal of the allegedly unconscionable provisions under the
California Consumer Legal Remedies Act (CLRA; Civ. Code (“CC”) § 1750 et
seq.)
Second, whether a plaintiff may obtain declaratory relief pursuant to Code
of Civil Procedure (“CCP”) section 1060 to declare these provisions unlawful and
unenforceable.
The CLRA makes unlawful, in Civil Code section 1770(a), various “unfair
methods of competition and unfair or deceptive acts or practices undertaken by
any person in a transaction intended to result or which results in the sale or
lease of goods or services to any consumer.” These include, most pertinently
to the present case, “[r]epresenting that a transaction confers or involves rights,
remedies, or obligations which it does not have or involve, or which are
prohibited by law” (CC 1770., subd. (a)(14)) and “[i]nserting an unconscionable
provision in the contract.” (Id., subd. (a)(19). (p. 640)).
CRLA differs from Business & Professions Code § 17200 because a
defendant must be given a 30-day warning before a suit seeking damages for the
business practice is filed. Section 1782 (a) provides: “Thirty days or more prior to
the commencement of an action for damages pursuant to this title, the consumer
shall do the following: [¶] (1) Notify the person alleged to have employed or
committed methods, acts, or practices declared unlawful by Section 1770 of the
particular alleged violations of Section 1770.[¶] (2) Demand that the person
correct, repair, replace, or otherwise rectify the goods or services alleged to be in
violation of Section 1770. Subdivision (b) provides no CLRA action for damages
may be maintained if there is appropriate correction within 30 days after receipt
of notice. However, Civil Code 1770 (d) provides in pertinent part: “An action for
injunctive relief brought under the specific provisions of Section 1770 may be
commenced without compliance with subdivision (a). Not less than 30 days after
the commencement of an action for injunctive relief, and after compliance with
subdivision (a), the consumer may amend his or her complaint without leave of
court to include a request for damages.”
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Thus, section 1782(d) contemplates the filing of a CLRA action for
injunctive relief alone, and such actions are not subject to the requirements of
subdivisions (a) and (b) of notice and allowance for voluntary correction. But
subdivision (d) does not alter the basic requirements of section 1780(a) that the
consumer bringing the action has suffered “damage” as the result of unlawful
practices. Although subdivision (d) does speak in terms of “[a]n action for
injunctive relief brought under the specific provisions of section 1770,”section
1770 does not by itself authorize injunctive relief. Section 1780 is the only section
of the CLRA that sets forth the available remedies, including injunctive relief.
Plaintiffs did not allege that there was a personal dispute between
themselves and Sprint that necessitated resort to arbitration or to the other
remedial provisions. Rather, the California Supreme Court characterized the
case as a preemptive lawsuit to strike those terms should any dispute arise in the
future. The question was whether the CLRA gives standing to permit such
preemptive suits. The California Supreme Court said the CRLA did not confer
such standing. Previously, the Supreme Court had ruled that Proposition 64
required that plaintiffs seeking relief under Business & Professions Code §17200
et seq. must have a legal or contractual relationship with a business in order to
maintain a representative action. This case expanded the standing requirement
to cases brought under the CRLA.
“Any consumer who suffers any damage as a result of the use
or employment by any person of a method, act, or practice declared
to be unlawful by Section 1770 may bring an action” under the
CLRA. The statute speaks plainly about the use of an unlawful
practice causing or resulting in some sort of damage. Thus, the
statute provides that in order to bring a CLRA action, not only
must a consumer be exposed to an unlawful practice, but
some kind of damage must result. If the Legislature had intended
to equate “any damage” with being subject to an unlawful practice
by itself, it presumably would have omitted the causal link between
“any damage” and the unlawful practice, and instead would have
provided something like “any consumer who is subject to a method,
act, or practice declared to be unlawful by Section 1770 may bring
an action” under the CLRA.
Nor would a corporation initially intent on engaging in an unlawful practice
against a consumer, such as enforcing an unconscionable term, be able to avoid
an injunction by remedying that consumer's individual grievance, thereby “picking
off” troublesome plaintiffs. First, a consumer who has had to expend transaction
costs in order to avoid the unconscionable term has suffered “damage” within the
meaning of section 1780(a) and therefore has standing to sue. Second, section
1782(d) makes clear that remedying an individual consumer grievance, while
precluding CLRA individual damage lawsuits under certain circumstances, does
not prevent consumers from suing to enjoin unlawful practices on the public's
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behalf. Third, as discussed above and in Kagan, if the action is filed as a class
action lawsuit, section 1782(c) makes clear that individual settlement will not
undermine a plaintiff's status as a legitimate class representative
Comment: CRLA is an underused consumer protection statute against
lenders and trustees. CRLA has the same broad provisions as the Business &
Professions Code § 17200 with the right to legal fees and injunctive relief. The
case can be used to support a claim that in order for the plaintiff to state a claim
under the CRLA, the plaintiff must have suffered actual damages (i.e., a loss of
legal rights under a contract or statute). Here, because plaintiffs did not have an
actual dispute with Sprint which necessitated the use of arbitration, Plaintiffs did
not suffer any actual damages which were a prerequisite for relief.
The case does not mean that defendants who change their business
practices after notice are not subject to injunctive relief claims or the right to
attorneys’ fees from plaintiff’s counsel. Injunctive relief claims can proceed
without a 30-day notice period.
Hall v. Time Inc. (2008) 158 Cal. App. 4th 847 modified on January 28,
2008.
In an action seeking class action relief under California's unfair
competition law (Bus. & Prof. Code, § 17200 et seq.), the trial court granted the
sellers' motion for judgment on the pleadings and sustained a demurrer to the
consumer's first amended complaint. The consumer alleged that he responded to
the sellers' offer to examine a book during a free trial period, that he received an
invoice before the expiration of that period, and that he paid for the book after the
expiration of that period. He alleged that the sellers' practice of sending invoices
before the expiration of the free trial period was unfair and misleading, but he did
not allege that he did not want to keep the book or that it was unsatisfactory in
any way.
The appellate court affirmed. It held that Bus. & Prof. Code, § 17203,
precluded the consumer from pursuing representative claims because he did not
meet the standing requirements of Bus. & Prof. Code, § 17204. His complaint did
not show that he suffered an injury in fact because he received the book that he
requested and did not allege that it was not worth the price he paid. Moreover, §
17204 requires a showing of a causal connection or reliance on the alleged
misrepresentation, and the invoice did not induce the consumer to remit payment
immediately on receiving the book. Because he paid after the free trial period had
expired and did not allege that he was unfairly induced to keep the book, he
failed to show causation.
To have standing to sue under Bus. & Prof. Code § 17200 et seq., and
pursue an UCL claim, a plaintiff must have suffered an "injury in fact" and
must have "lost money or property as a result of the unfair competition."
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(Bus. & Prof. Code, § 17204.) A plaintiff must also show causation. A UCL
violation cannot be established without a link between a defendant's business
practice and the alleged harm. Here, plaintiff did not allege that the bill sent
before the expiration date actually induced him to remit payment, nor did he
allege that he did not want the book or that it was not satisfactory. He therefore
failed to plead injury in fact or causation. Trial court Properly Orders
Precertification Discovery in Class Action for Purpose of Identifying Class
Members.
B. Trial court Properly Orders Precertification Discovery in
Class Action for Purpose of Identifying Class Members.
CashCall Inc. v. Superior Court (2008) 159 Cal.App.4th 273.
Summary: Plaintiffs brought a class action against CashCall alleging that
each of the plaintiffs had borrowed money from CashCall, and CashCall, in
making consumer loans and collecting delinquent payments on those loans, had
"illegally secretly monitor[ed] telephone and other conversations between
[CashCall's] employees and Plaintiffs, as well as other class members “for the
purpose of assisting [CashCall] in its collection efforts against Plaintiffs and the
other class members.” During discovery it was revealed that the original three
named representative Plaintiffs were not in fact persons [whose calls] were
monitored, according to [CashCall's] records. Therefore, five additional persons
were then named as representative Plaintiffs. But it was later learned that they
were also not on the list of persons whose calls were surreptitiously monitored by
Cash Call.
During discovery, CashCall admitted there were at least 551 instances in
which it had monitored calls, but it provided the plaintiffs with only the account
numbers of those customers whose calls were monitored and did not disclose
those customers' names or contact information. Plaintiffs filed a motion for an
order compelling CashCall to identify class members. CashCall's customers
whose calls it had secretly monitored. CashCall opposed the motion citing First
American Title Ins. Co v. Superior Court (2007) 146 Cal.App.4th 1564 [53 Cal.
Rptr. 3d 734] (First American). CashCall argued the trial court should deny the
motion because the named plaintiffs lacked standing because they were never
members of the putative class (i.e., their calls had not been secretly monitored by
CashCall). The trial court granted plaintiff’s motion in part, and Cash Call sought
a writ of mandate. The appellate court noted that while a plaintiff must have
standing, the general rule allowing substitution of new plaintiffs with standing in
place of original plaintiffs without standing applies to class actions. Citing to
Kagan v. Gibraltar Sav. & Loan Assn. (1984) 35 Cal.3d 582 (Kagan), the
appellate court ruled that Kagan and the other cases have recognized the
general rule liberally allowing amendments of complaints to substitute new
plaintiffs who have standing and, in particular, allowing an original plaintiff without
standing to substitute in a new plaintiff with standing (whether in a class action or
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otherwise), and concluded that an original plaintiff who lacks standing in a class
action should be allowed to file a motion for, and potentially obtain,
precertification discovery of the identities of actual class members (i.e., potential
plaintiffs with standing who may elect to serve as substitute class representative
plaintiffs)., and rejected CashCall's contention that a bright-line rule should apply
in class actions to require trial courts to necessarily reject precertification
discovery motions by plaintiffs who never had standing.
The court confirmed that a trial court must "expressly identify any potential
abuses of the class action procedure that may be created if the discovery is
permitted, and weigh the danger of such abuses against the rights of the parties
under the circumstances." (Parris v. Superior Court (2003) 109 Cal.App.4th 285,
300-301 [135 Cal. Rptr. 2d 90] (Parris).) Given the secretive monitoring by
CashCall, the plaintiffs could not have learned, and did not learn, they did not
have not standing until CashCall (the only entity with that information) informed
them their calls had not, in fact, been monitored (although the calls of 551 other
customers had been monitored). Based on the circumstances in this case, the
court ruled that the trial court did not abuse its discretion by concluding the rights
of the class members outweighed the potential for abuse of the class action
procedure in requiring precertification discovery from CashCall.
It is an Abuse of the Trial Court’s Discretion, to Allow a Class Action (or
UCL Action) Representative Plaintiff Who is Not--and Never Was--a Member of
the Class He Purports to Represent, to Obtain Precertification Discovery From
The Defendants for the Express Purpose Of Identifying A Member of the Class
Who is Willing to Become a Named Plaintiff and Pursue The Action.
First American Title Ins. Co. v. Superior Court (2007) 146 Cal.App.4th
1564.
Summary: In February 2004, plaintiff, a licensed real estate broker
purchased a home. The seller and the mortgage lender insisted that he use First
American Title Insurance Company (“FATCO”). 545 The home was not a new
home and was purchased from existing sellers and was financed through a
mortgage company that made a purchase money loan to plaintiff. The seller’s
agent selected and insisted upon FATCO of Los Angeles as the escrow holder
and the title company. Plaintiff wanted to use a different title company. Plaintiff,
the buyer, was represented by his own counsel in the purchase. Before close of
escrow or immediately afterward, plaintiff’s loan agent observed that some of the
escrow and title costs were suspiciously high. Plaintiff said nothing until after the
close of escrow.
As noted by the court of appeal:
545

The court of appeal observed that there were many different FATCO entities and that
the one used by plaintiff was FATCO of Los Angeles.
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“In November 2004, [fn. om.] the Colorado Division of
Insurance began an investigation into unlawful title insurance
practices, in which it uncovered a reinsurance kickback scheme.
[fn. om.] Pursuant to the scheme, certain homebuilders, lenders
and realtors formed their own reinsurance companies, known as
"captive insurers." They would refer all of their title insurance
business to a particular title company if that title company agreed to
"reinsure" the title policies with the captive insurer. The title
company would forward premiums to the reinsurer, yet, in practice,
the reinsurer did not accept any risk and the premium payments far
exceeded any minimal risk the reinsurer may have accepted. In
short, the reinsurance agreement was simply a way for the title
insurer to transfer funds to the captive insurer as a payment for the
referral of customers. In January 2005, the California Department of
Insurance began its own investigation into the same practice. On
February 21, 2005, Colorado announced that it had reached a
settlement with First American Title Insurance Company by which
that entity agreed to refund $ 24 million to consumers nationwide,
and also agreed to end the practice.”
Four days after the government settlements were announced, plaintiff filed
his class action, as a class representative, alleging similar kickback schemes.
The complaint alleged causes of action for breach of fiduciary duty, constructive
fraud, unjust enrichment, violation of the Consumer Legal Remedies Act (Civ.
Code, § 1750 et seq.; CLRA), unfair business practices, and declaratory relief.
After preliminary motions of the pleadings and the filing on a first amended
complaint, plaintiff’s counsel in essence admitted that there may not have been a
kickback in plaintiff’s situation, but that plaintiff was indirectly harmed by
increased title insurance fees charged as a result of kickbacks paid to others and
he further claimed that, if plaintiff was allowed to do pre-class certification
discovery he may find a plaintiff to amend into the complaint who was, in fact,
harmed by the kickback scheme.
As the class action putative (i.e., prospective) representative, plaintiff
sought to obtain precertification discovery from defendants for the express
purpose of identifying a class member who was willing to become a named
plaintiff and pursue the action. The class representative argued that he might
have standing to assert a kickback in his purchase of title insurance, or that he
might have standing to bring a class action on behalf of all customers of the lead
defendant whose premiums might have been increased as a result of a
reinsurance kickback scheme. The trial court granted the class representative's
motion for precertification discovery.
The Court of Appeal issued a writ of mandate directing the trial court to
vacate its order granting the class representative's motion for precertification
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discovery and to enter a new order denying that motion. The court held that a
plaintiff who purports to bring a cause of action on behalf of a class of which the
plaintiff was never a member may not obtain precertification discovery to find a
new class representative. Regardless of whether he might have another,
unpleaded, claim against the lead defendant, and regardless of whether he made
his initial allegations in good faith, the class representative was not, and never
had been, a member of the class that he purported to represent. The class
representative was, in effect, a stranger to the action. Because the potential for
abuse of the class action procedure was over-whelming, while the interests of the
real parties in interest were minimal, precertification discovery under the
circumstances was an abuse of discretion.
C. Plaintiff in a UCL Action was Not Entitled to File a Second
Amended Complaint Substituting Another Plaintiff With
Standing To Pursue The Action Where As Plaintiff Made no
Attempt, or Argument, that he Could Amend The Complaint,
Using The Existing Plaintiff Or By Adding A New Plaintiff.
Absent Grounds to Amend the Complaint Plaintiff Could Not
Engage in Discovery to Find a Property Plaintiff.
Cryoport Systems v. CNA Ins. Cos. (2007) 149 Cal. App. 4th 627.
Plaintiff’s insurance policy was cancelled for nonpayment of premium.
Just prior to the passage of Proposition 64 (approved Nov. 2, 2004), plaintiff filed
a complaint under California’s Unfair Competition Law (“UCL”) alleging that the
insurers had a practice of collecting unearned premiums from customers for a no
loss period upon reinstating a cancelled policy. The complaint failed to allege
that the plaintiff policyholder had ever tried to reinstate its canceled policy, that it
was required to execute a no loss letter as a condition to reinstate its policy, or
that it had paid any premiums to the insurers covering a no loss period. The trial
court gave plaintiff the opportunity to amend its complaint to allege that it met the
standing requirements of Proposition 64 or as allowed under Branick to add a
plaintiff did meet those requirements (Bus. & Prof. Code, §§ 17203, 17204). In
its amended complaint, however, the policyholder again failed to allege that it
suffered injury in fact and lost money or property as required by Proposition 64 or
to add a new plaintiff who met these requirements. . Plaintiff’s main argument
was that he should be allowed to engage in discovery to find a proper plaintiff.
The trial court sustained the defendant insurance company’s demurrer without
leave to amend. Plaintiff appealed.
The Court of Appeal affirmed, holding that the policyholder was not
entitled to file a second amended complaint substituting another plaintiff with
standing to pursue the action as plaintiff made no attempt, or argument, that he
could amend the complaint, using the existing plaintiff or by adding a new plaintiff
, . The denial of leave to amend was proper because it did not appear that the
complaint could be amended to cure the defect. As to plaintiff’s argument that it
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should be allowed to do discovery to find a proper plaintiff, the court of appeal
held:
“As in First American, the potential for abuse of such discovery
in a case like this is great. Cryoport clearly has no interest of its
own in this litigation, having been unable to amend its complaint to
allege its own standing. "California law is clear that a representative
plaintiff must be a member of the class he seeks to represent.
Indeed, Proposition 64 was enacted to prevent abuses of the class
action system by ' "prohibit[ing] private attorneys from filing lawsuits
for unfair competition where they have no client who has been
injured in fact." ' [Citation.] We cannot permit attorneys to make an
'end-run' around Proposition 64 by filing class actions in the name
of private individuals who are not members of the classes they seek
to represent and then using precertification discovery to obtain
more appropriate plaintiffs." (First American, supra, 146
Cal.App.4th at p. 1577.) And as in First American, the potential
class members' interests in this particular lawsuit are minimal. "Any
further legal action can be pursued by members of the class, if they
so desire. [Plaintiff] makes no argument that any future action they
might pursue would be time-barred, or offer any other reason why
the class members might be denied relief if this action is unable to
proceed on their behalf. In short, the potential for abuse of the class
action procedure is overwhelming, while the interests of the real
parties in interest are minimal. Precertification discovery under
these circumstances would be an abuse of discretion." (Ibid.) 2
11. Unfair Competition Remedies.
A. No Damages, Only Restitution under UCL.
The general remedy for an individual acting as a private attorney general
is an injunction restraining the unfair business practice and restitution (i.e.,
returning the monies obtained by the unfair business practice). Damages and
civil penalties are not available to private litigants under the UCL. On the other
hand, in class actions not based solely on the UCL, damages may be recovered
in addition to other remedies.
The court of appeal held that such non-restitutionary disgorgement is not
available under the UCL. (Feitelberg v. Credit Suisse First Boston, LLC (2005)
134 Cal. App. 4th 997.) To obtain restitution, the offending party must have (1)
obtained something to which it was not entitled, and (2) the victim must have
given up something it was entitled to keep. (Id.)
To the extent a plaintiff seeks
non-restitutionary disgorgement that too closely resembles a claim for damages,
which are not permitted under section 17200 et seq. However, such damages
may be recovered under a class action under other theories.
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B. Exception to Rule Against Damages under Civ. Code, § 3345,
which Allows for Treble Damages in Certain Actions under the
Unfair Competition Law Brought by Senior Citizens; Even
Those Initiated By Private Plaintiffs Seeking Only Restitution.
Clark v. Superior Court of Los Angeles, (2009) 174 Cal.App.4th 82.
Petitioners, (originally Clark) on behalf of themselves and as
representatives of a certified class of certain senior citizens, brought suit against
an insurance company, National Western, alleging that it utilized deceptive
business practices to induce the purchase of high-commission annuity contracts
with large surrender penalties in violation of, among other things, California's
unfair competition law (Bus. & Prof. Code, § 17200 et seq.). Petitioners sought
restitution of the improper surrender penalties and enhanced remedies for each
cause of action under Civ. Code §3345. The trial court granted National
Western’s motion for judgment on the pleadings. The court of appeal, however,
granted petitioner’s writ of mandate and directed the trial court to vacate its order
and enter a new order denying the insurance company’s motion.
Despite the apparent conflict between § 3345’s award of treble damages
and well-established rule that under the unfair competition law that private
plaintiffs may not recover damages, much less treble damages, the court of
appeal ruled that on its face § 3345 applies to senior citizens or disabled persons
seeking restitution under the unfair competition law. The court of appeal found
that the legislative history of Civil Code § 3345 was unhelpful on this point,
neither indicating a clear intent to modify this accepted principle of unfair
competition jurisprudence nor reflecting an understanding that the sweeping
language in the Senate bill that enacted § 3345 was to be given a restrictive
interpretation. The court rejected the trial court’s conclusion that restitution under
the unfair competition law does not have a deterrent purpose and effect, citing to
Bank of the West v. Superior Court (1992) 2 Cal.4th 1254, 1267 (“[purpose of
restitution order under Bus. & Prof. Code, § 17203 is "'to deter future violations of
the unfair trade practice statute and to foreclose retention by the violator of its illgotten gains'"],” among other cases. The court analyzed the legislative intent of
section 3345 and specifically rejected National Western’s and amicus curie’s
interpretations of that statute as being inapplicable to unfair competition
violations in the context of claims brought by senior citizens. The court said:
“The twin purposes of the 1988 legislation were to encourage
the investigation and prosecution of deceptive business practices
perpetrated against senior citizens and to create new forms of civil
redress available to senior citizens to "compensate for the lack of
[existing] remedies." (See Sen. Rules Com.] Off. of Sen. Floor
Analyses, Analysis of Sen. Bill No. 1157 (1997-1998 Reg. Sess.) as
amended June 13, 1988, p. 2, par. 2.) It is fully consistent with
those goals to construe section 3345 to apply to unfair competition
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actions brought on behalf of senior citizens under the unfair
competition law. (See generally Viles v. State of California (1967)
66 Cal.2d 24, 32-33 [remedial legislation must be liberally
construed to protect persons within its purview].)”

C. Civil Penalties Where Brought By Government Counsel.
However, in addition to restitution and an injunction, if the action is brought
by the attorney general, a district attorney, county counsel or, in some instances,
by a city attorney, the plaintiff (the “People of the State of California”) may
recover a civil penalty of not to exceed $2,500.00 for each violation. (Bus. &
Prof. § 17206). Typical cases involved UCLs for TILA, Reg. Z and DRE
regulation violations. For example, each time an advertisement is run containing
4 separate violations, there is the possibility that the, per day penalty may be
$10,000.00 ($2,500.00 x 4 for each time the ad is run). DRE’s prior approval of
an advertisement is not a safe harbor from such violations. Some DA’s take the
position that the fact that they took no action for 4 years while violations
continued in no way is a waiver of the People’s right to recover for each violation.
Therefore, even if an advertisement had 1 violation which ran each day in the
news paper for 4 years (the time of the statute of limitations), the civil penalties
could be $3,652,500.00.) While the government attorneys frequently consider
the ability of the defendant to respond to damages, such a large potential civil
penalty is a substantial incentive to accept an otherwise unacceptable settlement
proposal.
In addition, Business and Professions Code § 17206.1 provides to
additional civil penalty with respect to certain acts against senior citizens or
disabled persons. That section provides:
“(a) In addition to any liability for a civil penalty pursuant to
Section 17206, any person who violates this chapter, and the act or
acts of unfair competition are perpetrated against one or more
senior citizens or disabled persons, may be liable for a civil penalty
not to exceed two thousand five hundred dollars ($2,500) for each
violation, which may be assessed and recovered in a civil action as
prescribed in Section 17206
Subject to subdivision (d), any civil penalty shall be paid as
prescribed by subdivisions (b) and (c) of Section 17206.
(b) As used in this section, the following terms have the
following meanings:
(1) "Senior citizen" means a person who is 65 years of age or
older.
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(2) "Disabled person" means any person who has a physical or
mental impairment which substantially limits one or more major life
activities.
(A) As used in this subdivision, "physical or mental impairment"
means any of the following:
(i) Any physiological disorder or condition, cosmetic
disfigurement, or anatomical loss substantially affecting one or
more of the following body systems: neurological; muscoloskeletal;
special sense organs; respiratory, including speech organs;
cardiovascular; reproductive; digestive; genitourinary; hemic and
lymphatic; skin; or endocrine.
(ii) Any mental or psychological disorder, such as mental
retardation, organic brain syndrome, emotional or mental illness,
and specific learning disabilities. The term "physical or mental
impairment" includes, but is not limited to, such diseases and
conditions as orthopedic, visual, speech and hearing impairment,
cerebral palsy, epilepsy, muscular dystrophy, multiple sclerosis,
cancer, heart disease, diabetes, mental retardation, and emotional
illness.
(B) "Major life activities" means functions such as caring for
one's self, performing manual tasks, walking, seeing, hearing,
speaking, breathing, learning, and working.
(c) In determining whether to impose a civil penalty pursuant to
subdivision (a) and the amount thereof, the court shall consider, in
addition to any other appropriate factors, the extent to which one or
more of the following factors are present:
(1) Whether the defendant knew or should have known that his
or her conduct was directed to one or more senior citizens or
disabled persons.
(2) Whether the defendant's conduct caused one or more
senior citizens or disabled persons to suffer: loss or encumbrance
of a primary residence, principal employment, or source of income;
substantial loss of property set aside for retirement, or for personal
or family care and maintenance; or substantial loss of payments
received under a pension or retirement plan or a government
benefits program, or assets essential to the health or welfare of the
senior citizen or disabled person.
(3) Whether one or more senior citizens or disabled persons
are substantially more vulnerable than other members of the public
to the defendant's conduct because of age, poor health or infirmity,
impaired understanding, restricted mobility, or disability, and
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actually suffered substantial physical, emotional, or economic
damage resulting from the defendant's conduct.
(d) Any court of competent jurisdiction hearing an action
pursuant to this section may make orders and judgments as may
be necessary to restore to any senior citizen or disabled person any
money or property, real or personal, which may have been acquired
by means of a violation of this chapter. Restitution ordered pursuant
to this subdivision shall be given priority over recovery of any civil
penalty designated by the court as imposed pursuant to subdivision
(a), but shall not be given priority over any civil penalty imposed
pursuant to subdivision (a) of Section 17206. If the court
determines that full restitution cannot be made to those senior
citizens or disabled persons, either at the time of judgment or by a
future date determined by the court, then restitution under this
subdivision shall be made on a pro rata basis depending on the
amount of loss.”
Frequently, after a judgment or settlement of a class action, many of the
class members fail to make claims or cannot be located. As such, large amounts
of the damages or restitution paid by a defendant in a class action are left
unclaimed. To resolve this problem, unclaimed funds are frequently, by
settlement or judgment, paid into a fluid recovery fund, often for the protection of
consumers affected by the alleged unfair business practice (e.g., tenant’s rights
groups). The fluid recovery fund approach cannot be used in a UCL action;
restitution must go to those actually entitled to the funds. (Kraus v. Trinity
Management Services, Inc. (2000) 23 Cal.4th 116, 128). These cases should
not change under Proposition 64 as nothing has changed with respect to the
remedies that are available to private attorneys’ general representing their
clients.
12. Attorney’s Fees and Costs.
Where an action is fundamentally one under the UCL (Bus. & Profs. Code
§§ 17200 et seq.) and not an action on the note and deed of trust, the defendant
who prevails is not entitled to recover attorney’s fees even where the action
involved a promissory note and deed of trust containing an attorney’s fees
clause. (Walker v. Countrywide Home Loans, Inc. (2002) 98 Cal.App.4th 1158,
1164.) However, when a plaintiff prevails under the UCL, it may seek attorney’s
fees as a private attorney generally pursuant to Code of Civil Procedure §
1021.5. (Id.).
13. Previously, No Res Judicata Protection under a UCL Settlement
or Judgment. Currently, who knows?
Historically, prior to Proposition 64, the settlement or resolution by trial of a
UCL action does not bestow upon the defendant res judicata protection (i.e.,
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protection against being sued again on the same issue by essentially the same
person). Class actions afford such protection, while Unfair Business Practice
actions may not. (Stop Youth Addiction, Inc. v. Lucky Stores, Inc., supra.) The
California Supreme Court has exercised judicial restraint and declined to remedy
the vague and ambiguous Unfair Business Practice statute by finding that such
actions constitute res judicata as to future actions (e.g., similar class actions).
The Supreme Court noted that it was up to the legislature to amend the statute if
it intended for UCL judgments to be res judicata.
Since a defendant’s protection as a result of settlement is so much less in
a UCL action than in a class action, the settlement value is generally much lower.
Now that the electorate by ballot initiative have amended the UCL statute
to require actual injury and damages to the representative plaintiff and to
incorporate Code of Civil Procedure § 382 [class actions rules] and in light of the
handful of published cases interpreting Proposition 64, it is likely that the courts
of appeal may have to rethink a UCL action will not receive res judicata or
collateral estoppel protection (i.e., making such judgments final and binding on
the litigants) barring other class representatives from filing copycat or duplicative
actions as has been done in the past. If the courts adopt the same approach
used for class actions, judgments will become final and binding on the parties,
resulting in better consumer settlements in legitimate cases but benefiting
businesses as well because a defendant will be able to have some certainty that
settlements with the class representative in a UCL or FAL will prevent multiple
actions for the same injury for the same class of plaintiffs
14. Specific Lender Issues:
A. Lock-in Fees Where Loan is Rescinded under TILA. Where
Plaintiff’s State Law Claims Provide State Remedies for
Violations of Federal Law in a Field Entirely Occupied by
Federal Law, Plaintiff’s Claims are Pre-Empted.
Silvas v. E*Trade Mortg. Corp. (9th Cir. Cal. 2008) 514 F.3d 1001
In October 2001, Plaintiffs-Appellants Edna and Rodolfo Silvas began the
process of refinancing their mortgage with Defendant-Appellee E*TRADE
Mortgage Corporation ("E*TRADE"). During the process, Appellants paid
E*TRADE a $ 400.00 fee to lock-in the interest rate. In November 2001,
Appellants elected to rescind the mortgage within the three days allotted for
cancellation under the Truth in Lending Act ("TILA"). E*TRADE did not refund
Appellants' lock-in fee, and, according to Appellants, it was E*TRADE's corporate
policy not to refund the fee.
Nearly four years later, in September 2005, Appellants filed suit in the
Superior Court of Orange County, California. Their complaint alleged that
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E*TRADE committed unlawful, unfair, and deceptive conduct in violation of
California's Unfair Competition Law ("UCL"), §§ 17200 and 17500 of the
California Business and Professions Code, by misrepresenting rescission rights
under TILA and by failing to provide a refund of the deposit as required by TILA.
Although both UCL claims were predicated exclusively on a violation of TILA,
Appellants did not assert a claim under TILA itself.
The first claim alleged that E*TRADE violated UCL § 17500, the unfair
advertising section, by representing to its customers that its lock-in fee is nonrefundable when, under law, it is refundable if the consumer decides to exercise
his or her rescission rights under TILA. The complaint further alleged that the
false statement was made in E*TRADE's website and its customer disclosures
and thus constituted false advertising.
The second claim alleged that E*TRADE violated UCL § 17200, the
general unfair competition section, in two ways. First Appellants alleged the lockin policy itself violated UCL § 17200 as an unlawful business act. Second,
Appellants alleged that E*TRADE's practice of misrepresenting consumers' legal
rights in advertisements and other documents is unfair, deceptive, and contrary
to the policy of California.
Appellants brought a class action on behalf of all California residents who,
any time after October 1, 2001, paid a lock-in deposit to E*TRADE for a
mortgage secured by real property within the state of California and did not get
the fee back after canceling an application or the mortgage loan transaction.
Appellants sought disgorgement of all lock-in fees E*TRADE collected from class
members.
E*TRADE removed the action to the United States District Court for the
Central District of California under 28 U.S.C. § 1441(a). Soon after, E*TRADE
moved to dismiss the complaint under Federal Rule of Civil Procedure 12(b)(6)
on the ground that federal law preempted the UCL claims. The district court
granted the motion to dismiss.
The appellate court found that the field of lending regulation of federal
savings associations was preempted by federal law. (See 12 C.F.R. § 560.2) The
court noted that “Congress has legislated in the field of banking from the days of
M'Culloch v. Maryland, creating an extensive federal statutory and regulatory
scheme." (Bank of Am., 309 F.3d at 558 (citation omitted)”, and went on to find
that the field was fully occupied by federal law. Congress enacted the Home
Owners' Loan Act of 1933 ("HOLA") to charter savings associations under federal
law, at a time when record numbers of home loans were in default and a
staggering number of state-chartered savings associations were insolvent. Id. at
559. HOLA was designed to restore public confidence by creating a nationwide
system of federal savings and loan associations to be centrally regulated
according to nationwide "best practices." Fid. Fed. Sav. & Loan Ass'n v. de la
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Cuesta, 458 U.S. 141, 160-61, 102 S. Ct. 3014, 73 L. Ed. 2d 664 (1982). HOLA
and its following agency regulations have been described by the courts to be as
a "radical and comprehensive response to the inadequacies of the existing state
system," and "so pervasive as to leave no room for state regulatory control."
Conference of Fed. Sav. & Loan Ass'ns v. Stein, 604 F.2d 1256, 1257, 1260 (9th
Cir. 1979), aff'd, 445 U.S. 921, 100 S. Ct. 1304, 63 L. Ed. 2d 754. "
Through HOLA, Congress gave the Office of Thrift Supervision ("OTS")
broad authority to issue regulations governing thrifts. 12 U.S.C. § 1464. The
regulations enacted by OTS specifically express that state law is preempted in
this area and provide a list of specific types of state laws that are preempted, two
of which, § 560.2(b)(5) and § 560.2(b)(9), were specifically at issue in this case.
The court rejected appellant’s argument that the state law only incidentally
affected federal savings associations and therefore was not preempted pursuant
to CFR §560.2(c), and was merely enforcing the private right of action under
TILA. In rejecting this argument the court pointed out that the state laws
appellant was attempting to enforce were specifically listed as laws that were
preempted., and pointed out that “ When federal law preempts a field, it leaves
"no room for the States to supplement it." Citing Rice v. Santa Fe Elevator Corp.,
331 U.S. 218, 230, 67 S. Ct. 1146, 91 L. Ed. 1447 (1947).
Finally, the court ruled that a "no preemption clause" or a
"savings clause" in a specific act does not preclude the preemptive
effect of HOLA. (Bank of Am., 309 F.3d at 565-66.

B. Direct and Indirect Add-Ons to Costs.
The competitive marketplace may create pressure to characterize fees as
costs or to attempt to convert charges for costs into a profit center (e.g., making a
“loan fee” or “commission” appear low but then adding a surcharge to third party
fees like credit reports, appraisals, attorney’s fees, foreclosure fees, etc.). (See,
Washington Mutual Bank v. Superior Court (1999) 75 Cal.App.4th 773.)
Plaintiffs’ class action attorneys have asserted this for years and their attacks on
costs as being hidden fees is nothing new. It makes no difference whether the
profit is in the form of cash, rebates and/or services.
C. Forced Placed Insurance.
Forced placed insurance or Lender Collateral Insurance arises where the
deed of trust provides that the lender may acquire insurance when the borrower
has failed to provide proof that the Borrower has acquired the collateral
insurance required by the deed of trust. However, even though the lender may
be able to acquire forced placed insurance which has a higher premium (and less
coverage) than that available directly to the borrower, the lender may not acquire
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forced placed insurance that, in addition to the actual cost of the premium for the
replacement insurance, also includes a fee incurred by the insurance broker or
insurance company for administrative services provided to the lender relating to
the lender’s entire portfolio and not just the loan in default. (Gibson v. World
Savings and Loan Association (2002) 103 Cal.App.4th 1291. In addition, it is
likely there is a UCL violation where the lender represents to borrowers that the
cost of the forced placed insurance is the actual cost of the replacement
insurance when in fact the premium includes other charges, add-ons or fees.
(Id.)
D. In-House Services vs. Third Party Service Providers.
Where a broker, servicer, trustee or lender directly provides services
generally provided by a third party, the issue becomes more complex (e.g.,
broker escrow, in-house appraisal or insurance arranged through in-house
insurance agent or affiliated corporation). Particularly in an era of “one-stop
shopping”, it is common for a service provider (broker or lender) to provide a
range of products and services from one location. In many cases, there is
nothing unlawful about providing a menu of varied services (e.g., mortgage
brokering, loan servicing, foreclosure and REO services, appraisal, escrows,
etc.) Charges for many of these services, while in-house, may be classified as
“costs” as distinguished from the broker’s commission or loan origination fee
charged for making/arranging the loan.
However, challenges tend to arise when the charges (i.e., costs) for these
additional services provided by the lender/broker are higher than the costs of
purchasing similar services from a third party. The actual costs of “in-house”
services are frequently difficult to ascertain, due to overhead sharing. An
alternative is to make sure that the price of the additional service (charged as a
cost) is within the average range for such service. If the service is too low or
given away, it may raise issues that the service provider may be engaging in
unlawful “loss leaders”, below market sales to hurt competition and/or secret
rebates or kickbacks.
Similarly, where an additional product or service is arranged through the
lender/broker via an affiliate, subsidiary or other person or entity with which the
lender/broker has ownership or control, the charges (or costs) may be subject to
challenge. 546 However, an affiliated company may provide services for which
costs are charged as long as the fees are otherwise lawful and competitive in the
marketplace where such services are provided. (Id.) Typical examples are:
lender inspection fees, forced placed (or collateral) insurance and/or posting and
publishing services in foreclosures.
With collateral insurance, when the
insurance is acquired from an affiliated entity or through an in-house insurance
broker, it is often alleged that the lender/broker is more interested in the profit or
546

See, Walker v. Countrywide Home Loans, Inc. (2002) 98 Cal.App.4th 1158.
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commission earned, than in obtaining quality and cost-effective insurance to
cover the lender’s interest. If the same or better quality collateral insurance could
be obtained through a third party in the market place, this should raise a red flag
to the broker, lender, servicer or trustee. Other than pointing to the service as an
additional profit center, can the purchaser of the service (e.g., broker et al.)
explain why the costlier in-house service is being used instead of more
competitive outside services? While generally one can set their own fees, this
becomes more problematic when the fee setter knows someone else is likely to
have to pay the cost (e.g., the borrower will have to pay the cost of forced placed,
collateral insurance upon reinstatement).
E. Yield Spread Premiums (“YSP”) and RESPA
Recently, courts have considered actions assailing yield-spread premiums
(“YSP”) and found that their payment to brokers does not violate the FHA limit on
origination fees (Bjustrom v. Trust One Mortgage Corp. (W.D. Wash. 2001) 199
Fed. Rules Dec. 346) or the Real Estate Settlement Procedures Act (RESPA)
(Schuetz v. Banc One Mortgage Corporation (9th Cir. 2002) 292 F.3d 1004).
Even if the costs and fees are technically structured so as to comply with RESPA
and Regulation Z, and all applicable required disclosures are given to the
consumer, this will not preclude the borrower (individually or in a class action)
from bringing a private lawsuit under UCL or other state laws, except where the
state law is inconsistent with RESPA or Regulation Z. Therefore, the inquiry of
the legality of a cost or fee, or of the sufficiency of a disclosure, may not end with
compliance with RESPA or Regulation Z. (See, Washington Mutual Bank v.
Superior Court (1999), supra.) However, where conduct is specifically permitted
by law (e.g., where a lender pays a borrower’s broker a YSP based on a
percentage of the loan instead of specifically based on individual services
provided), a UCL cause of action cannot be stated. (Byars v. SCME Mortgage
Bankers, Inc. (4th Dist. 2003) 109 Cal.App. 4th 1134.)
Similarly, with respect to a residential mortgage loan, the California Court
of Appeal held that even where a YSP paid by the lender cannot be considered
when determining whether a loan is a covered loan under California’s “high cost
mortgage law” found in Financial Code § 4970 et seq. The court of appeal’s
rationale was that since the YSP was paid by the lender after the close of escrow
and not “points and fees payable by the consumer at or before closing”, the YSP
cannot be counted toward the “6 percent of the total loan amount” used to
determine if the loan is a covered loan. (Wolski v. Fremont Investment & Loan
(2005), 127 Cal. App. 4th 347).
F. Facsimile Expedite Fees
The California court of appeal held that HOLA (Home Owner’s Loan Act)
and the OTS (Office of Thrift Supervision) regulations preempted a UCL claim
that a $10.00 fax expedite fee was a UCL violation and a violation of California
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Civil Code § 2943. The court of appeal concluded that where the fax expedite
fee (or providing of a payoff demand by facsimile) was not addressed in the deed
of trust and where the request for the expedited fax (as opposed to mailed payoff
demand) was at the request of the escrow holder (i.e., borrower’s agent), this
type of fee is the type of loan fee preempted by HOLA and by OTS regulations.
(Lopez v. World Savings and Loan Association (1st Dist. 2003) 105 Cal.App.4th
729.)
The analysis by the court of appeal in Lopez, while dicta because the case
was resolved based upon federal preemption, may be instructive as to whether a
private lender or broker can charge a reasonable expedite fee for delivery by
facsimile or by some other expedited method. That is, where the deed of trust
does not address the issue, where the payoff demand generally could be sent by
mail and meet the requirements of Civil Code § 2943 and where the expedited
delivery is expressly requested by the borrower or his/her agent (e.g., escrow), a
reasonable expedite fee may not violate the UCL. The result may be different if
the issue of the expedite fee is addressed in the deed of trust (e.g., expressly
permitted or prohibited) or where the providing of the facsimile payoff demand is
not at the request of the borrower or his/her agent.
HOLA and OTS Preemption of California’s UCL is very broad and covers
many types of “unfair competition” which has been defined to means “any
unlawful, unfair or fraudulent business act or practice and unfair, deceptive,
untrue or misleading advertising . . .” (Bus. & Prof. Code §17200.)
Ruling on a challenge to the payment of home loan interest on wire and
electronic deposits prior to close of escrow under California Civil Code § 2948.5
and the federal Home Owner’s Loan Act (HOLA), a court found that HOLA
preempted the UCL. (Washington Mutual Bank v. Superior Court (2002) 95
Cal.App.4th 606).
As noted above, the court of appeal in Lopez held that, under the facts of
that case, a facsimile expedite fee was the type of loan fee or charge that is
preempted by HOLA and by the OTS regulations.
G. The Federal Alternative Mortgage Transaction Parity Act of
1982 Pre-empts State Laws Dealing with, or UCL or Consumer
Legal Remedies Act Claims Based upon, Prepayment
Penalties
In Ansley v. Ameriquest Mortgage Company (9th Cir. Cal. 2003) 340 F.3d
858, the Federal Court of Appeals concluded that held that the Federal
Alternative Mortgage Transaction Parity Act of 1982 (“Parity Act”) does not
completely preempt California law giving jurisdiction over such issues to the
federal courts. (12 U.S.C. §§ 3801 et seq.) The Ameriquest case involved a
borrower who sued Ameriquest claiming that the Ameriquest loan contained a
© 2010 Adleson, Hess & Kelly P.C.

Page 732

prepayment penalty that exceeded the limits set forth in Civil Code § 2954.9.
Plaintiff sued Ameriquest in state court for violation of the UCL (Bus. & Prof.
Code §§ 17200 et seq.) and for violation of the Consumer Legal Remedies Act
(Civ. Code §§ 1770 et seq.)
The important point for mortgage brokers is to understand what the Parity
Act is and does. As noted in the court of appeal’s opinion:
“Congress enacted the Parity Act in 1982 after finding that
‘increasingly volatile and dynamic changes in interest rates’ had
‘seriously impaired the ability of housing creditors to provide
consumers with fixed term, fixed rate credit secured by interests in
real property.’ 12 U.S.C. § 3801(a)(1). Congress noted that the
availability of loans other than traditional fixed rate, fixed term
transactions was essential to an adequate supply of loans secured
by residential property. Id. §§ 3801(a)(2), 3802(1). Accordingly,
Congress enacted the Parity Act
“to eliminate the discriminatory impact that . . . regulations
[authorizing federal institutions to engage in alternative mortgage
financing] have upon nonfederally chartered housing creditors and
provide them with parity with federally chartered institutions by
authorizing all housing creditors to make, purchase, and enforce
alternative mortgage transactions so long as the transactions are in
conformity with the regulations issued by the Federal agencies.
“The Parity Act provides:
“In order to prevent discrimination against State chartered
depository institutions, and other nonfederally chartered housing
creditors, with respect to making . . . alternative mortgage
transactions, housing creditors may make . . . alternative mortgage
transactions, except that this section shall apply
“(1) – (2) . . . and
“(3) with respect to all other housing creditors . . . only to
transactions made in accordance with regulations governing
alternative mortgage transactions as issued by the Director of the
Office of Thrift Supervision for federally chartered savings and loan
associations, to the extent that such regulations are authorized by
rulemaking authority granted to the Director of the Office of Thrift
Supervision with regard to federally chartered savings and loan
associations under laws other than this section.
“Id. § 3803(a). Regarding preemption, the Parity Act provides
that "[a]n alternative mortgage transaction may be made by a
housing creditor in accordance with this section, notwithstanding
any State constitution, law, or regulation." Id. § 3803(c).”
© 2010 Adleson, Hess & Kelly P.C.

Page 733

The court of appeal held that the Parity Act only preempts state laws or
constitutions to the extent that the federal government (OTS) has issued
regulations. The OTS has only issued regulations in four areas: late charges;
prepayments, adjustments to home loans, and disclosures for variable rate
transactions
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