1/25/57
Memorandum No. T

Subject: Study No. 24 - Mortgages
for future advances.

On May 20 we sent you a copy of the study on this subject prepsred by
oar research consuitant, Professor John Merrymen of Stanford. The Northern
Commitiee has taken action on this study which is reported in the minutes of
its meeting of May 4, 1957 sent to you on May 17. The matter is, therefore,
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N (A" ready for considerastion by the Commission et the August, 1957 meeting.

Respectfully submitted,

John R. McDonough, Jr.
Executive Secretary

TR



-t

4

May 20, 1957

MORTGAGES FOR FUTURE ADVANCES #*

* This Study was made at the direction of the Law Revision Commission by
Professor John Henry Merryman of the School of Law, Stanford.
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MORTGAGES FOR FUTURE AIVANCES

In a mortgage for fubure advances a present lien is created on the
property used as security, but the parties agree that all or part of the loan
secured ig to be made in the future. A familiar example is the building
construction loan, in which advences are made to the mortgsgor as construction
proceeds, There are practicel and legal advantages to the parties in this
procedure. The mortgagee acquires a lien on lsnd and improvements from the
time' of the originel mortgage which is superior, in sppropriate cases, to
encumbrances later than the mortgage bubt prior to one or more of the future
advances. Since he advances funds as construction progresses the value of his
security increases as the loan grows. The mortgagor avoids paying interest on
the total loan during the time he does not need it. The financing cost to
him ies lower than he would have had to pay had he executed a first mortgage
for the initial advance and second and third mortgages for later ones, with
their higher Interest rates and the necessity for additional titie searches. 1

In Californis such morigeges ere in commor use in this and a variety
of other sltuations, some of which are described in the discussion below.
Prior to 1935 both real and personal property mortgages to secure future
advances were governed enbirely by case law., In that year two sections,

2974 and 2975, specificelly applicable to chattel security were edded to the
Civil Code. 2 One result of thisz legislation was to reise a series of problems
peculiar to chattel security for future advances., Real property security is
stil] governed entirely by the cases. Because of problems involved in inter-
pretation of the legislation enacted in 1935 this study was authorized" . . .
to determine whether the law respecting mortgages to secure future advances
should be reviged." 3 The resel property problems, being fundamental to com-

prehension of the leglslation, are discussed First.
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REAL PROPERTY

The major legal problem in mortgages 4 of resl property for future
advances 1s that of priority. Most of the reported litigation is in this area.
The classic case is a dispute between the mortgagee for futwre advances and
one who has acquired a lien on the property secured after that mortgage beceame
effective but prior to one or more of the subsequent advances under it. In

s,

sko:Lng such disputes the Cali?omia courts a.;pply rules which are simlar to
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those of a majorlty of Amerlcan Jurisd:l.ctions and which a.pp—ear to be well
settled.. .

The existence of a recording act, with its penalties for failure to
record morigages, insures that the disputes will ordinarily occur between
parties who exemined the record before they acted and who recorded the relevant
instruments after they had dopne so. As a result sclution of priority problems

depends in pert on the provisions of the gpplicable recording act.
Mortgages Expressed tc Cover Future Advances

This type of mortgage indicates on its face, and thus shows on the
record, that it is given to secure futwre advances. Although it _may @ also
indicate the specific nf._i:._lge and amo_\lh_ts of the advances ar the total amount to
be loaned this information is not negessary and its lack does not affect the
validity or priority of the moritgage. 3 If properly recorded such mortgages

are entitled to priority on all sums advanced before the crestion of sdditicnal

liens.



Priority between subsequent advances and intervening liens is made to

T
twn on & distinction between cobligatory and optionsl advances. = If the
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mortgagee is legally obliged by the agreement between the parties to make
subsequent advances he will be entitled to priority as to them even though he

8
has had actual nctice of the intervening lien. This result may be supported

on the theory that the obligation to make the advances became effective when
the mortgage was executed and thus existed from its inception. Deing prior in
time to the intervening lien it is supericr to it. The later payment is not
really a new advance; it is merely deferred payment of a prior obligation. 9
Since the mortgage is recorded end s.y_gﬁ that it is gilven to secure future
advances, & prospective purchaser or encumbrancer has rfj_:lﬁg that his lien is
possibly inferior to that of the mortgagee. He can, by inquiry, ascertain
additional facts such as whether the advances are obligatory or what the total
amount of the mortgage is, which will enable him to act wisely. 10 A more
practical justification is that g different rﬂe would impeir the utility and
Plexibility of what appears to be a useful financing device vwhile adding little
to the protection of the intervening iienor.

If£ the mortgagee is _x_zit__ under a legal obligation to make future
advances they are called optional. The rule is that optionsl advences made

11 12
after actual notice of intervening liens are inferior to them. Record

nctice is not encugh, 13 This result seems logical since the mortgagee, by
definition, has no legal obligation to make the future advances and thus has
little standing to object if he does so knowing that others haeve preceded him,

The requirement of actua.l ncrhice makes it unnecessary for him to conduct a new

R
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title search before msking each advance, thus helping preserve the utility of

the mortgage for future advances as a security device. The intervening lienor
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should have made such a search himself, in any event, and it is
not too great & burden to require him to give notice to the
mortgagee.

Thegse rules are well settled and it seems undesirable to
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disturb them, Iowever they raise certain problems in application

which require scme consideration. For one, the distinction betveen

obligatory and optional sdvances, while clear enough as a gonespb,

)

ig__&g} i@ﬂfﬁﬁfﬂ _pﬂ_:_:_fqgti_.gg. Even in the relatively simple case
where the mortgage ltself contains the understanding of thé parties
as to the times, amounts and conditions of advances it may not be
possible to ascertain without litigation whether the mortgagee is
or is not under a legal obligation to make them, In such a case
a prospective lienor cannot be sure that by giving notice to the
mortgagee he will protect himself by acquiring a security interest
superior to any subsequent advances the mortgagee might make,
The uncertainty will have the same effect on the morigagee, who
camnot be sure whether any subsequent advences, after notice
received, are protected. The probable result will be that the
mortgagor will f£ind it more difficult to borrow money on admittedly
adequate security. Thus whatever interests are served by having
some degree of certainty in business transactions and by encoursging
comnercisl activity sre frustrated.

The problem becomes more acute in those situations where
the mortgage itself does not include the agreement of the parties as
to the times, amounts and conditions of advances. In a number of

such cases the parties have agreed orally as to the manner in
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which future advances will be made. Such agreements naturally do
not eppear on the record. The unecertainty about whether they do
or do not creste a legal obligation on the mortgsgee to advance
further sums is likely to be greater than if the agreement hed
been included in the mortgasge. A number of such cases have come
before the Celifornie courts, which have admitied evidence
concerning collateral agreements as 1o the optional or obligatory
character of future advances, even when oral. 1 Such cases
indicate that uncertainty about whether advances were cbligatory
or optional is a source of litigation in the field. Consideration
might be given to methods of avoiding this problem. This question is

digcussed infra.

Mortgages Not Expressed to Cover Future Advances: Overstated Fresent

Advance

Some mortgages for future advances do not so state, being
in the form of & present loan of a stated sum, but with only part
of the sum actuslly edvanced at the time. The understanding of
the paerties is that future advances to the maximum stated may or
will be made, This form of mortgege is a deceptive overstatement
of the obligation vhich troubles courts when they firét encounter

it. 15 llowever the rule is that these are valid as mortgages for
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%ure advances. An overstatement of the obligation secured

by the first mortgage cannct harm the intervening llenor, so the

reasoning goes, but can only operate in his favor. The excees of
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value of the security over the prior lien is greater than the
record would lead him to suppose. To this it might be added

that in many cases a prospective liencr will inquire of the
mortgegee 1o learn to vhat extent the principsl of the leoan
secured has been amortized and whether the mortgegor is in default.
In the course of such inguiries the amount actually owed the
mortgagee should become apparent. An opposing consideration is
that such an wersta.tement of the loan secured may mislead a
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person who has a .]um.or 1ien int-o fa.ilure to enforce it. Another

T i o

is that an assignee of the mortgagee may be misled by the record
into thinking he is acquiring a larger interest than is in fact
true, This posaibility of fraud can easily be overstated, since

in most cases the mortgages is & bank or other responsible financial
institution.

In Californias and most other jurisdictions 1? _the same
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rules g8 Yo prioriky spply %o morigages of this type as to those
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expresely made to secure future advances, with one exception; the

amount steted as the present advence is the meximum loan which will
be given priority, i8 In mortgeges expressed to secure future

advences no such maximum need be stated and@ consequentily no such
limit exists. 19 This difference is probably not of much importance,
since the parties can always provide that the maximum amount to be
secured is a figure sufficiently large to include most contemplated
contingencies.

In all other respects the rules are the same. If the

advances are obligatory the mortgagee is protegted against intervening

wBu



20
liens regsrdless of notice concerning them, byt if they are optional

he loses priority as to advences made after actusl notice of intervening
encumbrances. e llere again it might be pointed out that the record in
such cases (oes not indicate that the mortgege is given to secure future
advances, and the prospective intervening lienor cannot expect to learn
of this fact, much less whether they are optional or obligatory, uniess
he makes inquiry of the mortgagee. Consequently it might be thought
unrealistic to place the bhurden of actual notice to the mortgag%% on
him, Certainly he is not sufficiently warned by the record. While the
argument that he cannot be harmed by an overstebement of the lien held
by the mortgagor is persuaeive, situstions can be imagined in which third
perscns might be misled, If there is eny policy to the effect that the
record should be reliable and accurate it is frustrated by such a rule,
which tends to require prospective lienors to meke inguiry of existing
mortgegors even in cases where the record shows no evidence that f\r{mre
advances are anticipated. Occasicnally inguiry must be less convenlent
and less informstive to the prospective encumbrancer than a straight-

forverd record might be. This problem is discussed further below.
FERSOHAL PROPERTY

Until 1935 there were no statutes in Californie specifically
appliceble to mortgages of either real or personal property to secure
future advances, a2 and the rules developed in the cases appeared 1o
apply to both types. 23 In 1935 & number of sections were added to the

Civil Code which changed the law respecting chattel mortgages, including
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2
two specifically applicable to chattel mortgages for future advances.

These sections read as follows:

§ 297T4. there a mortgage of live stock, or other
animgte chattels, or erops is teken to secure mainly,
or among other things, funds thet msy be advanced
thereafter from the mortgagee or assigns
of either to the mortgasgor, mortgagors or any of them,
which funds to be asdvanced shall be for the purpose of
financing the mortgagor, mortgagors or any of them
GUFINg any.TEguisT. produ _period or periods involving
the property or any part thereof encumbered by or described
in said mortgage, and during which period or periods the
mortgagor, mortgagors or any of them, may need and request
such fipancing, such mortgage shall be and contine to be
(subject to the provisions of sections 2811, 2968, 2969
and 2972 of the Civil Code), unt re or
discharged in the recorder‘s office, a lien and encumbrance
upon the property described therein, of status, effect, rank
and standing equal tc that established Initially and
thereafter obtained by such mortgage, as security for the
repayment of all sums that mey be or become due under such
mortgage, and all obligations secured thereby, even though
during such period or periods of financing the debt or
debts, obligation or obligations secured by such mortgege
a8 they exist st any particular time, may have been repaid
in ful) to the mortgagee or assigns, from proceeds of sale
of the mortgaged property, or otherwise by the mortgagor,
mortgagors, or any of them., Hach such mortgege shall
contain e statement that it is given for such purpose.
All such mortgages shall be discharged on demand of the
mortgagor, in conformity with the provisions of section
2941 of the Civil Code, whenever no sums are owing to
the mortgagee, or assigns, thereunder.

§ 2975. A mortgage of personal property or crops may
be given to secure the repayment of sums that maey be advenced,
expenditures that may be made, or indebtedness or obligations
that mey be incurred subsequent to the execution of such
mortgage. If the maximum amount the repayment of which is
proposed to be secured by such mortgage, is expressed
therein {whether the creation of debts in such amount or
any part thereof be optional with, or obligastory upon the
mortgagee or assigns), such mortgage {subject to the
provisione of sections 2011, 2941, 2668, 2969 end 2972
of the Civil Code) shall be and constitute a lien or
encumbrance of rank, effect, status and standing equal
to that established thereby initially end as it mey
thereafter obtain, as security for the repayment of any
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sums, expenditures, indebtedness and obligations, owing

or due or beccoming owing or due thereunder, up to and
ineluding such expreseed maximum amount which shall be
considered only &s & limit of the debts, sums, expenditures,
indebtedness and obligations that may be secured thereby

at any one time, and not to include such ae may have
existed and been repaid or discharged thereunder. A
mortgege of perscnal property or crops shall also constitute
a lien or encumbrance of rank, effect, status and stending
equal to that established initially or thereafter obtained
thereby, as security for the repeyment of all sums or
amounts that are necessarily advanced or expended by the
mortgagee or assigns, for the maintepance or preseswebion
of the property, or any pert thereof, described in such
mortgege.

25
With one minor exception there are no reported decisions

interpreting either of these secticons, and no legisiative history has been

found which might throw light on their mesning or function. It seems

1ikely that thie legislation was enacted in order to Pacilitete the

extension of credit to farmers under the Federal Farm Credit Act of

1533. One purpose of that act was to create production credit

associations to make crop and livestock loans. 26 Coneeivably it was

at the urging of these assoclations and other credit institutions that;

legislation was enacted giving them speclal priority in appropriate

cases. The theory probably was that a clearer and more favoreble

legal position would encourage lenders to advance credit to farmers

and thus hasten economic recovery from the depression. Specific

reference in Section 2974 to production loens seems to support this

theory, as do statements from persons in the lending business. 21
It cannot be said that either Section 2974k or 2975 is entirely

clear in meaning, and the only reported decision discussing elther

gection has added to the confusion. In ilollywood Stete Dank v. Cook,
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in a statement which can be classified as diectum, the cowrt ststed

that Section 2975 requires that "it must appear from the mortgege

itself that it is given to secure future advances." A careful reading
of that section fails to show any such requirement, and the statement
of the court may best be dismissed as unnecesssry to the decision in
the case and unwarranted by the words of the statute. Beyond this
dubicus ccntribution the reporied cases include nothing which might
indicate what the sectlons mean.

Section‘ggzz_applies to e "mortgage of personal property or
crops" while Section‘ggzg refers to a "mortgage of live stock, other
animate chattels, or crops.” It would seem logical to conclude that

Section 2975 is broad enough to include all mortgeges which might fall

under Section 2074, since live stock and other animate chattels form only

one kind of personel property as defined in Civil Code Sections 658
end 663. Conseguently the parties could conceivably drew a mortgage
of live stock, cther animate chattels or crops under either section,
depending on which appeared to them the most advaniageous under the

clrcumstances. Under either section 1t would seem to be possible to

obtein priority for optional future advances, either by stating the

I

maximur amount as required by Section 2975/0r)by stating that the

purpose of the mortgage is to finance the morigagor during one or more
regular production periods as reguired by Secticn 2974.

The hypothesis that Section 2975 is broader in scope than
Section 297h and is applicable to production mortgeges is aided by
the first and third sentences of Section 2975. The first seems to be

very general in that it stetes that mortgages of perscnal property or
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crops may be given to gecure future advences. The third sentence
likewise 1s very general in stating that any sdvances made under &
mortgage of personal property or crops for the purpose of preserving
the security under the mortgasge are entitled to priority. This language
is quite broad and is not even restricted to mortgages given to secure
future advances; presumably it applies to eny chattel mortgage, _E-____
therefore seems _logical to think of Section 2975 as the msjor provision,

providing rules spplicable to all cages, and Section 2974 as ancillary

to it, providing aﬂdit:.ona.l speclal rules applicable to & more Jimited
e et

T S

type of transacticn. While the order of the sections might indicate

the contrary, it is difficult to interpret their langusge in any other
29

way.
The second sentence of Section g‘_‘;}_’_?_‘_j._ appears to provide that if

a mortgege given to secure future advences states the maximum amouplk

to be secured gll,advences, whether optional or ekliggtory, will be

entitled to the same priority as that originally established by the

mortgage, so long as the total amount owing at any one time does not

exceed the stated maximum. The question naturally arises as to what
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Concelvably two views could be taken: one is that Section 2975 merely

added to the law in existence in 1935; the cther is that Section 2975
in effect repealed the prior law and substituted a new rule for 1it,
If the former view were adopted then the failure to state the maximum
would merely result in spplication of the rules developed in earlier
cases. As a practical matter this would mean that o}g;b_?_.g__na.l advances

made after notice of intervening liens would be inferior to them.



Feilure to state the maximum amount to be secured would thus merely
result in loss of priority for optional advances made after notice.
However, if the other interpretation were accepted the consequences
of failure to state the maximum emount might be quite different. One
argument against acceptance of this interpretation is that the nature
of such consequences is not suggested in the statute and would have to’
be left to conjecture. Another is that the first sentence of Sectlion
2975 seems clearly to authorize mortgeges for future advances 1in
unqualified terms while the second sentence seems to relste the
gtatement of maximum amount rether closely teo the grant of absolute
priority for opticnel advences. Thus the former interpretation seems
the more logical one. In any event, the existing ambiguity should be
eliminated.

The same question arises in interpreting Section 2974, but
in a form which is slightly more difficult to resolve. The first
sentence seems to provide that advances made to finsnce a mortgagor
during one or more regular priods of producticn, wnder a mortgage of
live stock, other animate chattels or crops, are entitled to pricrity
even if optional. The second sentence provides that "Each such
mortgage shall contain e statement that it ias given for such purpose,"

The question here 1s what would be the consequences of failure to

AR RS g e
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inciude euch a statement in the mortgege. Conceivably they might be

T

total invalidity of the mortgege, invalidity with respect to third
persons, loss of priority on all future advances, loss of priority on
optional advences made efter actual notice of intervening liens, or

something else. 'The cholce of consequences under this interpretation
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would be both difficult and arbitrary. BHowever, the second sentence

might be read to mean that the special advantages of the first sentence -

i.e,, priority for opticnal advaences - will be available to the

parties only if such a statement appears in the mortgage. The effect

of failure to inelude the statement would be to make the mortgage

subject to the law existing spart from the ststute. This interpretation

is the betier one and would be consistent with that developed above

for Section 2975. 30 Agein the existing ambiguity should be eliminsated.
Assuming the validity of thié approach to interpretation,

the following paraphrase of Sections 2974 and 2975, arranged parallel

to the language of the statutes, seems accurate:

Section 2975 Paraphrase
1. A mortgage of personal property 1. A mortgage of perscnal
or crops may be given to secure property or crops may be
the repayment of sums that msy given to secure future
be advanced, expenditures that advances.

mey be made, or indebtedness or
obligations that may ve incurred
subsequent to the execution of

the mortgege.

2. If the maximum amount of re- £, If the maximum loan to be
payment which is proposed to gecured is stated in the mort-
be secured by such mortgage, gage all advances, whether
is expressed therein (whether optionel or cbligatory, up to
the creaticn of debts in such that amount are entitled to
amount or any part thereof be the same priority as that or-
optionel with, or obligatory iginally established by the
upon the mortgagee or assigns) mortzage. The stated maxi-
such mortgage (subject to the mum shall mean the maximam
provisions of Sections 2911, amount that may be owed at
29h1, 2968, 2969 and 2972 of any time and shall not include
the Civil Code) shall be and any loane or advances under
constitute a lien or encumbrance the mortgage that have aiready
or rank, effect, status and been discharged or repaid. If
standing equal to that established the maximm lcan to be secured
thereby initially and as it may is not stated obligatory
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3.

thereafter cbtain, as security

for the payment of any sum=, expen-
ditures, indebtedness and obli-
gatione, owing or due or becoming
owing or due thereunder, up to

and inecluding such expressed
maximum amount which shall be
considered only as a limit of the
debis, sums, expenditures, Indebted-
nesses and obligations that may be
secured thereby at any cone time,
and not to include such as may
have existed and been repaid or
discharged thereunder.

A mortgage of personal property 3.
or crops shall also constitute a
lien or encumbrance of rank, effect,
status and standing equal to that
established initially or thereafter
cbtained thereby, as security for
the repayment of ell sums or amcunts
that are necessarily advanced or
expended by the mortgagee or assigns,
for the maintenance or preservation
of the property, or any part thereof,
described in such mortgage.

Section 2974

Where a mortgage of live stock, or b,
other animate chattels, or crops is
teken to secure meinly, or among other
things, funds that mey be advanced
thereafter from the mortgagee or
asgigns at the option of either to
the mortgagor, mortgagors or any of
them, vhich funds to be advanced
shall be for the purpose of financing
the mortgagor, mortgagors or any of
them during any regular production
period or pericds involving the
property or any part thereof encum-
bered by or described in said
nortgage, and during which period

or periods the mortgagor, mortgagors
or any of them, may need and reguest
such financing, such mortgage shall
be and continue tc be {subject to

the provisione of Sections 2911,

-1h-

advances are entitled to the
same priority as that origin-

* ally established by the mort-

gage but optional advances are
not if made with actual notice
of intervening liens.

Necessary expenditures made by
the mortgsgee in order to pre-
serve his security shall be
entitled to the same priority
as that originally established
by the mortgage whether or not
the maximm loan to be secured
is stated.

If livestock, other animate
chattels or crops are mort-
geged for the purpose of finan-
cing the mortgagor during one
or more regular production
pericds advances made for that
purpose {shall be entitled to
the s priority es that
origl egtablished by the
mortgagd, even though the
advanced are optional and even
though pade with actual notice
of integvening liens.
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2068, 2969 end 2972 of the Civil
Code), until forwally released or
discharged in the recorder's office,
a lien and encumbrance upon the
property described therein, or
statug, effect, rank end stending
equal to that established initiaily
and thereafter obtained by such
mortgage, as security for the re-
payment of all sums that msy be or
become due under such mortgage, and
all obligations secured thereby.

Even though during such period or 5.
periods of financing the debt or

debts, obligation or obligations

secured by such mortgage, as they

exist at any particulsr time, m=y

have been repaid in full to the

mortgagee or assigns, from proceeds

of sale of the mortgaged property,

or otherwise by the mortgagor,

nortgagors or any of them.

Each such mortgege shall contain a 6.
statement that it is given for such

purpose.

All such mortgages shall be Te
discharged on demand of the

mortgazor, in conformity with

the provisions of Section 29kl

of the Civil Code, whenever no

sums are owing to the mortgagee,

or assigns, thereunder,

-15-

Temporary balances in favor
of the mortgegor, or temporary
repayment in full of amounts
owing under the mortgage, shall
not extinguish the mortgage.

Unless a mortgage given to
finance the mortgagor dwring

a production period states that
it is such a mortgage cptional
edvances made after actual
notice of intervening liens

o not have prilority over such
liens,

When all sums cwing under the
mortgage are paid the mortgage
shall be discharged cn demand
of the mortgagor, in conformity
with the provisions of Section
2941 of the Civil Code.



POSSIBLE REVISION

In this section problems which have appeared in the preceding
discussion or which have been suggested by attorneys are examined and the

possibility of statutory revision considered.
Real Property

Any ccnsideration of revision of the (alifornia law applicable to
real property mortgages to secure future advances iz met by the fact
that the great weight of authority in other American jurisdictions
and in England is on the side of the existing law. 31 Although there
are major variations in a few of the states and minor variaticns in
others 32 most conform to the analysis developed above., It would probably
be wwise to change uniform settled rules in favor of what might appear
in theory to be a more desirasble approach without a thorough inves-
tigatioﬁ of the consequences. BSuch an investigation would assume the
proportions of a field study and lies outside the scope of the present
repart. The problems which might merit such a field study are set
out below, together with some of the more obvious factors bearing on
their solution.

As the law now stands optional future advances are inferior to
liens as to which the mortgagee has actual notice when the advances
are made, while obligatory advences have the same priority as that
originally established by the mortgage. This distinction between

optional and obligatory advances has been sufficlently troublesome to
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33
Jend to a substantial amount of reported litigation. Attempts to

avold this problem might assume either of two forms: abolition of the
digtinetion or clarification of it in such & way as to make clear to one
who consults the record whether advances are of one kind or ancther.

The existing distinction between optional and cbligetory advances

could be abolished by giving both kinds of advance the same priority

as that now enjoyed by obligstory advances, as one alternative, or
optional advances, as the other. Either kind of action would make a
significanf change in the law.

If the priority of obligatory advances was reduced to that of
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ogg}gqiimigziggggwiﬂzzizptions which finance bullding construction (in
which mortgages for cbligatcry future advances are most frequently
used) would be serlously affected. They might substitute a different
financing device, similsr to the one used in Maryland, in cases where

34
npaximum priority was desired., However 1t is possible that banks

would stop obliging themselves to make future sdvances in building
construction loans, either substituting & simple mortgege for the

full amount or an opticnal moritgage for future advances. In the former
cage the undeniable advantages to the parties of a useful security
device would have been lost. In the latier case the mortgsgor would
be placed in a difficult position, since he would not be sssured that
future advances would be made when needed in order to continue with
construction.

As an alternative it wbuld be possihle to give qptional advances

AT A e BT N
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the same priority as that now given cbligatory advanceg.. This is the

effect of Sections 297L and 2975 of the Civil Code in chattel security

-17-



cases, and it might be srgued that what works for chattel security

g s TG 2R, Yol i £

B

should work equsally well for real proper‘y securlty. However there

A o SR F S g 1

are two important distinguishing considerations. One is that chatiel
security transactions are generally for a shorter term and serve
different purposes than real property security. Chatiel security is
more a branch of commercial law than property law and thus not

alwayé susceptible to identical treatment. The ofher consideration
is that different third parties are involved. In real property cases
pricority disputes involve purchasers, junicr mortgagees, materieimen
and mechanicg, while in chattel security cases the third party is
usually a purchaser, a junior mortgagee or judgment liencr.

The special considerations appllcable to mechanics and material-

men seem especially relevant, To give optional future advances

priority over their liens even after actual nobtice has been given
couid, in cases where the mortgagor beccmes insclvent and the property
secured is not sufficiently valuable to psy all lienors and debtors,
result in serious loss to them. These, of course, are the cases

where priority beccomes important. It thus seems that any such rule

e S

28+ et il e i LR e ki 33 o et 1,

might, in effect, meke mechanics' and materinlmen's liens less

valuable than they now gre. Since these persons are in a somewhat

different position than lending institutions in their degree of
familisrity with the legal problems involved, their access to counsel,
and particularly in their ability, es e practical matter, to refuse
to provide labor, services and materials in cgses which might appear
to involve the risk of non-payment, such & rule might be thought

unjust to them. When the advances are obligatory mechanics' and

~18-
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materialmen's liens are in no betier position, but in those cases there
is the advantage to them that the mortgagee must make additionel advances.
These funds in the hands of the mortgagor will presumably be avallable
to pay their claims. 3
It might also place the mortgagor in an undesireble position.
Presumably a bank which would acquire no greater priority from
obligatory advances than it would from optional ones would tend to
restrict 1ts practice to optional advances whenever poesible. A
mortgagor might then be refused advances by the mortgegee and find it
diPficult to obtain the money elsewhere, since other lenders would be
reluctant to rely on a lien which would be inferior to any subsequent,
advances the mortgagee might make. This would also make it possible
for the origine) mortgagee to teke advantage of the mortgagor's
unfortunate position in various ways. Advances might be made only
if higher interest was paid or if additional security was furnished,
etc. Requiring the mortgage to state the maximum loan to be secured
might limit this problem slightly, but it would always be possible
for the parties to state a sufficiently high amount that the security

value of the property in excess of it would be slight, or even nonexistent.

The alternative procedure of clarifying the distinction between

optional and obligatory future advances also presents dlfficultles,

Leglslation designed to achieve such clarification would have to be
relatively complex and detailed, since its objective would be fo
distinguish between advances that actually were obligatory or opticnel.
This might be done by requiring that the parties, if they wish the

sdvances to be treated as obligatory, agree on the precise amounts,

-19-~



times and conditions of all advances to be made under the mortgage.
In order For this information to be helpful to third parties it would
have to appesr on the record, preferably in the mortgage iteelf. The
effect on existing law would be obvious. DMortgages expressed to
gecure future advances would have to express the amounts to be advanced,
a3 1s not now the case. 36 The overstated present advance type of
mortgage to secure future advances would, in effect, be abollished in
all except cases in which the advances were opticnal. 3 Collateral
oral sgreements would not be admissable to establish the nature of
the advances. 3 Presumably failure to meet the requirements of the
statute would result in advances belng considered optional for
priority purposes. Assuming such legislation were acceptable to
financing institutions and thus reasonably likely to be enacted the
danger would remsin that the result might be more confusion (although
of a different kind) and litigation than the case law rule 1t replaced.
A related problem is created by the rule that sllows collsteral
unrecorded agreements, orsl or in writing, to be admitted to show
that Future advances were anticipated (in the overstated present
advance situation) and to show the amounts, times and conditions
of such advances. Some of the litigation about whether advances
are optional or obligatory may be traced to the uncertainty and
difficulty of proof this rule causes. It is conceivable that a
statute requiring such details to appear in the mortgage or collateral
recorded instrument would be useful. It might state that advances
made after notice of intervening liens would be inferior to them

unlese the record showed that the advances were obligatory. Or it

-20-



might 1imit consideration of the nature of the advences, in
priority disputes, to the record, with the provision that advances
not shown by the record to be obligatory should be declared optional
{(for purposes of priority). Neither approach would be satisfactory
unless there were also some description of the statements in the
mortgage or collateral recorded agreement which would result in the
advances sctually being cbligatory, since presumably the purpose of
varying the pricrity is to protect the mortgagee when he is under

a legal cbligation to meke the advances. This approach would raise
the seme group of problems as those discussed in the preceding
paragrapi and should not be adopted without the kind of field study
there reccmmended.

These consideratlons 1ea& toﬂthe conclusion ‘that revision of

the lew in an attempt to abolish or clarify the distinction betwesn

e

optionel and future advances should not proceed without thorough

.

study of the practical conseguences to mortgagees, mortgagors end

typical classes of intervening llenor. The recommendation is that in

i b P o om R

the absence of such studies no y attempt b be made. ko revise the lew in

e 7 s rearmm i b

this area.
LLE Bled.

Anocther problem is raised by the overstated present advance
type of mortgage. 39 The problem is that the record dces not and
cennot show that future advances are contemplated, and consequently
it seems unrealistic to expect an intervening encumbrancer to give
actual notice to the mortgagee in such a way as to acquire pricrity
over subsequent optional advances. This problem hae been met in

Lo
Fngland, under the lLaw of Property Act (1925) by the provision



that record notice is sufficient to establish priority over optional
advances where the original mortgage does not show on the record
that it is given to secure fubture advances. Such s rule would not
appear to cause any great hardship to mortgagees since it would not
affect their priorities in any way and would simply place the

burden of examining the record on them in those cases in which the
mortgage is for an overstated present advance with a collateral
agreement thet future advances will be optional. However, it is
difficult to escave the reasoning, set cut in several Califcornia
cases, k1 that the overstatement cannct reelly harm the intervening
lienor, especially since he can, and in most cases wouwld, learn the
detalls of the transaction by making inguiry of the mortgagee. ke
Thus though scme such revision of the law appesrs logical and harmless,
it is not clear that it would serve any major useful purpose.

A finel considerstion is that any revision of the law affecting
real property mortgages would presumably change the law applicable to
mortgages of perscnal property and crops. This follows because of
the conclusion reached above that except in the narrow area covered
by Sections 2974 and 2975 of the Civil Code the same rules apply

L3
to both groups of cases. For all these reasons_gyg rgpqggggggtioyr

is _that no revision be attempted at this time with respect to the law

YT _are.

governing mortgages of real property to secure future advances,

R ST o o e, Ty

Personal Froperty

In considering revision of the lew relating to mortgages

of chattels to secure fubture advances no such wniformity is

-22-
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encountered as that which exists in the real property ceses. Only
one Jurisdiction in the United States has a statute similar in

NN
language to either Section 2074 or 2975. The major problem is

that of clarity. The existing statutes sre unclear in meaning

and effect. Tt seems desirable to revise them in such a way &s to

remcve major doubts about thelr mesning and clarify tEEEE‘EEEEEEQE_

to the law in existence when they were enscted, The following

recommendations are based on the interpretation of Sections 2974
Ls
and 2975 of the Civil Ccde developed above.

Section 2974 appears to be the major offender, but the evidence

indicates that it is not frequently used by lending institutions.

This fact, coupled with the conclusion that all cases falling under
Section 2974 could also be covered by Section 2975, would seem to
Justify repeal of the section. A possible objection is that under
Section 2975 the maximwm amount to be secured must be stated in
order to secure full priority for optional future advences. Under
Section 2974 this is not necessary. However, assuming that Section
2974 is seldom used this considerstion seems unimportant. Section
297k also provides that temporary balances in favor of the mortgagor
or temporary repayment in full of amounts owing under the mortgage
shall not extinguish the mortgage. It is srguable that the prior
case law established a similar rule for all such mortgages, and that
repesl of Section 297k would thus not remove it from the law. This
mgtter is discussed further below. The recommendation is that

Section 2974 be repealed.




£

Section 2975 should be retalned in substance, but it could
be improved a great deal by rephrasing. In addition at least one
troublesome problem of interpretation could be avoided by enacting
as part of Section 2975 the rule of the Buck case ol which was
included in Section 297k but omitted from Section 2975. This has
to do with the result of a temporary repayment in full of the mortgage.
Tt is common for mortgages of this type to be given on a kind of
"open account" basis, with the amount owing fluctuating widely
depending on the needs and the often seascnal income of the mortgagor.
This is particularly true when the mortgagee acts as mark eting agent
for the mortgagor and credits the proceeds of sale to the account
gsecured. Uncertainty as to the effect of temporary repayment of all
outstanding sums has led to the practice, in scme lending institutions,
of purposely leaving a small balance owing in order to avoid inadvexrt-
antly discherging the mortgage by payment before the parties intend

it to be extinguished. Prior to the 1935 legislation it was held

in the Buck case [oky ayment in did

the mortgage, but enactment of s similar provision in Section 297k -

vhile omitting any reference %o the problem in Section 2975, has

caused uncertainty, On the theory that the 1935 legislation merely
added to the existing law and did not completely reblace it it can
be logically argued that the rule of the Buck case is still in effect,
However, enactment of a similar provislon in the new Section 2975
would remove gll doubt sbout the matter.

Another problem is the effect, under Section 2975, of failure

to state the maximum amount owing. The interpretation developed above,

«2ha



to the effect that In such a case the lawr indepepdent of the
statute would govern, seems logical. 48 However it might be thought
desirable to include in any recomuended revision of the law some
statement which would remove doubt szbout the matter. The following
proposal for & revision of Section 2975 attempts to meet these
requirements. The proposed statutory langusge appears in italics
and comments concerning the purpose or meaning of each provision

in Roman type.

Mortgages of personal property or crops may be given to secure

future advances. This gppears to convey the meaning of the first

sentence of the present statute in fewer words. If the maximum amount

to be secured is stated in the mortgage the lien for all advances to

that amount, whether opticmel or obligatory, has the same priority as

that originally esteblished by the mortgage. This is a restatement

in shorter and clearer form of part of the second sentence of

Section 2975. There is no intention to change the meaning. Thus
“has the same priority as" seems to say as much es "shall be and
conetitute a lien or encumbrance of rank, effect, status and standing
egual to." And "that originally established by the mortgege” should
mean at least as much as "that established thereby initially and as

it may thereafter obtain." If the meximumn amount to be secured is

not stated the lien for all optional advances made after actual

notice of intervening liens is Inferior to them in pricrity. This

is the rule which existed prior to 1935 and which, under the
interpretation developed above, survived enactment of Sections 2974

and 2975, It is stated here in order to remove any existing



uncertainty. The stated maximum shall mean the maximum amount

secured at any time and does not include amounts already discharged

or repaid. This is a restatement of the last part of the second

sentence and is not intended to change the meaning. Repayment in full

of amounts owing under the mortgage does not extinguish the mortgege.

This provision is the equivalent of a similar onme in Section 297Th.
Tt is edded here in order to clarify the law on the theory that the
rule established in the Buck case survived the enactment of Sections

20Th and 2975 in 1935. Necessary expenditures made by the mortgagee

to preserve the security constitute liens having the same priority

as_that originally established by the mortgage. This is the rule

under the cases for real properiy mortgages, 49 end it was formerly
contained in the last sentence of Sectior 2975. It is continued

here in briefer and clearer form.

_26-
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FOOTNOTES

See Osborne; Mortgages § 113 (1951);: 4 Am L. Prop.

§ 16,70 (1952): Although the corporate mortgage is

in some ways similar to a mortgage for future advances
it raises many problems of an entirely different kind
and has accordingly been omitted from this study. See
3 Glenn, Mortgages §§ 405-406.3 (1943); Osborne, Mort-
zages § 123 (1951); 4 Am. L. Prop. § 16.78 (1952).
Cal. Stat. 1935, c. 817, §§ 8, 9.

Cal. Stat. 1956; res. c. 35.

The same rules apply to trust deeds to secure future

advances, Atkinson v. Foote, 44 Cal. App. 149, 186

Pac. 831 (1919); and by analogy they have been applied
to the assignment of a chose in action to secure future
advances, Willard v. National Supply Co., 51 Cal. App.2d
555, 125 P.2d 519 (1942). Prior to 1935 chattel mort-
gages for future advances were subject to the same rules.
See Frank H. Buck Co. v. Buck, 162 Cal. 300, 200 Pac.
392 (1921).

Frank H. Buck Co. v. Buck, 162 Cal. 300; 200 Pac. 392
(1921); Tapia v. De Martini, 77 Cal. 383, 19 Pac. 641
{1888); Oaks v. Weingartner, 105 Cal. App. 2d 598, 234
P.2d 194 {1951). In Connecticut; Maryland and New Hamp-
shire the maximum amount must be stated., Matz v. Arick,

76 Conn. 388, 56 Atl. 630 (1904); Stoughton v. Pasco,



6.

5 Conn. 442 {1825); Hewitt, The Rule in Matz v. Arick,
2 Conn. B. J, 237 (1928} Md. Code art. 66, c. 2
(Flack 1951); In re Shapiro, 34 F. Supp. 737 {D.C. Md.
1940); High Grade Brick Co. v. Amos, 95 Md. 571, 52
Atl, 582, 53 Atl. 148 {1902); Watkins; Marvland Mort-
rapes for Future Advances; i, Md. L. Rev. 110 (1940};

N. H. Rev., Stat. c. 479:3-479:5 (1955); Mica Products
COe Ve Heath; 81 W.H. 470, 28 Atl. 805 {1925). In
Georgia the statute requires that the mortgage

"specify the debt to secure which it is given."™ This
has not been interpreted to require that the maximum
amount be stated if it can be otherwise ascertained.

Ga. Code § 67-102 (1955); Allen v. Lathrop; L6 Ga. 133
(1872).

This proposition is assumed in most of the cases, but

it is so obvious that none have stated it. See 3 Glenn,
Mortgages § 400 (1943); Osborne, Mortgages § 118 (1951};
L Am. L. Prop; § 16.73 (1952).

The distinction between opticnal and obligatory advances
was not made in the leading case of Tapia v. De Martini,
77 Cal. 383; 19 Pac. 641 (1888) or in Hall v. Glass;

123 Cal. 500, 56 Pac. 336, 69 Am, St. Rep. 77 {18%9)

but all the later California cases recognize and apply
it., In Maryland the distinction is not observed in
that neither type is given priority. OSee authorities
cited su ra; n. 5. In Mississippi and Texas the reverse
situation exists: both optional and obligatory advances

are given priority, even though actual notice of the



intervening lien has been received before the advance
is made. Consequently the distinction is not of im-
portance in determining priorities. Gray v. Helm;

60 Miss, 131 (1882); Witczinski v. Everman, 51 Miss.
841 (1875); First National Bank v. Zarofonetis; 15
S.W.2d 155 (Tex. Civ, App. 1929); Willis v. Sanger,

15 Tex. Civ. App. 655, L0 S.W. 229 (1897).

Smith v. Anglo-California Trust Co., 205 Cal. 496,

271 Pac. 898 (1928): Fickling v. Jackman; 203 Cal.
657; 265 Pac. 810 (1928); Willard v. National Supply
co.; 51 Cal. App.2d 555, 125 P.2d 519 (1942); Lumber
and Builders Supply Co. v. Ritz, 134 Cal. App. 607,

25 P. 2d 1002 (1933); Wood Lumber Co. v. Mulholland,
118 Cal. App. h75; 5 P.2d 669 (1931); Atkinson v.
Foote; 44 Cal. App. 149, 186 Pac. 831 {1919): Valley
Lumber Co. v, Wright; 2 Cal, App. 288, 8L Pac, 58
(1905}.

In Maryland; mortgages for obligatory future advances
are not given priority. However, if the bank credits
the full amount of the loan to the account of the
mortgagor under an agreement that stated amounts will
be released at stated intervals the effect desired is
achieved. The distinction seems to be based on the idea
that the irrevocable credit to the mortgagort's account
1s more like an escrow loan than a mortgage for future
advances. Se Md. Code art. 66, c. 2 {Flack 1951});
White Eagle Polish American Building & Loan Assn. v.



10,

11.

12,

Canton Lumber Co., 168 Md. 199, 178 Atl. 214 {1934);
Eisinger Mill & Lumber Co. v. Dillon, 159 Md. 185, 150
Atl, 271 {1930): New Baltimore Loan & Savings Assn. V.
Tracey, 142 Md. 219, 120 Atl. 441 (1923); Western National
Bank v. Jenkins, 131 Md. 250, 101 Atl. 667 {1917): 3 Glenn,
Mortgages § 400.1 (1943); Osborne, Mortgages § 115 (1951}

Watking, Maryland Mortgages for Future Aﬁvances, 4 Md. L.

Rev. 111 (1940).
In Smith v. Anglo-California Trust Co., 205 Cal. 496, 271
Pac. 898 (1928), an arrangement of this type was treated

as a mortgage for obligatory future advances.

Presumably the mortgagee is expected to respond frankly

to such inquiries. The cases do not indicate what the
consequences might be should he refuse. However bankers
state that thev give such information freely to persons
with interests beyond mere curicsity.

Although the decisions speak of the necessity for "actual
notice" the context always indicates that they mean to say
only that record notice is insufficient., See cases collect-
ed in annotation, 138 A.L.R. 586 {1942). In Atkinson v.
Foote, 44 Cale. App. 149, 186 Pac. 831 {1919) the court
held that notice to the attorney (agent) was notice to

the client {principal). The reasoning was that this was
something more than record notice and thus sufficient.

No other discussions of the question have been found.
Savings & Loan Society v, Burnett, 106 Cal. 514, 39 Pac.
922 (1895); Tapia v. De Martini, 77 Cal. 383, 19 Pac. 641
(1888): Yost-Lynn Lumber Co., v, Williams, 121 Cal. App 571,



13.

@ P. 2d 324 (1932); Althouse v. Provident Mutual Build-
ing-Loan Assn, 59 Cal. App. 31, 209 Pac, 1018 (1922):

W. P. Fuller & Co., V. McClure, 48 Cal. App. 185, 191 Pac.
1027 {1920); Atkinson v. Foote, 44 Cal. App. 149, 186 Pac.
831 (1919). In New Hampshire optional mortgages for future
advances are valid only as to the present advance made,

N. H. Rev. Stat. c. 479:3-479:4 (1955); Stavers v. Philbrick,
68 N.H. 379; 36 Atl, 16 {1895); Abbott v. Thompscn, 58 N,H,
255 (1878). In 1955 this statute was amended in language
which appears to change the rule to one more in conformity
with the majority. N. H. Rev. Stat. c. 479:4 {supp. 1955).
In Mississippi and Texas opticnal advances have priority
even though actual notice has been received. See author-
ities cited supra, n. 7.

In Hall v. Glass; 123 Cal. 500, 56 Pac. 336, 69 Am. St.
Rep. 77 (1899}, a case dealing with a crop mortgage, the
court appeared to approve the rule that recording was
suffiecient notice to give priority over subsequent optional
advances. However all the other cases, including later ones,
are contra.

In three jurisdictions record notice has been held suffi-
cient to destroy priority of subsequent optional advances.
Ladue v. Detroit & M. R. Co.; 13 Mich, 380; 87 Am. Dec.

759 (1865); Spader v. Lawler, 17 Chio 371; 49 Am, Dec. 461
{1848): Kuhn v, Southern Ohio Loan & Trust Co., 101 Chio
St. 34, 126 N, E. 820 {1920); McClure v. Roman, 52 Pa. 458
{1896); Bank of Commerce’s Appeal, 44 Pa. 423 (1863); Bank
of Mentgomery County's Appeal; 36 Pa. 170; 3 Grant Cas. 300



14,

15.

16.

17.

18.

19.
20,

(1860); Ter-Hoven v. Kerns, 2 Pa. 96 (1845),

Hall v. Glass, 123 Cal. 500, 56 Pac, 336, 69 Am, St. Rep.
77 (1899)3 Lumber & Builders Supply Co. v. Ritz; 134 Cal.
App. 607; 25 P.2d 1002 (1933); W. P. Fuller & Co. v. Mc-
Clure; 4,8 Cal. App. 185, 191 Pac. 1027 {1920).

Tapia v. De Martini, 77 Cal. 383, 19 Pac, 641 (1880}; Tully
v. Harloe, 35 Cal. 302, 95 Am Dec. 102 (1868).

Smith v. Anglo-California Trust Co., 205 Cal. 496, 271 Pac.
898 (1928}; Tapia v, De Martini; 77 Cal. 383, 19 Pac, 641
{1880); Tully v. Harloe; 35 Cal. 302, 95 Am, Dec. 102
(1868}: W. P. Fuller & Co. v. McClure, 48 Cal. App. 185,
191 Pac. 1027 {1920); Valley Lumber Co. v. Wright, 2 Cal.
App. 288; 84 Pac., 58 {1905). 1In Connecticut such mortgages
are protected only as to the amounts originally advanced
and all subsequent advances are inferior to intervening
liens. The restrictive statutes in New Hampshire (dis-
cussed ggg;g; n, 12) and Maryland (discussed supra, n. 5,
6} appear to make them void. See 3 Glenn, Mortgages § 403
(1943}; Osborne, Mortgages § 122 (1951); &4 Am. L. Prop.

§ 16.77 (1952).

3 Glenn; Mortgages § 398 (1943); Osborne, Mortgages § 116
{1951);: 4 Am, L. Prop. § 16.72 {1952},

Tapia v. DeMartini; 77 Cal. 383, 19 Pac. 641 {1880); Tully
v. Harloe, 35 Cal. 302, 95 Am. Dec. 102 (1868).

See discussion supra, n. 5.

Tapia v, DeMartini; 77 Cal. 383, 19 Pac. 641 (1880), appears
to ignore the distinction between optional and obligatory

advances in these cases, but later decisions apply it as



21,

22.

23,

Rl
25,

26,

27 s

stated in the text. Smith v. Anglo-California Trust Co.,
205 Cal. 496, 271 Pac. 898 (1928}); Valley Lumber Co. V.
Wright, 2 Cal., App. 288, 84 Pac. 58 (1505).

Savings & Loan Society v. Burnett, 106 Cal. Slh, 39 Pac.
922 (1895). In England under the Law of Property Act
{1925) recording the intervening lien places the mortgagee
of the overstated present advance type on notice. JSee
Fisher & Lightwood's Law of Mortgages 508-9 (7th ed. 1931},
Except the very general provision in Civil Code Section
2384 that "A lien may be created by contract, to take im-
mediate effect; as security for the performance of obli-
gation not then in exlstence."

Frank H, Buck Co. v. Buck, 162 Cal. 300 200 Pac. (1921);
Tully v. Harloe, 35 Cal. 302, 95 Am. Dec. 102 (1868);
Willard v. National Supply Co., 51 Cal, App.2d 555, 125

P. 2d 519 (1942).

Cal, Civ. Code §§ 2974, 2975.

Hollywood State Bank v. Cook, 99 Cal. App.<d 338 221 P.24
988 (1950}.

There is a helpful discussion of this legislation in Prestm

and Bennett, Agricultural Credit Legislation of 1933, 42

J. Pol. Econ. 6 (1934).

"] am quite sure that the bill which became Chapter 817 of
the Statutes of 1935, which added these two sections to
the code and made other changes in the sections dealing
with chattel mortgages; was sponsored by the production

credit associations." Letter of August 3, 1956 from



Edward D. Landels, Legislative Representative for the
California Bankers Associatiom.

"Some time ago I inquired into the legislative history

but didn'*t get far. One informant was under the impression
that the sections had been sponsored by the Federal Land
Bank or some other agency connected with the Farm Credit
Administration.™ Letter of August 1; 1956 from E. H.
Corbin; Vice President; Legal Department, Security-First
National Bank of Los Angeles.

28, See note 25 supra.

29. "It has always been my opinion that Section 2975 is the
section dealing with Chattel Mortgages generally; and that
Section 2974 was added to cover mortgages given to secure
locans made for the purpose of financing a mortgagor during
regular production periods. All Chattel mortgages are sub-
Ject to the provisions of Section 2975. However; if the
mortgage is for the special purposes set forth in Section
2974; then the additional rights or benefits conferred by
this section are available to the parties. In other words,
Section 2974 is merely supplemental to Section 2975." Let-
ter of October 10; 1956 from Percy A. Smith, Attorney for
the Production Credit Corporation; Federal Intermediate
Land Bank and Bank for Cooperatives of Berkeley.

30. Mr., Percy A. Smith; in the letter cited in the previous
footnote; suggests the same interpretation as that developed
in the text. A similar approach was taken by the writer of

the material on chattel mortgages in California Jurispru-

dence. See 10 Cal, Jur.2d, Chattel Mortgages §§ 14-17 (1953



™

31,

32.
33.

34.

35.

36.

The cases are collected and discussed in 3 Glenn, Mort-
gages §§ 392-406.3 (1943}; Osborne; Mortgages §§ 113-124
(1951): 4 Am. L, Prop. §§ 16.70-16.79 (1952).

See discussion in notes 5, 7, 9, 12, 13, 16 and 21, gupra.
Fickling v. Jackson, 203 Cal. 657, 265 Pac. 810 {1928);
Savings and Loan Society v. Burnett, 106 Cal. 514, 30 Pac.
922 (1895); Willard v. National Supply Co., 51 Cal. App.2d
555, 125 P.2d 519 (1942}; Lumber and Builders Supply Co.

Ve Ritz; 134 Cal. App. 607; 25 P.2d 1002 (1933); Lanz v.
First Mortgage Corp.; 121 Cal. App. 587, 9 P.2d 316 (1932);
Yost-Linn Lumber Co. v. Williams, 121 Cal. App. 571, 9 P.2d
324 (1932): Wood Lumber Co. v. Mulholland, 118 Cal. App.
475, 5 P.2d 669 (1931); Atkinson v. Foote, 44 Cal. App. 149,
186 Pac. 831 (1919); Valley Lumber Co. v. Wright, 2 Cal.
App. 288; 8L Pac. 58 (1905). In some of thess cases it is
not clear whether the nature of the advances were litigated
below, although in most it appears to have been an issue at
the trial.

See note 9, supra. This alternative might not be available
since in Smith v. Anglo-California Trust Co., 205 Cal. 496,
271 Pac. 898 (1928) a similar device was treated by the
court as a mortgage to secure future advances.

In Smith v. Anglo-California Trust Co., 205 Cal. 496, 271
Pac., 898 (1928) the court required the mortgagee to hold
funds not yet advanced when the mortgagor died available
to satisfy claims of mechanics and materialmen, because

the advances were obligatory,

See note 5, supra and accompanying text.



37.

38.
39.
40.

L1,

L2,

£3.
bl

This would follow because of the requirement that the
mortgage or c¢ollateral recorded instrument contain the
full agreement of the parties.
See note 14 supra and accompanying text.
See notes 15-21 supra and accompanying text,
Discussed in Fisher & Lightwood's Law of Mortgages 508-9
{7th ed. 1931).
Tapia v. DeMartini; 77 Cal. 383; 19 Pac. 641 (1880); Tully
Ve Harloe; 35 Cal. 302, 95 Am. Dec., 102 (1868].
It would also be possible for a junior lienor to send stop
notices to superior mortgagees of record in all cases.
While this might be a practical way of insuring the maximum
available priority it would tend in some cases to be the
kind of idle and useless act that the law should not require,
And it would still not help the prospective lienor learn
from the record the details which might help him decide
whether he wants to extend credit at all.
See note 30 supra and accompanying text.
Arizona has statutes enacted in 1941 which are almost ident-
ical with Sections 2974 and 2975 of the California Civil
Code., Presumably the California legislation was used as
a model by the Arizona legislature. See Ariz. Rev. Stat.
§§ 33-771 to 33-773 (1956). For a collection of state laws
and summaries of court decisions see Conditional Sale &
Chattel Mortgage Reporter.

Sections 9-204 and 9-312 of the Uniform Commercial
Code contain provisions applicable to chattel security for

future advances. Since these provisions are integral parts
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of the Code itself and do not mean much apart from that
context consideration of them as a possible model for
revision of Sections 2974 and 2975 seemed unwise. The
approach taken by Article 9 of the Code is so different
from that embodied in the California statutes that piece-
meal adoption would tend toward confusion, rather than
clarity. See generally American Law Institute and National
Conference of Commissicners on Uniform State Laws, Uniform

Commercial Code: Final Text Edition, Art. 9 {1951); Cooper,

New Wines and New Bottles: The Uniform Commercial Code and
the California Law of Chattel Security, 27 So. Calif. L. Rew
265 (1954).

See notes 22-30 suvra and accompanying text,

"With respect to Section 2974; although this Section has
been in the code for many years; my experience is that the
banks and other financial institutions make very little use
of it. Séction 2675 is used almost exclusively. I; person=-
ally; have never drawn a mortgage pursuant to Section 2974.
T use Section 2975 exclusively. I have never had a request
from the California Bankers Association since the Section
was adopted for a form of mortgage under it to be given

to any of its member banks. I have; however, over the
years prepared several forms of mortgage under Section 2975
for use by members of the Association, I have talked with
Mr, Kenneth Johnson; Esq.; General Counsel for the Bank of
America; and he tells me his bank makes very little use of
Section 2974." Letter of July 30, 1956 from J. F. Shuman

of Morrison, Foerster, Holloway, Shuman & Clark, counsel



T

47
48,

49.

for the California Bankers Association.

Frank H. Buck Co. v. Buck; 162 Cal. 300; 200 Pac. 392 {1921)
See note 30 supra and accompanying text.

Savings & Loan Society v, Burnett; 106 Cal, 514, 39 Pac.

922 (1895},



5/17/57

MINUTES OF MEETING
oF

NORTHERN COMMITTEE

May L, 1957
San Francisco

Members Staff

Mr. Thomas E. Stanton, Jr. Mr. John R. McDonough, Jr.
Professor Semuel D, Thurman

STUDY NO. 24 - MORTGAGES FOR FUTURE ADVANCES

The Committee discussed with Mr. Merryman his report, the recomen-
dations made therein, and the revision of Civil Code Sectlons 2974 and 2975
proposed by him., The Committee makes the following recommendations:

1. That Mr. Merryman's study be accepted and spproved for
publication by the Commission.

2. That the Commission determine whether a field study of real
property mortgages for future advances should be made for the purpose of
determining whether the Commission should recommend to the Legislature:

(a) That all advances be given the priority presently accorded
cbligatory adwvances;
(b) That all advances be given the priority presently accorded

optional advances; or
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(¢) That if the present distinction between obligatory
and optional advances is retained, a mortgage for future advances he
required to state that advances to be made thereunder are cobligatory
in order to have the priority presently accorded to such advances.
3. That the Commisslion determine whether g similar field study
showld be made with respect to personal property mortgages for future advances.
L, That if no field study is undertaken the Ccmmission reecmmend no
revision of existing law relating to mortgeges for future advances except the
following:
(a) That Civil Code Section 297L be repealed.
{b)} That Civil Code Section 2975 be revised to read
as follows: #
2975. Mortgages of personal property or crops may
be gilven to secure future edvances. If the maximum amount to
be secured is stated in the mortgege, the lien for all advances
to that amount, whether cpticnal or obligatory, has the same
priority as that originally established by the mortgege. If
the maximwn amount to be secured is not stated, the lien for
all optiochal advences mede after actual notice of intervening
liens is inferior to them in priority.
The stated maximum smount means the maximum amount

secured at any one time, and does not include amounts already

% The proposed revision is shown in strike-out and underline following this
atetement of Section 2975 as 1t would read if revised as recommended.

-
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wnderline:

repald or dischsrged. Repayment in full of amounts owing under
the mortgege deoes not extinguish the mortgage.

Necessary expenditures made by the mortgagee to preserve
the security constitute llens having the same priority as that
criginally established by the mortgage.

Within the meaning of this section, fubture advances means
sums to be paid in the future by the mortgagee to the mortgagor or
for his account pursuant to the terms of the mortgage.

The following shows the revision of Section 2975 in strike-out and

2975. A-merigage Mortgeges of personal property or crops

may be given to secure future advances. the-repayment-of-guns

$hat-may-be-advancedy -expenditures-that-may-be-madey-ov
indebtednesses-or-chiigatisns-that-may-be-inaurred-subsaguent
$9-%he-enecution-of-aueh-merbgagey If the maximum amount the

vepaymenb-ef-whiekh-ig-prepased to be secured by-sueh i3 stated in

EEE mortgage, ic-expreesed-therein-{whether-the-ereation-of-debis
in-sueh-sHeunt - or-any-~-part~-theresf-be~opiional ~withy~or-obligatery
upen-tho-nertgngee-or-assime) y~suek-norigage~ {subjeet-to-the
provisiong-of-seetions-2011y-20L1 , -2068, -2069-and-2972-08-the
Bivil-Gede)-shall-be-and-eenssitube a the lien

for all advances to that amount, whether optiocnal or obligatory,

has the same priority as er-erewsbranee-ef-rakky-effeety-gtasus
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and-standing-eguat~te that originally established by the mortgage.

If the maximus amount to be secured is not stated, the lien for

all optional advances made after actual notice of intervening liens

is inferlor to them in pricrity. +shereby-initially-spd-as-ib-may

thereafter-cbtainy -as-seewrity-for-tho-repayrert ~of -any-sumey
expenditureny~indebbednesses-ard-obligationsy -swWing-or-due-oF
beesning-owing.or-dua-therevndery-up-to-apd-ineludirng-sueh-axpressed -
Baxipum-amount-whieh-shall-be-eensidered-enly-as-a-1imit-ef-the
debisy -suly -expendituresy - indebtednesses-and-cbligations-that -may

ke

The stated maximum amount means the maximum amount secured

theveby at any one time, and does not ts include sweh-as-may-have

existed amounts already ard-been repaid or discharged thereunder.

Repayment in full of amounts owing under the mortgage does not

extinguish the mortigage. A-morbgage-of-persenal-prepeyty-o¥-o¥eps

Bhatl-alse-eorstitute-a-1ien-or-enevsbranee-of -rarky-offeety -status
apd-standing-equal-ba-that-esbablished-initially-ex-therenfber
abtalred-theyebyy-as-security-for-the-repaymant ~of -all-suns -6
amevRsR-that-are-nesessarily-advanasd -or -axpended -by-the-mortgages-
ow-assignRey -for-tho-maintonanee-or -preservation-of -the-propariyy
or-any-part-thoreofy-deseribed. in-such-mortgage

lecessary expenditures made by the mortgagee to preserve

the security constitute liens having the same priority as that

originally established by the mortgage.

-
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Within the meaning of this section, future advances means

sums to be pald in the future by the mortgagee to the mortgagor

or for his account pursuaent to the terms of the mortgage.
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SIUDY NO. 23 - RESCISSION OF CONTRACTS

At the begipning of the discussion Professor Lawrence Sullivan
distributed copies of a lengthy outline of his proposed study on thise subject.
He then outlined orally a number of the points covered in the outline. BSeveral
of these points were discussed at some length. It was agreed that the members of
the Committee and the FExecutive Secretary would read and discuss Mr., Sullivan's
ocutline and that the Executive Secretary would then commmicate to him any
suggestion which we might have concerning the study. Mr. Sullivaen expressed his

intention of completing the study at a relatively early date.

e
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STUDY NO. 33 -~ SURVIVAL OF TCRT ACTIOHS

Mr. Stanton was unable to be present during this part of the meeting.
Mr. Thurman and the Executive Secretary discussed with Mr. Killion the
legislative history of survival of tort actions in Californis and a number of
questions relating to the study which were raised by Mr. Klllion. Mr. Killion
expressed the wiew that all tort actions should survive but that the estate
shopld not have a right to recover any element of damages (such as pain and
suffering) which the decedent might have recovered had he survived but which did
not result in diminution of the estate. Mr. Killion was given a rough cutline
of the points which it was suggested might be covered in the study. There was
discussion of a completion date but none was declded wpon. However, Mr, Killion

stated that he would like to complete the study within the next month.

Respectfully submitted,

John R. McDonough, Jr.
Executive Secretary



