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The use of collateral is probably the most well-known mechanism for enhancing the likelihood that a borrower will perform as agreed in a credit transaction.  Because a grant of collateral makes the likelihood of performance more secure, such a transaction commonly is referred to as a secured transaction.  This assignment introduces that subject with a discussion of four basic topics about such a transaction: what it means for a lender to receive a grant of collateral, why a lender would want to do so, the source of the legal rules that govern those transactions, and the extent to which parties are free to contract around them.

A.  What Is a Security Interest?

The first task for the student of secured transactions is to understand what it means for a borrower to grant collateral to a lender.  Although the reference to a “grant[ing]” of collateral might suggest that the borrower identifies some particular item of property and conveys it to the lender, that is not the case.  On the contrary, the borrower simply grants to the lender a right against the asset in question.  The asset in question is usually referred to as the “collateral” because of the sense that the lender’s right against the asset provides a secondary or collateral source of repayment for the lender.  Traditionally, the lender’s right against the collateral has been described as a “lien.”

Although that term continues to be common in transactions that involve real estate, the states through the UCC and Congress with the Bankruptcy Code have adopted the term “security interest,” reflecting the notion that the lender receives an interest in a particular asset as a way to make the transaction more secure.  See, e.g., UCC § 9-109(a)(1) (stating that UCC Article 9 applies to “any transaction, regardless of its form, that creates a security interest in personal property or fixtures by contract”); Bankruptcy Code § 101(51) (“[S]ecurity interest means lien created by an agreement.”).

Although the terms are similar in appearance, it is important to notice the difference between the security interests that appear in secured transactions (the focus of these materials), and the securities that appear in securitized transactions.  Securities in fact generally are not secured in the sense relevant here.  Moreover, securities are governed by a totally set of rules, most prominently the federal securities laws and UCC Article 8 (discussed in Assignment 27 of my Payment Systems text).

The main continuing distinction between the terms relates to the voluntariness of the transaction.  The term security interest always is limited to transactions in which the borrower voluntarily grants an interest in particular property.  See Bankruptcy Code § 101(51) (“[S]ecurity interest means lien created by an agreement.”).  Thus, a borrower normally grants a security interest in personal property by executing a document called a “security agreement.”  See UCC § 9-102(a)(73) (defining “security agreement”).  For real property, the document normally is called a mortgage or a deed of trust.  See, e.g., Restatement of Mortgages § 4.1 (“A mortgage creates * * * a security interest in real estate.”).  From the term “mortgage” come the common terms mortgagor (the borrower or debtor that grants the mortgage) and mortgagee (the lender, creditor, or secured party to whom the mortgage is granted).

In many contexts, however, statutes provide for the automatic creation of a lien without the consent of the borrower.  For example, if a defendant does not voluntarily comply with a monetary judgment issued by a court, the plaintiff generally can obtain a “judgment lien” or a “judicial lien” to force the defendant to comply.  Similarly, if a contractor provides services or materials for the construction of a building but the owner fails to pay for those services or materials, the contractor can obtain a “mechanic’s lien” against the building.  Those types of involuntary liens will be discussed at length in the closing assignments of these materials.


The most important concept in the law of secured transactions is the nature of the security interest.  In substance, the security interest (or lien) is a relation between a debt and an asset that entitles the holder of the debt to certain rights with respect to the asset.  Notice that the definition ties the security interest to a particular debt rather than a particular lender.  Thus, if the debt is transferred from one lender to another, the security interest generally follows automatically to the new lender.  In the common parlance, “the lien follows the debt.”


Although the details of the relation created by a security interest are quite complicated  they form the subject of the rest of these materials  the basic idea is a simple one.  In substance, the borrower agrees that the lender has a group of special remedial rights against the collateral, such as a speedier remedy (a right to nonjudicial repossession, for example), a right to sell the collateral to satisfy the debt, or a priority in the proceeds of the asset if the borrower should become bankrupt.  In some cases, the lender might take possession of the collateral (think of the pawn-shop operator), but ordinarily the borrower retains possession of the collateral during the term of the loan.

The lender’s rights against the collateral continue until (and only until) the debt has been repaid.  Once the debt is repaid, the security interest terminates entirely, even if the borrower previously has defaulted.  Although that sounds like a common-sense proposition, it has several significant consequences.  The first is what is commonly known as the borrower’s “equity of redemption.”  Suppose that a borrower promises to repay a debt in equal monthly installments over a period of two years, but fails to make the first six payments.  If the borrower at that point tenders to the lender the entire amount owing on the debt, the borrower is said to “redeem” the collateral (hence the term “equity of redemption”).  At that point, the security interest is completely discharged from the collateral, even though the borrower failed to comply with its obligations in a timely manner.  It may be that the total due from the borrower is considerably larger than the amount originally borrowed (because of interest, late charges, or the like), but it is fundamental to the secured transaction that the security interest is discharged if the borrower pays that total amount at any point before the lender has sold the collateral to satisfy the debt.  Traditionally, it is only at that point – when the lender has sold the collateral – that the borrower is “foreclosed” from “redeeming” the collateral; hence the classic term “foreclosure” for the lender’s sale.

An important corollary of the equity of redemption is the single-repayment rule.  That rule generally prohibits the creditor from retaining funds or assets with a value that exceeds the outstanding balance of the debt.  Thus, if the lender sells the collateral at foreclosure, the lender cannot retain any funds that exceed the outstanding balance of the debt at that time (including, of course, previously accrued interest as well as appropriate costs and fees).  The idea is that once the balance paid to the lender equals the total outstanding debt, the lien is discharged and the lender thus can have no interest in any excess funds.

B.  Why Take a Security Interest?

To understand the dynamics of secured transactions in practice, it is important to understand precisely why borrowers and lenders use secured transactions rather than guaranties or simple unsecured transactions.  One obvious answer is that the grant of collateral increases the likelihood of payment by enhancing the ability of the lender to obtain repayment through forced sale of the collateral.  If there is a default or the borrower files for bankruptcy, the lender knows that the lender will be entitled to its collateral, or at a minimum (in bankruptcy) to the value of the collateral as of the time of the bankruptcy.  That result is quite different from the rights of the typical unsecured creditor, who has no claim on any particular asset and thus tends to receive little or nothing in a bankruptcy of its borrower.

From that perspective, the collateral essentially functions by allowing the borrower to precommit to sure payment.  That precommitment, in turn, should lower the interest rates that the lender needs to charge for its business to be profitable.  That perspective underlies all the doctrinal legal rules developed to govern secured transactions, which generally operate on the view that the lender’s direct legal rights of enforcement against the collateral is the central feature of secured transactions.  Hence, the legal rules tend to assume that any enhancement of the lender’s enforcement rights increases the efficacy of the transactions by enhancing the likelihood of payment and thus lowering the up-front cost of credit.

Although there is a kernel of truth to that basic law-centered perspective, the reality of secured transactions suggests that a complete picture must take account of a set of more indirect and complicated motivations for the use of collateral.  For one thing, in most contexts (especially in business-related transactions) it is quite uncommon – even in cases of default – for a lender to repossess a borrower’s collateral or conduct a foreclosure sale to obtain payment of the debt.  Furthermore, the remedy of foreclosure is a most ineffective way to obtain payment: When lenders do conduct foreclosure sales, they very rarely succeed in obtaining full payment of their debts.  For example, statistics on commercial real-estate loans (the area in which the best statistics are available) suggest that a typical foreclosure sale results in a loss to the lender of about 40% of its original loan amount.

Thus, it is important as you study the relevant legal rules to consider the various other indirect effects of the use of collateral in lending transactions.  For present purposes, two of those effects warrant attention.  The simplest arises from the leverage that the transaction gives to the lender.  For reasons that will become more clear in the upcoming class sessions, it is an unfortunate fact that the foreclosure process typically destroys considerable value.  That is true because the price at which an asset is sold at an involuntary foreclosure sale held by the lender generally will be lower than the asset’s value to the borrower.  The asset might have some particular idiosyncratic value to the borrower; it might be a generations-old family farm, for example.  Or, it might just be worth more to the borrower because of the borrower’s dependence on it; think of the losses a borrower might suffer if it lost a small machine crucial to its production process.

But whatever the reason, borrowers understand that foreclosure will be a costly process that will not just take an asset from them; the process will dispose of the asset at a low cost, typically leaving the borrower liable for the remaining balance of the debt.  Thus, the prospect of the destructive losses that ensue upon a foreclosure can give the borrower an incentive far beyond a simple precommitment to payment.  From the lender’s perspective, that incentive helps to diminish the chances that the borrower will engage in the kinds of risky conduct that might limit the borrower’s ability to repay the loan as agreed.

The use of secured transactions also works indirectly to solve a lender’s concerns about excessive borrowing by its clients.  For a variety of reasons starting with a desire for its clients to operate prudently, lenders typically worry that their clients will borrow excessively in the future and thus increase the risk of nonpayment of the loans that the first lender already has made.  The earlier lender could (and often does) try to solve the problem by extracting a promise from its borrower that it will refrain from future borrowing (a negative-debt covenant).  As a general matter, however, negative-debt covenants are quite ineffective, especially for smaller borrowers.  For one thing, those covenants affect future lenders only if they know about them, and borrowers may have little incentive to tell prospective lenders about restrictions imposed by their prior lenders.  More seriously, the negative-debt covenant generally can be enforced only against the borrower, not against future lenders.  Thus, if a future lender makes a loan to the borrower without knowledge of the covenant, the borrower will remain obligated to repay the new loan even if the new loan violated a negative-debt covenant that the borrower previously made to the earlier lender.

The public notice of a secured transaction indirectly helps to solve that problem.  As you will see later, in most secured transactions, the secured creditor obtains its position only by placing a notice of the transaction in the appropriate public records (a “financing statement” for personal-property transactions, a “mortgage” for real-property transactions).  Because future lenders are likely to discover that notice, those future lenders are likely to learn of the bank’s position, which significantly diminishes the ability of the borrower to obtain excessive debt.  In many contexts, that indirect effect of the security interest – to limit future borrowing – is much more important to the transaction than any of the other effects described earlier.

C.  What Law Governs Security Interests?

In the context of real-estate transactions, the law of security interests (known as the law of mortgages) has had a long and checkered history, with a strong tradition of forceful judicial development, but relatively limited statutory involvement other than codifications of the rules for foreclosure sales.  Indeed, efforts to codify uniform rules for real-estate security interests have been notably unsuccessful.  Most obviously, not a single jurisdiction has chosen to enact the Uniform Land Security Interest Act (the “ULSIA”), which the National Conference of Commissioners on Uniform State Laws (“NCCUSL”) promulgated in 1985.

Thus, the law of mortgages exists in a series of common-law rules.  As with all common-law rules, there are state-to-state differences.  For the most part, however, the basic concepts are relatively uniform throughout American jurisdictions.  Accordingly, after the failure of the ULSIA, the American Law Institute (the “ALI”) pressed forward in the 1990’s with a project to develop what is now known as the Restatement of Mortgages.  {The official title is the Restatement of the Law Third: Property: Mortgages.}  Adopted in 1997, the Restatement of Mortgages provides a useful and up-to-date explication of the principal rules of real-estate security interests.  Our study of real-estate security interests in this course thus will emphasize the Restatement, together with a number of illustrative recent cases.

The story is quite different for personal-property security interests.  In that area, there has been a strong tradition of statutory codification.  During the first part of this century, the law in the area was divided into a wide variety of difficult-to-reconcile areas, ranging from chattel mortgages, to pledges, to field warehousing, to rarer devices such as the redoubtable hypothec.  In an effort to encourage commerce by bringing sense to the area, the ALI and NCCUSL included in the first version of the UCC an article dealing specifically with personal-property security interests, Article 9; the reporter was none other than the famous Yale professor Grant Gilmore.

All things considered, Article 9 generally is thought to be one of the most successful of the original articles of the UCC.  Nevertheless, the pressures of changing commercial practices have forced periodic revisions.  Most recently, the ALI in 1998 adopted a completely rewritten version of Article 9.  Although the substantive changes are relatively minor  resolving a number of problems that had arisen in interpreting the previous version  the text and numbering of the statute is quite different from the previous version.  Assuming that the new version is widely adopted (which seems likely at this time), it will go into effect in 2001.  Thus, the professor is presented with the choice of teaching the current statute  which will become a historical artifact in a few years  or the new statute  not yet in force in any jurisdiction.

These materials teach the new statute, which is highly likely to be in effect for the overwhelming majority of the time that you are in practice.  Because the concepts have changed so little, learning the numbering and phrasing of the new statute should not handicap you in dealing with transitional problems in the next few years, while giving you the background to deal with the complexities of the new statute in decades to come.

D.  Mandatory and Default Rules

Much of commercial law consists of a set of background or default rules that apply only when parties fail to address the topics in their contracts.  Thus, for example, UCC Article 2 establishes a complex framework of rules regarding the responsibility a buyer and seller bear for loss or damage of property during the various stages of a sales transaction.  But many of those rules apply only in the absence of a contrary contract.  If the parties decide in their contract to adopt a contrary rule – the buyer bears all risk of loss starting at the moment of contract – then that rule ordinarily would apply notwithstanding the more buyer-favorable rule in the UCC.


By contrast, the most fundamental precepts of the law of security interests are mandatory rules that apply notwithstanding any contrary contractual determinations of the parties.  In particular, whenever parties enter into a transaction that involves a security interest or lien, the law will recast the relationship as necessary to ensure two things discussed above:

· If the borrower pays the entire amount secured by the collateral at any time before foreclosure, the security interest is discharged entirely, notwithstanding any prior default.

· If the lender takes the collateral in satisfaction of the debt, the lender almost invariably is obligated to conduct some type of foreclosure sale to determine the value of the property.  That right to force a foreclosure is designed to ensure that the lender does not retain the collateral when it exceeds the balance owed on the debt.

Those rules have a distinguished tradition, stemming from the English prohibitions on “clogging the equity of redemption.”  That phrase reflects the traditional description of the borrower’s right to pay the debt at any time  that is, the right to pay after the due date  as the “equity of redemption.”  It is thought that any contractual provision limiting that right improperly “clogs” the equity of redemption, and thus is invalid.

Although the mandatory character of those concepts has an ancient lineage, it continues to have importance in modern transactions, as evidenced by its appearance in both the UCC and the Restatement.  See UCC § 9-109(a)(1) (“[T]his article applies to * * * any transaction, regardless of its form, that creates a security interest in personal property or fixtures by contract.”); Restatement of Mortgages § 3.1(b) (“Any agreement in or created contemporaneously with a mortgage that impairs the mortgagor’s [equity of redemption] is ineffective.”).

One common application of the doctrine appears in personal-property transactions that are structured as a lease of the property from one party to another.  For example, a party that owns a computer might “lease” the computer to a “lessee” for a stream of 48 monthly payments of $100 each, with provisions that (a) the “lessee” could purchase the computer after the 48 months for $10; and (b) all remaining payments would become immediately due upon a default by the “lessee” and five days written notice from the “lessor.”  In economic substance, that transaction does not appear to differ significantly from a transaction in which the “lessor” sold the computer to the “lessee” and took back a promissory note payable in 48 equal monthly payments of $100, with the “lessee’s” obligation to pay secured by a security interest in the computer.  Accordingly, notwithstanding the parties’ documentation of the transaction as a lease, the UCC would recharacterize that transaction as a sale (from the purported lessor to the purported lessee) followed by a grant of a security interest (from the purported lessee to the purported lessor).  See UCC § 1-201(37) (distinguishing between leases and security interests).  Essentially, the law diminishes the purported lessor’s interest from the reversionary interest that a true lessor retains into a simple security interest.

As you will discern quickly if you look at UCC § 1-201(37) & 1-201 comment 37, the statute does not offer a definitive answer as to when a transaction should be recognized as a lease and when it should be recast as a sale with a security interest.  Although generalizations are difficult, it is fair to say that the courts in cases of doubt generally have focused on the question whether the transaction as a practical matter ensures that a non-defaulting lessee will retain the object at the conclusion of the lease.  If the transaction is designed in that way, then it ordinarily will be treated as a sale; if it is plausible that an economically rational lessees would allow the lessor to take back the goods at the conclusion of the transaction, then the transaction ordinarily will be treated as a lease.

Another common problem involves real-estate transactions using a so-called “contract for deed.”  In a contract-for-deed transaction, a party that owns real estate and wishes to sell it transfers possession to the purchaser using a document called a “contract for deed.”  Under that contract, the purchaser typically is obligated to make a series of monthly payments to the seller.  If the purchaser makes all the required payments, then at the conclusion of the term of the contract the seller is obligated to execute a deed conveying the property to the purchaser.  If the purchaser fails to make all of the payments, the contract provides that the seller can cancel the contract, retain all of the previously made payments, and eject the defaulting purchaser from possession of the property.  Because that transaction has a long history in this country (especially in rural areas of the midwest), courts traditionally have been reluctant to interfere with it.  Nevertheless, in recent years, courts increasingly have begun to step in to alter the terms of those contracts, motivated by the close resemblance the underlying transactions bear to standard mortgage transactions.

Parker v. Camp

656 N.E.2d 882 (Ind. Ct. App. 1995)


GARRARD, Judge.


This lawsuit arises from a default on a land contract.  Gerald L. Camp, the seller, was awarded forfeiture of the contract.  Gary Parker, who claimed an interest in the property, appeals.


FACTS


Camp owned a bar known as the Shamrock in Waterloo, Indiana.  On February 13, 1990, he sold the bar, including the land, all improvements and business assets, and agreed to assign the alcoholic beverage permit to Marjorie Long for $115,000.  The parties signed both a contract for conditional sale of real estate and a contract of sale.  Both documents [required a series of monthly payments followed by a final payment of the entire outstanding balance] in February of 1992.  Both contracts further required Camp's consent to any assignment of Long's interest.  However, on February 13, 1990, without Camp's knowledge or consent, Long purported to assign her interest in both contracts to Shamrock Country Corporation, Inc. (Shamrock, Inc.), a corporation [owned by Parker].


* * * *


Monthly payments on the Camp‑Long contract were initially made by Long.  However, Long eventually stopped making payments, and Camp subsequently accepted numerous payments from Parker.  Although the balloon payment on the Camp‑Long contract was due in February of 1992, this payment was not made. Under the contract for conditional sale of real estate, paragraph 9.043 stated:  "The parties agree that after Buyer has paid seventy‑five percent (75%) of the purchase price ... Buyer shall have substantial equity in the Real Estate."  (R. 311).  Under the contract, the seller had the right to pursue the remedy of forfeiture until the buyer had substantial equity in the real estate.


Camp brought the present action for forfeiture or, alternatively, foreclosure against Long and any parties in possession, named as John Doe defendants.  Long failed to enter an appearance in the lawsuit.  * * * * On June 19, 1992, Camp recovered possession of the real estate by order of the court.


Following a bench trial, the court entered findings of fact and conclusions of law.  The court found that 42.8% of the purchase price had been paid, but that, under the terms of the contract, this did not constitute substantial equity. Therefore, the court ordered that Camp's remedy was forfeiture as opposed to foreclosure.


DISCUSSION


Parker raises several issues for our review;  however, we decide this case based upon the unenforceability of the contract's forfeiture provision.


* * * *


Indiana courts recognize the freedom of parties to enter into contracts, and, indeed, presume that contracts represent the freely bargained agreement of the parties.  However, courts have refused to enforce private agreements that contravene statute, clearly tend to injure the public in some way, or are otherwise contrary to the declared public policy of Indiana.  The question of whether an agreement is void on public policy grounds is a question of law to be determined from the surrounding circumstances of a given case.  Where public policy is not explicit, we look to the overall implications of constitutional and statutory enactments, practices of officials and judicial decisions to disclose the public policy of this State.


Over twenty years ago, our supreme court addressed the equity of the remedy of forfeiture in land contracts in Skendzel v. Marshall, 301 N.E.2d 641 (1973).  The court initially observed that forfeitures are generally disfavored by law, as a significant injustice results where the vendee has a substantial interest in the property.  Id. at 645‑646.  The court determined that a land sale contract is akin to a mortgage and, therefore, the remedy of foreclosure is more consonant with notions of fairness and justice:

[J]udicial foreclosure of a land sale contract is in consonance with the notions of equity developed in American jurisprudence.  A forfeiture – like a strict foreclosure at common law – is often offensive to our concepts of justice and inimical to the principles of equity....  [A] court of equity must always approach forfeitures with great caution, being forever aware of the possibility of inequitable dispossession of property and exorbitant monetary loss.  We are persuaded that forfeiture may only be appropriate under circumstances in which it is found to be consonant with notions of fairness and justice under the law.

Id. at 650.  Only in the limited circumstances of an abandoning or absconding vendee, or where the vendee has paid a minimal amount and the vendors' security interest in the property has been endangered by the acts or omissions of the vendee, will forfeiture be considered an appropriate remedy.  Skendzel, 301 N.E.2d at 650.  The court concluded in Skendzel that the payment of approximately 58% of the contract price was substantial and equity required the remedy of foreclosure rather than forfeiture.


We have also previously rejected a contract provision purporting to establish a minimal equity threshold by agreement of the parties.  In Johnson v. Rutoskey, 472 N.E.2d 620 (Ind. Ct. App. 1984), the vendors argued that by virtue of a contract provision establishing $12,000 paid on a $52,000 purchase price as the "minimal equity threshold," they were entitled to forfeiture, as the vendee had only paid $11,200.  Noting that the supreme court in Morris found 29.7% of the purchase price to be substantial and not within the "minimal equity" exception of Skendzel, we found that the purchaser had substantial equity and that foreclosure was the appropriate remedy.  See also Oles v. Plummer, 444 N.E.2d 879 (Ind. Ct. App. 1983) (refusal to enforce forfeiture provision where 30.55% of the purchase price had been paid); McLendon v. Safe Realty Corp., 401 N.E.2d 80 (Ind. Ct. App. 1980) (payment representing 40% of total contract price is more than "minimal amount").


The contract before us permits the vendor to seek forfeiture until the vendee attains substantial equity in the property, defined as 75% of the purchase price.  We hold that such a provision is void as being against the public policy of this state as set forth in Skendzel.  Thus, foreclosure instead of forfeiture is the proper remedy.

______________________________

______________________________

______________________________

 
It is typical of mortgage law that the current rules related to contracts for deed are quite different from state to state, because old rules (accepting those transactions at face value) are updated only by the slow and intermittent process of judicial decision.  Nevertheless, it seems likely within a few decades that such transactions generally will be treated as mortgages, just as the lease-denominated transactions described above are routinely treated as secured transactions.  Indeed, the Restatement already adopts that approach. See Restatement of Mortgages § 3.4(b) (“A contract for deed creates a mortgage.”).

Problem Set 1

1.1.
When you come back into the office after a week off for a spring vacation, you see that you have an appointment with Carl Eben of Riverfront Tools, Inc.  Carl’s business sells a variety of specially manufactured tools to businesses of various sizes.  For smaller businesses, Carl often sells the tools on credit, allowing the customer to pay for the purchase in twelve equal monthly payments with interest at a modest rate (currently 10% per annum).  The typical transaction is for about $10,000.  After a significant customer defaulted last week, Carl became concerned about the level of protection he has in those transactions.  He wants to know if he should consider taking a security interest in those transactions.  If he did, what good would it do him?  Is there any downside?  Won’t his customers object?

1.2.
Returning from lunch, you find on your desk a telecopy from Edmond Dantes, a friend of yours at Generic Motor Credit (“GMC”).  GMC purchases cars from a large car manufacturer and leases them to consumers.  The leases typically have a term of 48-60 months, with payments that are in an aggregate amount roughly equivalent to the price that GMC pays for the car (plus interest and an appropriate return on GMC’s investment).  The lease provides that the customer can purchase the car at any time during the lease or at its end for a lump-sum payment equal to the Blue-Book value of the car at that time, plus a $100 administrative fee.  Upon such a purchase, all further obligations under the lease would terminate.  Dantes read in an industry periodical recently that the ALI and NCCUSL recently adopted a new version of UCC Article 9.  He assumes that the transaction was a legitimate lease under the old law and wants to know if it is a legitimate lease under the new law.  What do you tell him? UCC § 1-201(37) & 1-201 comment 37.

1.3.
Jodi Kay (your loan-officer client from CountryBank) calls you late Monday afternoon to discuss a work-out on which she is working.  The borrower owes CountryBank about $3 million on a loan secured by a mortgage on a small community shopping center.  Because the largest tenant has vacated the premises (a Wal-Mart that moved across the street into a new and larger building), the cash flow from the premises has not been adequate to cover the debt for several months.  The borrower has asked Jodi to refrain from taking action for just two more months.  The borrower believes that it can resume the scheduled payments at that time because a new series of Eddie Bower stores will have opened in the vacated space by that time.

Jodi is inclined to give the borrower the benefit of the doubt, but wants to ensure that there is no further trouble if the borrower fails to start making the payments as agreed.  Accordingly, she has asked the borrower to give her a “deed in escrow,” as she calls it.  Under her concept, she would agree to give the borrower a grace period of two more months.  In return, the borrower at the same time would execute a deed conveying the shopping center to CountryBank.  The borrower would leave the deed in “escrow” with you, with a letter indicating that you could deliver the deed to CountryBank if the borrower ever misses another payment under the loan.  Then, in possession of the deed, CountryBank would have title immediately, without having to go through the trouble of foreclosure.

Jodi wants to know if her plan will work.  What do you say?  Restatement of Mortgages § 3.1.

1.4.
At lunch with your brother today, you get into a discussion about software licensing.  Your brother tells you that he is responsible for designing licensing transactions for Cornerstone Computers’ new software program, a cutting-edge Java-based product that combines inventory ordering, monitoring, and control with sales-terminal and payment processing software.  The general idea is to license the software to large national retailers for a period of three years, in return for a stream of equal monthly payments of several thousand dollars each.  Cornerstone doesn’t “sell” the software outright because users gain only a right (a license) to use the software; Cornerstone retains full ownership of the patents and copyrighted material incorporated in the software.  As is typical for software licenses, the primary remedy for the licensee’s failure to make the required payments is that the licensor can terminate the license.

Recognizing the difficulties of physically preventing use of terminated software, Cornerstone’s programmers have come up with an  electronic response to the problem.  Specifically, the licensed software includes a code that causes the software to become inoperable if it does not receive a weekly confirmation of usage rights from the licensor.  Thus, the software automatically would become inoperable a week after the licensor decided to terminate the license.  Can you think of any concerns your brother should have?

1.5. Your friend Pamela Herring (who also happens to be your congressional representative) calls to discuss with you some proposed bills that are coming before her committee.  The bills would substantially limit the priority that secured creditors receive in bankruptcy.  Ms. Herring tells you that she doesn’t understand the policy reason for the priority that secured creditors currently receive.  She tells you that she wants you to look over a brief excerpt from a law-review article that was sent to her and give her your views on the propriety of secured-creditor priority.  The excerpt states:

UCC priority questions involve an easily understood transaction.  * * * *  In its baldest terms, contractual priority permits the debtor and one lender to get together and agree that, in the event of complete collapse, a third party will bear the biggest share of the losses.

  This legal arrangement differs dramatically from the two schemes imposed elsewhere in collection law – the state-law scheme that fosters a one-at-a-time collection process which rewards the diligent creditor, and the bankruptcy system that embraces the ideal of equity-is-equality.  Article 9 is the best-known example of permitting two parties to agree by contract not only to change their own collection rights, but to change the collection rights of third parties who are not present.

  Ordinarily, when two parties try to alter the rights of third parties who are absent from the negotiations and who are unable to refuse such altered treatment, the law says "no."  Parties may barter away their own rights, but they cannot give away the rights of those who do not consent to such treatment.  In the case of personal property, it was not until the sweeping reforms of Article 9 were adopted in the 1960s that parties could reliably and inexpensively negotiate for the reduced collection rights of third parties in the event of a financial collapse.
Elizabeth Warren, Making Policy with Imperfect Information: The Article 9 Full Priority Debate, 82 Cornell L. Rev. 1373, 1374-75 (1998).  What do you tell Representative Herring?
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