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Memorandum 73-31
Subject: Study 36.150 - Condemnation {Compensation for Divided Interests)

Altached to this memorandum is a draft statute of the chapter dealing
with compensation for divided interests. The decisions made by the Commis-
slon at the March 1373 meeting with regard to the two-stage proceeding and
use of the undivided fee rule are incorporated in the draft. Other features

of the draft are discussed below.

Accrual of Right to Compensation

Code of Civil Procedure Section 12!9 provides that the right to compens
sation "accrues" as of the date summons is issued. It has been said that
compensation must be paid to ihe owners as their respective interests appear

et that time. Cf. People v. Klopstock, 24 Cal.2d 897, 151 P.24 641 (1944).

While this general statement is fine in theory, it appears to have been
more honored in the breach than in the observance. There has been a whole
line of cases, for example, that in effect ignores the rule of accrual for

purposes of compensating a lessee for his property even 1f no summons issues

or a complaint is even filed. B8ee, e.g., Concrete Service Co. v. State of
California, 274 Cal. App.2d 142, 78 Cal. Rptr. 923 (1969). Also, where there
are changes in ownership following "acerual," the right to compensation appears
to follow the transfer. This is true at least of cases where the property 1s
subsequently sold or where rights in the compensation to be awvarded are
alienated. More difficult problems arise where a lease is termirated or
mortgage foreclosed after the time the right to compensation "acecrues." The
varieties of possible situations are so numerous that the courts must look to
each one to determine who is entitled to the award and what his share should be.
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The staff believes that it would not be helpful to keep the general rule
indicating that the right to compensation accrues at issuance of sunmons and
accordingly has omitted it from the draft statute and, instead, we propose

that each specific problem be handled separately.

Effect of Taking on Leasehold

Where property subject to a leasehold is condemmed, the condemnation in
effect cancels or frustrates the lease, and performance on both sides is ex-
cused. But, where there is a partial taking of property subject to a lease-
hold, the law in California and in a ma jority of United States jurisdictions
requires the lessee to continue to pay full rental for the remainder of his
term; in this situation the lessee is entitled to offset his ocbligation by
receiving, out of the total award, such sum as will be the present equivalent
of the future rent attributable to the part taken. The leading case on this

point 1s City of Pasadena v. Porter, 201 Cal. 381, 257 P. 526 (1927).

This approach to the leasehold in a partial taking case has been roundly
criticized, primarily because it gives the whole award for the future rentals
to the lessee and leaves the lessor to recelve his compensation as it accrues
and as the lessee sees fit to pay. The authorities and text writers are '.:
unanimous that the majority rule is erroneous. WNichols indicates it is unfeir
and possibly uncomstitutional; Powell labels the position regrettable; Orgel,
unreasonable;Walsh, unjust and inconsistent; and the other treatise writers and
law review articles that have discussed the question have called for a modi-
fication of the majority rule. For an excerpt from an excellent discussion
dealing with.leasehold valuation generally and its particular application to

the partial taking situation, see. Horgan and Edgar, Leasehold Valuation

Problem in Eminent Domain, 4 U.S.F. L. Rev. 1, 4-I2 (1969 )(Exhibit I).
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A few jurisdictions have made statutory efforts to mitigate the severity
of the majority rule. Massachusetts, for example, provides the ingenious
solution of having the award paid to a trustee, who will invest the award ..~
and pay the rental over to the lessor as it accrues. See Mass. Gen. laws,

Ch. 79, § 24, -

A much more direct and satisfactory solution, however, is simply

to invoke a pro rata rent reduction or, if the value of the property for the
purposes for which it 1g leased is ‘destroyed by the condemnation, invocation
of the doctrine of frustration. ILouisiana accomplishes this result directly
for, because it is a civil law Jurisdiction, the law of éontracts is applicable

to leasges:

If, during the lease, ihe thing be .totally destroyed by an un-
foreseen event, or it be taken for a purpcse of public utility, the
lease is.at an end. If it be only destroyed in part, the lessee
may either demand a diminution of the price, or.a revocation of the
lease. In neither case has he any claim of damages. {Ia. Stat. Anmn,
--C. C. Art. 2697.]

The ILouisiana courts have expressly applied this provision to condemnation
cases in both whole and partial takings.

In common law jurisdictions where the general contract rules do not apply
to leaseholds, express provisions for pro rata reductions in partial taking
cases will be necessary. West Virginia has such an express provision:

Whenever the whole of any tract of land which is under lease is
taken under the power of eminent domain, the liability of any tenant
of such land to pay rent thereon shall terminate unless the lease ex~
Pressly provides otherwise.

If any part of a tract of land which is under lease, or any ease-
ment or other interest in such land, is taken under the Power Of emimeht
domain, the rent of any tenant of the land shall, unless the lease
expressly provides otherwise, be reduced in the rroportion which the
value of the land or interest taken bears, at the time of such taking,
to the total value of the land upon which rent was payable, under
the lease.



The foregoing provisions shall not affect nor impair any right
which a tenant of land may have to compensation from the person ex-
ercising the right of eminent domain, for the value of his lease,
or other property upon the leased premlses belonging to him, or in
which he may have an interest, if such value shall exceed the amount
of the rent from the payment of which he is relieved by virtue of the
provisions of this section. [W. Va. Code § 37-6-29.1]

Ontario end Manitoba, Canada, have similar provisions, and the Law
Reform Commission of British Columbia has recommended enactment of the

same in its 1971 Report on Expropriation. Cf. Ontario, The Expropriations

Act, 1968-1969, § 35:

(1) Subject to subsection 2, where only part of the interest of
a lessee is expropristed, the lessee's cbligation to pay rent under
the lease shall be abated pro tanto, as determined by the board.

(2) Where 211 the interest of a lessee in land is expropriated
or where part of the lessee's interest ig expropriated and the
expropriation renders the remeining part of the lessee's interest
unfit for the purposes of the lease, as determined by the Beard, the
lease shall be deemed to be frustrated from the date of the expro-
priation.

The staff recommends adoption of a comparable provision in California

changing the rule of City of Pasadena v. Porter. See Sections 12850.120 and

1250.130.

Mortgages

Where property taken by eminent domsin is subject to a mortgage or
mortgages, the general rule is that the mortgegees are entitled to satisfy
their debts out of the award in their order of priority, with the amount
left over, if any, going to the mortgagor. Actually, this general rule is
rarely invoked since the mortgage instrument as a rule provides the same
result by asgreement of the parties, e.g.:

Any award of damages in connection with any condemnation for
public use of or injury to said broperty or any part thereof is
hereby assigned end shall be raid to beneficisry who msy apply or
release such money received by him in the same manner and with the

same effect as 1s provided for disposition of proceeds of fire or
other inpurance.

wlia



Code of Civil Procedure Section 1248(8) gives the condemnor the option to
take the property subject to the mortgage, the award to the nmortgagor being
the difference between the award and the amount outstanding on the mortgage.

In either of these situations, it is not clear whether the mortgegee has
the right to a deficiency judgment against the mortgagor should the smount
of the award be insufficient to satisfy the mortgage. The Commission may
wish to propose antideficiency legislation to specifically cover this
situation although the staff draft does not include such a provision.

Code of Civil Procedure Section 1246.2 provides that the amount payable
to the mortgagee where property subject to a mortgage is taken shall not
include any prepayment penalty. Whether this provision applies only where
the condemncr has elected to take the property subject to the mortgage
pursuant to Code of Civil Procedure Section 1248(8) or whether it applies
also to the situation where the mortgagor is left to pay off the mertgege
from the award is not clear. In either case, the staff believes that there
should be some relief from the prepayment penalty in the situation where the
mortgagee’s interest is paid from the mortgagor's award, for it seems unfair
to impose all the burdens of the involuntary taking on the mortgagor.
Accordingly, the draft statute mskes clear that there is no prepayment
renelty where the condemmor assumes the mortgage and adds a provision to
include in the award the amount of any prepayment penalties incurred by the
mortgagor where he is obligated to pay off the mortgage. Section 1250.230.
A provision could be included in the statute that no prepayment penslty
could be imposed by the mortgagee when property is acquired for public use,
but such a provision might present a constitutional problem if it were made
applicable to mortgages executed prior to the effective date of the provi-

sion. We have not researched this constitutional problem.
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More difficult problems of treatment of mortgages arise, as with leasges,
where there is a partial taking. Although in most jurisdietions the rule is
that, in the case of a partial taking of property subject toc a mortgage, the
mortgagee is entitled to all of the awvard, in California, the rule is that the
mortgagee is entitled to the award only if his security 1s impaired by the

taking. See, e.g., Sacramento etec. Drainage Dist. v. Truslow, 125 Cal.

App.2d 478, 270 P.2d 928 (1954). A recent case goes so far as to hold that
this is the case even where an express provision in the mortgage gives the

right to compensation to the mortgagee. See Milstein v. Security Pae. Nat'l

Benk, 27 Cal. App.3d 482, 103 Cal. Rptr. 16 (1972)(Exhibit II).

There appear to be no cases indicating what the result would be if
there is an impairment of security although the practitioners have informed
us that, in this situaticn, the mortgagee is entitled only to a share
sufficient to allay the impairment of security. The staff believes that it
is best to leave this problem to case development as well; the reason there
are so few cases in the area apparently is that the bulk of the problems
that arise are provided for in the mortgage agreement .

Where there are several mortgages on property involved in a partial
taking, Code of Civil Procedure Section 1248(9) invokes a special rule of
apportionment of the award among the senior and Junior lienholders to the
extent the senior lienholder's security in the remminder is not impaired.
The purpose of this provision and the manner of its operation are described

in the extract from Review of Selected 1969 Code Legislation (Cal. Cent. Ed.

Bar 1969),attached as Exhibit III. The staff is not aware of the need for
any changes in this provision, which is continued in Section 1250.220.
There is one general mortgage valuation problem that cuts across all

of the areas described above: whether the mortgagee should be compensated
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for his security interest at its contract value or at its market value. The
staff believes that a very strong argument can be made for awarding the
mortgagee the market value of his interest. An excellent study and recom-
mendation on this point by the Law Reform Commission of British Columbia

is attached for the Commission's consideration as Exhibit IV. The ataff

draft does not include any provision of the type discussed.

Vendors and Purchasers

The Uniform Vendor and Purchaser Risk Act is codified as Civil Code Sec-
tion 1662:

1662. Any contract hereafter made in this State for the purchase
and sale of real property shall be interpreted as including an agreement
that the parties shall have the following rights and duties, unless the
contract expressly provides otherwise:

(e} If, when neither the legal title nor the possession of the
subject matter of the contract has been transferred, sll or & material
part thereof is destroyed without fault of the purchaser or is taken by
eminent domain, the vendor cannot enforce the contract, and the pur-
chagser is entitled to recover any portion of the price that he has paid;

(b) If, when either the legal title or the possession of the sub-
ject matter of the contract has been transferred, all or any part thereof
is destroyed without fault of the vendor or is taken by eminent domain,
the purchaser is not thereby relleved from a duty to pay the price, nor
is he entitled to recover any portion thereof that he has paid.

This section shall be so interpreted and construed as to effectuate
its general purpose to make uniform the law of those states which enact
it.

This section may be cited as the Uniform Vendor and Purchaser Risk
Act.

The provision was enacted in 1947 and appears to have dealt adequately with
problems that arise vhere property subject to an executory sales contract is

condemned. The staff is aware of no need for change.

Option Holders

Under present California law, the holder of an option to lease or

purchagse property acquired by eminent domain is not entitled to share in
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the award even though he may have paid substantial amounts for the option
and even though the price at which he is entitled to exercise the cption is

well below the market price of the property. See East Bay Mun. Util. Dist.

v. Kieffer, 99 Cal. App. 240, 278 P. 476 (1929), and People v. Ocean Shore

R.R., 90 Cal. App.2d 46k, 203 P.2d 579 (1949). Whether the holder of an
option mey exercise the option following the commencement of condemnstion
proceedings and thereby become entitled to the award is not settled. It
seems particularly harsh to reguire the property owner to battle out the
condemnation award and then, if it appears that the option price is below
the award, allow the option holder to exercise the option and take the
difference.

Because option agreements rarely specify rights and liabilities in the
case of condemnation, the staff believes it may be helpful to provide a set
of rules thet will control absent express agreement. The staff suggests
that the holder of an option to purchase or lease property that is not
exercised at the time of commencement of an eminent dAomain action be
entitled to exercise the option after commencement with provision for
protection of the cwner against unreasonable delay of exercise. This scheme

is codified in Section 1250.310.

Future Interests

Where property acquired by eminent domain is subject to a present
possessory interest and a contingent future interest, particularly worri-
some problems in allocating the award may arige.

The "easy" case 1s the life tenant-remainderman situation, for here
the fact of reverslon is certain to occur upon the death of the life tenant

so that ultimately the estate is bound to vest in the remainderman. Where
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condemnation interrupts this arrangement, while it is not possible to deter-
mine with certainty how long the life tenant would have survived, it is
possible to compensate the life tenant for the market value of his interest
baged on actuariel tables and give the balance of the award for the property
to the remainderman. This sort of apportionment mey be unduly hersh on the
life tenant, however, for the present value of the life tenancy may not be
adequate to invest to present the same yield the life tenancy itself would
have provided. Thus, at least one California case has imposed s trust on
the condemnation proceeds to be invested and paid out to the tenant wntil
his death and the corpus then distributed outright to the remainderman.

Estate of Giacomelos, 192 Cel. App.2d 2bk, 13 Cal. Rptr. 245 (1961).

The more difficult cases arise where there is a possibility of reverter
or a right of reentry. The courts generally, California’s included, have
held that the reversionary interests are so speculative and contingent here

that they should not share in the award. See, e.g., Romero v. Dep't of

Public Works, 17 Cal.2d 189, 109 P.2d 662 (1941)}; People v. City of Fresno,

210 Cal. App.2d 500, 26 Cal. Rptr. 853 (1962); People v. City of Los Angeles,

179 Cal. App.2d 558, 4 Cal. Rptr. 531 (1960); City of Sante Monica v. Jones,

10L Cal. App.2d 463, 232 P.2d 55 (1951). The courts have indicated in dictum
that the reversioner might be able to shere in the award if the reversionary
interest has a special wvalue or if the possibility of reverter were more than
just speculative but rather an imminent possibility. The courts have never
had occasion to apply these rules, however.

The consequences of this rule can be particularly harsh and unfair.

Consider the facts of the leading case of Romero v. Dep't of Public Works,

supra, for example. Here the grantor sold property to a railrocad for the

sum of one dollar on condition that the railroad would bulld its line and
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maintain service, the real consideration for the sale being the henefits the
grantor would derive from the rail service. The grantor included the express
regervation that, should the property cease to be used for those purposes,
the land would revert. The Division of Highways then entered and tcok the
property for a public highway. Under Romerco, the reilroad received full
market value for property it acquired for a dollar while the reversicner
received nothing.

Similear situations arise where a grantor donates property to a munici-

pality for, e.g., park purposes {this was the case in Pecple v. City of Los

Angeles, supra}. The grant contains the reservation that, if the property

is not used for those purposes, it is to revert to the donor. The Division
of Highways takes the property and the city, which paid nothing for it, takes
the award. The reversioner gets nothing.

These results have been extensively criticiZed. ©See, e.g., Browder,

The Condemnetion of Future Interests, 48 Va. L. Rev. 461 (1962), and Note,

Compensation for Posslbilities of Reverter and Powers of Terminstion Under

Condemnation Law, 20 Hastings L.J. 787 (1969). The latter is a good brief

article oriented toward Californis law and is reproduced as Exhibit V.
Courts in other jurisdictions have on occasion devised solutions to the
future interest problem that yield more equitable results than denying the
reversioner any compensation. These include: (1) awarding the full amount
of compensation to the reversioner, (2) apportioning the award between the
parties on a market value or actuarial basis, and {3) holding the funds in
trust to be applied to the same purpose as the original grant and, if not
so applied, to revert. The staff believes that all of these are viable
approaches to compensating future interests, but their application to

particular cases must depend on the fact situstion in the case, the intent
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of the parties, end the like. The most we can do by legislation, perhaps,
is to indicate to the courts that there are other options available than
outright award to the holder of the possessory interest and to encourage

them to make use of the other options. See Sections 1250.410 and 1250.420.

Restrictive Covenants

Although in the past réstrictive covenants have been held not to be a
compensable property interest in California, the Supreme Court in the recently

decided case of Southern California Edison Co. v. Bourgerie {Exhibit VI) has

reversed this holding, declaring violations of building restrictions in deeds
compensable. In light of this recent holding, the staff believes that

corrective legislation in this area is no longer necessary.

Costs of Defense Amopg Interest Holders

One commentator has suggested that the costs of defending an eminent
domain action be spread among the holders of interests, particularly in the
mortgege situation:

Should the owner who defends or brings the action be entitled at least
to his litigation expenses from the award even where the trust deed
provides that the entire award shall be paid to the beneficiary-lender?
Should the answer to this question depend on whether the beneficiary-
lender participates in the trial preparation and the trial? {Miller,
Recent Developments in the Eminent Domain Field, 40 The Appraisal
Journal 286, 292 (1972).]

Since the staff understands that the commentator will be present in person
at the April meeting, we will defer to him to expound upon these ideas.

Respectfully submitted,

Nathaniel Sterling
Staff Counsel
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Memorandum 73«31

EXRIBIT I

[h “os.Fn Ito REVt l, '|'|'.12 (1%9)-1

Leasehold Valuatibn Problem

i |
Eminent Domain

by Jokn P. Horgan and Williom R. Edger®

I
VALUATION OF THE LEASEHOLD INTEREST

California follows the general rule that the measure of the lessee’s com-
pensation is the market value of his leasehold interest. The market value
of a lease is measured by the dilierence, if any, between the economic rent
and the costract rent ! The economic rent is that rent which the property
would command on the open market at present assuming it was unen-
cumbered by any lease and otherwise available for occupancy by a new

2 United States v, Certain Lands, eic., 3% FSupp. 91, (EDNY. 1541}, United States v.
Certadn Space, etc, 71 FSupp. 986, (MN.D, Calif. 1947); Fort Worlk Concrete Co. v. State,
416 SW. 2d 518 {Tex.) (1967},

 Commonwealth Dept, of Highways v. Fullz, 360 5.W .24 216 {Ky) (1962},

10 Hynna v. Hampden County, 750 Mass. 107; 145 N.E, 258 {1924} Emerson v. Somer-
ville, 166 Mass, 115, 44 N.E. 110 (1895); Tate v. State Highway Com. 226 Mo.App, 1216,
49 SW.2d 282 (1932): Lyons v. Philadelphis &k R. R. Co., 209 Pa. 550, 53 A, 924 (1904).

11 Shaaber v. City of Reading, 150 Pa. 402, 24 A. 592 {1892).

12 Pesple ex rel. Dept. of Public Works v. Lundy, 238 CalApp.2d 354, 47 Cal.Rptr. 694
(1965}. )

13 A, W. Duckett & Co. v. United States, 266 U.S. 149 (1924).

3 People ez rel. Dept. of Public Works v. Lundy, 238 CalApp2d 354, 47 Cal.Rptr. 594
(1965).

16 Peaple ex rel. Dept. of Public Works v. Rice, 185 CalApp.2d 207, 8 CalRptr, 76 {1560} ;
& Nicmors Exovesr Posamy, $1242(3) (3rd ed.); Canterbury Really Co. v. Jves, 2716 A,
2d 426 (Conn,) (1966).
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tenant. The contract rent is the rent provided for in the lease. If the
economic rent exceeds the contract rent the lease has a market value to
the extent of the difference. If, on the other hand, the contract rent ex-
ceeds the economic rent, the lease has no value for in this circumstance
it is plain that the lessee is paying more than market value for his lease
and therefore has nothing which is saleable in a competitive market.

In those cases where the economic rent exceeds the contract rent,
giving the lease a market value, this excess is sometimes referred to as
the bonus vaixe of the lease. More properly, however, it is the morket
value. A simplified, yet instructive, example of the mathematical process
of deriving the market value from 2 comparison of the economic and the
contract rents is found in the case of Yellow Cab Co. v. Howard,'® where
the court finds: '

The dimensions of the premises are {80 feet by 112 feet or 20,160
square feet, which at 48 cents per square foot [ike ecomomic remt} is
$0,676.80 per year. The lesse had one ytar, nine months to run or 134
years; $9,676.80 for 134 vears is $16,934.40. Rent reserved in lease for
134 years at $6,000.00 per year [the contract rent] is $10,500.00. De-
ducting $10,500.00 from $16,934.40 is $6,434.40, or the value of the
leasehold. Yellow Cab Companuy is entitled to recover judgment for the
sum of $6,434.40,

{ Bracketed material added for clarity.)

-

_ The foregoing example is undoubtedly an over-simplification of the
process but it does illustrate the important concept that the market value
of a leasehold is generally measured by the difference between the eco-
nomic and the contract rents. Unquestionably some. 40 years after that
decision and in a highly sophisticated and computerized age, the valuation
expert would say that the calculation is too primitive in that it does not
reduce the difierence between the economic and contract rents to a present
value through the discounting process. Such a criticism is undoubtedly
valid since the lessee is being paid this bonus or market value in praesents
rather than in instaliments over a period of 21 months. Since the lessee
will be receiving his compensation in a lump sum now, rather than waiting
for periodic payments, it is obvious that if that lump sum were talculated
on the unmodified basis of the sum total of all the periodic payments
which he would receive, that he would be receiving more than just compen-
sation. By definition, capitalization is the process of converting into a
present value a series of anticipated future annual instaliments of income.
The capital amount, called the capitalized value, is in effect the sum of the

18 243 TIL App. 26 (1927),



6 UNIVERSITY OF SAN FRANCISCO LAW REVIEW [Vol. 4

anticipated annual rents less the loss of interest until the time of callec-
tion. In the Yellow Cak case, the unmodified sum, which the court awarded
-—$6,434.40—is clearly more than just comipensation because in the
normal course of events the lessee would ot realize this amount in one
Jump sum at present but would have to wail for ihe passage of some Z1
months. If he is paid the whole amount now he would be enriched by the
amount of interest he could carn on that lump sum over the 21 month
period. Therefore it becomes necessary to discount the lump sum to 2
present worth or value and this becomes the current value of the right
to collect future payments. The sum of $1.00 in hand today, is worth
exactly that. As the time until collection increases, the present day valse
of the amount to be collected diminishes. This discount in value is due to
the loss of interest in the interim. In its simplest terms, therefore, capitali-
zation is a deduction of interest in advence from each anticipated future
income payment. Thus if the present worths of each anticipated futare
installment payment are added together, the present value of the total
income stream is obtained. This discounting principle.is.not peculiar to
eminent domain valuations but finds broad application in personal injury
actions where a substantial majority of the courts require a plaintiff to
reduce his economic Josses, such as loss of earnings or loss of contributions
to a sutvivor to their present value.!" While this requirement of discount
is not generally applied to damages for pain and suffering since such
damages are not capable of accurate mathematical determination, it is
generally recognized that economic detriment is capable of objective and
mathematical asceriainment. The courts, generally, feel that a plaintiff
who receives a cash lumg sum award for his economic detriment which
will only be realized periodicalty in the months and years to come, is being
excessively compensated if he does not give a discount for the lump sum
cash received. In theory, the plaintiffi who receives the lump sum can put
these funds to work and earn interest on the investment. It is clear, there-
" fore, that this discounting principle has more than a limited application
in the appraisal field and is a technque with which lawyers generally
would do well to become familiar.?® To complete the mathematics, then,
if, in the Yellow Cab case, we use an interest rate of 6% and discount for
time we find that the present value of the lessee’s interest is $5,923.32 or

17 Noble v. Tweedy, 90 Cal.App 2d 738, 208 P.2d 778 (1949) (and cases cited therein).

18 Generally, see, SCEMUTE, TRE Arpratsat Process (19053) ; AMERTAN INSTIFUTE oF REar
EsTATE APpeatsias, ArPramab TRaMinoLOCY aNo Hanpeoox (1954 ed); Hollebaugh, The
ABC's of Copitolisation Tables, Tue Avenamar Joumwas, April, 1955, p. 229; Nobie v.
Tweedy, 50 Cal.App.2d 738, 203 P24 778 {1544).
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$511.08 less than the sum awarded by the court.'® The difference in the
lump sum amount and the discounted sum indicates that this could be a
substantial factor in a case involving large amounts and is therefore a
procedure which should never be overlooked in the valuation of a future
income stream,

Regardless of the refinements, however, this serves as a comprehensible
illustration of the mechanics of establishing the market value of a lease.

‘No California case has set out this process with such simplicity or
clarity, yet it is established in this state that the value of a leasehold is its
market value.®

In the recent case of Costa Mese Union School District of Orange
County v. Securily First Notional Bank® the Court of Appeal, citing
the older cases, restates the gemeral principles regarding the rights of
lessees and the measure of the value, if any, of their leasehold estates.
The court says at pages 10 and 11: -

In a condemnation action a tenant is entitled to a sum which will com-
pensate him for his pecuniary loss as a result of the exercise of the
wer of eminent domain (4 Nichols, Eminent Domain (3rd ed.)
E?ZAZ{S}.}. The guiding principle of just compensation is reimburse-
ment to the owner for the property interest taken; he is entitled to be
put in as good a position pecuniarily as if his property had not been
taken; he must be made whole, but is not entitled to more [citation].
In an eminent domain action the lessee ig entitled to the fair market
value of his leasebold interest in the part taken [citations]. A tenant’s
interest under 2 lease for a term of vears is subject to ownership and is
beld as any other interest in land is held, subject to the exercise of the
power of eminent domain. [citations] Where there are separate inter-
ests in the land taken, the property is to be valued as if owned by 2
single person, regardless of the separate interests therein, subject to
apportionment. {citations) :

Other California cases also restate the principie that the market valoe
of the leasehold is the criterion of the lessee’s damages.® These California

19 Using Present Werth of One Dollar Per Annum Table [Inwosd Coefficient] interpolated
“for 21 months and assuming installments payable af end of year,

20 Kishiar v. The Southern Pacific R.R. Co., 134 Cal. 636, 56 Pac. £48 (150i): City of
Oakland v. Pacific Coast Lumber and Mill Co., 171 Cal. 392, 153 Pac. 705 (1915); People
ex rel. Dept. of Public Works v. Rice, 185 Cal.App.2d 107, 8 Cal Rptr. 76 (1960).

It 254 Cal.App.2d 4, 62 Cal Rptr. 113 €1967).

22 People ex rel. Dept. of Public Works v. Rice, 185 CalApp.2d 207, 8 Cal Rptr. % (1960);
Sacramento etc. Drainage Dist. v. Truslow, 125 CalApp.2d 473, 270 P2d 624 (19543 : Counly
of Los Angeles v. Signal Realty Co., 86 Cal. App. 704, 261 Pac. 536 (1927,

.
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decisions are in accord with the generally accepted rule in other juris-
dictions.®

It is clear, therefore, that whether a leasehold interest has a market
value depends upon there being an excess of the economic reni over the
contract rent. The economic rent, as a valuation matter, is derived from
rentals of comparable properties in the vicinity at or about the time of the
taking and would indicate the “poing rents” in the vicinity and thus
what the tenant could expect to receive upon the sale or assignment of
his lease. The contract rent, of course, is the rent provided for in the
lease and which the tenant, his vendee or assignee would be obligated to
pay to the lessor. X the contract rent exceeds the economic rent the
tenant would be entitled to receive nothing, but if the economic rent
exceeds the contract rent, the difference would be the basis for establishing
the market value of the lease and hence the amount of money to which
the tenant would be entitled after conversion to present value® Having-
thus determined the generally accepted rule for measiring the value of
the lessee’s remaining term, what, if any, are the differences in the valu-
ation approach where the condemnation is not of the tofal leased property
(as has thus far been assumed) but only of & part of the leased property?
In this area the various jurisdictions de not follow a uniform rule. Some
of the other states rely upon case law and others base their holdings on
specific statutory provisions. Califorhia law, fortuitously or net, is clear
in this area. In this state, in the case of a partial condemnation of the

——————— s

® Corrigan v. City of Chitago, 144 TIL £37, 33 N.E. 745 (1893); John Hancock Mutual
_Life Ims. Co. v. United States, 155 F.2¢ 977 (Ist Cir. 1946) ; United States v. Advertising
Checking Bureaw, 204 F.2d 770 (Tth Cir. 1953); Pierson v. B. R. Leonard Furniture Co.,
268 Mich. 507, 2356 N W. 529; 294 C.] 5. Eminent Domain, §142{b), note 73. The genersl rule
is well stated in State of Nebraska v, Plstte Valley Public Power & Irrigation District, 147
Neb, 289, 300, 23 N.W .2d 300, 308 £1946) as follows:

“The general rule is chat *If & leaschold interest is taken, or m}ured, the lessee it entitled to

& sum which will restore the money loss consequent to the taking or injury. This consists

generally of the fair market value of the leasehold or unexpired tesm of the lease, angd is

sid to be the difference between the rental value of the remainder of the Lerm and the rent
reserved in the lease "

% Garfield Homes, Inc, v. State of New York, 44 Misc.2d 738, 255 N.Y.S.2d 16 (1964);
Balog v. State of Nebraska, 177 Neb. 826, 131 N.W.2d 402 (1964); Commercial Delivery
Service, Inc. v, Madema, 7 IlApp.2d 419, 129 NE.2d 572 (1955}, Onited States v. 425031
S.F. 187 F.2d 798 (3rd Cir. 1951} ; Luby v. City of Dallas, 396 S.W.2d 192 (1955} ; Pierson v.
H. R. Leonard Furniture Co., 268 Mich, 50%, 256 NW. 529 (1934} ; Stale of Nebrasks v.
Platte Valley Pub. Power & [rrig. Dist., 147 Neb. 289, 23 N.W.2d 300 (1946} "Department of
Public Works & Bldgs. v. Bohne, 435 IIl. 283, 115 N.E.2d 319 (1953); Corrigan v. Chiczgo,
144 13, 537, 33 N.E. 146 (1393).
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leasehold interest, the lessee remains under a ctontinuing obligation to pay
the full rent *®

City of Pasadena v. Porter™ is the leading case on this subject in Cali-
fornia and was, at the time of its decision in 1927, a case of first impres-
sion. Its principal holdings have not been modified in the intervening years
and to the date of this writing it remains the law in California, and it has
been cited numerous times in subsequent cases for the principles which it
first established.” ‘ :

City of Pasedena established two very important principles which are
stil! applicable in condemnation proceedings involving the partial taking
of leased premises, First, in the absence of an agreement between the
landlord and tenant, there is no pro rata abatement of the rent and the
tenant remzins under an obligation to pay the full rent for the remainder
of the term. Secondly, in such a situation, the lessee is entitled to offset
this obligation by receiving, out of the total award, such sum as will be
the present equivalent of the future rent attributable to the paré taken.?

In City of Pasadena the landlord and tenant were made defendants in
_ a condempation action instituted by the city. The property sought to be
condetnned was business property owned by Porter, and leased to her
tenant, Only a pert of the leased property was the subject of the con-
demnation action. It should be noted here that the tenant did not own the
building or other improvements on the leased premises, and had no inter-
est therein except to use the land and improvements under the terms of
his lease and accordingly no compensation was awarded to him for any
improvements on the condemned property.® This is an important factual
point in the case as we shall see when we later take up the question of
Compensation for tenant’s improvements. In City of Pasadena the tenant
leased commercial premises having a front footage of 35 feet under a
lease which ran 10 years from August, 1924, at a monthly rental of $700.00,
being the equivalent of $20.00 per front foot per month, The condemnation
action sought to acquire only a portion of the leased premises, to wit, 8.3
feet of the frontage. As of the date of the issuance of the summons the

= City of Pasaden v. Porter, 201 Cal. 381, 257 Pac, 526 (1927},

1d.

% Ser People v. Ganah! Lumber Co., 10 Calld 501, 75 P2d 1067 {1938); Giraud v.
Milovich, 2% Cal App.2d 543, 85 P.2d 182 (1938); Noble v. Tweedy, 90 Cal.App.2d 73, 203
P.2d 778 (1949F; Sacramentio eic. Dreinage Dist. v. Trustow, 125 CalApp2d 478, 270 P.2d
SE8 (1954); Whaters v. Waters, 107 CalApp2d I, 17 Cal Rpir. 9% {1961} ; Dix Box Co. v.
Stome, 244 Cal.App.2d 68, 52 Cal. Rptr, 847 (1966); Car} v. Erich, 237 CalAppa2d 233, 31
CalRptr. 628 (1963). .

% Clark v. Erich, 217 CalApp.2d 233, 235, 31 CalLRptr. 628 {1963},
26 Peopie v. Ganahl Lumber Cu., 10 Cai.2d 501, 511, 75 P.2d 1067 (1938).
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lease had an unexpired term of 114 months. Referees were appointed by
the trial court, they returned their vaiuations which the trial court adopted
and the subsequent judgment in condemnation was affirmed by the Su-
preme Court. It was held that where only a portion of the demised premises
is taken and a portion remains which is susceptible of 6ccupation that the
tenant is bound to pay the full rent according to the terms of the lease.
This holding was based upon the premise that the court has no power, in
the absence of an agreement between the parties,® to reform or revise
the lease and thereby to impuse a pro rafe reduction in the rent.

The equities of such a pro rata rent reduction were strongly urged on
the appeal but the Supreme Court, noting respectable authority favoring
such a reduction, adhered to what it found to be the “decided weight of
authority” and in this case of first impression established the California
rule, & strong and persuasive dissent by Curtis, J. notwithstanding, _

Now, how did the court compensate the tenant for the loss of a part
of his jeasehold estate in view of the fact that he must continue to pay the
full contract rent of $700.00 per month as stipulated in the lease for the
remaining 114 months of the term? The $700.00 per month was equivalent
to $20.00 per front foot for the 35 front feet under lease. The City took
8.3 front feet which amounts to a monthly rental of $166.00 for the part
taken and which under the holding of the case the tenant still must pay
although his use and enjoyment of this area has been denied him. The
court jound by computation that a sum of $14,839.88 placed in the hands
of the lessee and invested by him at an interest rate of 6% per annum,
compounded semi-apnually, and drawn on at the rate of $166.00 per
month for the remainder of the term, would exactly reimburse the tenant
for the $166.00 per month which he was obligated to pay to the lessor
for the condemned area of the leasehotd, and that upon payment of the
last month’s rent, the entire sum, principat and interest would be ex-
hausted. This, then, is the formula which California has adopted to
_compensate the lessee for his continning obligation to pay the full contract
rent when only a portion of the leased premises are condemned. To many
commentators this rule is less equitable than a pro rata rent reduction
but regardless of dissent it is still the rule in this state and lawyers and
appraisers will have to live with it. In fact, peculiarly enough, it is also
the rule in a majority of the jurisdictions ® -

Under the majority view, enunciated in City of Pasedena, the rule,

20 Waters v. Waters, 187 Cal App.2d 3, 17 Cal Rptr. 05 {1961).

¥ 2 Nicwors, Ewmneerr Doseans, $5.23(3) (3rd ed. 1962} ; 3 Toreany, Rear Prorexry, §904
{3rd ed_ 1939} ; Lee v Indiun Creek Drzinage Dist. No. One etc., 246 Miss, 254, 148 So.2d 663
(19633,
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therefore, is that when ‘the entire leasehold is condemned in fes; the
measure of compensation to the lessee is the present value of the unexpired
leasehold {economic rent minus contract rent, converted to present value).
When the leaschold is only partially condemned, however, the full rental
obligation continues unabated. The rental value hefore and after the
condemnation must be computed and the measure of damages is the differ-
ence between the two wherein the renial value after the condemnation is
subtracted from the rental value before the condemnation. This difference
is then converted into a fund, given o the lessee, invested by him at a
fixed rate of interest so that he is enabled to make his monthly rental

payments on the condemned portion of the iezsehiold and the fund, both
principal and interest, is exhausted with the last nwnthly rental payment
due under the lease.

Majority rule or not, this cumbersome and unreahstlc legerdemain
postulates some very unreal conditions. First of al it assumes, contraty
to the fact, that the condemned portion of the leasehold is still in private
ownership and is still encumbered by the lease, when in fact that portion
has passed into the ownership of the condemnor and both lessor and lessee
are excluded from it. Secondly this rule further compounds the first as-
sumption by regarding the condemned portion as still an income producing
piece of property and in furtherance of this fallacy hands over to the
lessee a sum of money which rea]ly represents a component of the value
of the lessor’s reversionary interest in the condemned portion, which sum,
of course, is expected to be paid to the lessor by the lessee in installments
until the expiration of the lease term. A close examination of the mathe-
matics of City of Pasadena is interesting. Using round figures, the total
award for all interests was $36000.00 which included $29,000.00 as the
value of the lend taken. As the total of $36,000.00 was apportioned the
lessor and fee owner received $17,000.00 and the lessee received $19,-
000.00 which included some $15,000.00 which represented the fund from
which he will eventually pay the lessor a total of $18,924.00-—in m»:mthl:,lr
installments of $166.00 for the remaining 114 months of the term. It is
at once apparent that this is a classical example of deferred compensation
and it is also obvious that at the time of the apportionment the lessor and
fee owner has in hand a sum which is far less than the value of the fand
taken, the value of which was set at $29,000.001 If all goes well, of course,
the lessor and fee owner will eventually be fully compensated. In the
meanwhile, however, his tenant is in possession of the fund. He has the
responsibility of prudently investing it and making the required monthly
payments. What if he is improvident? What if he absconds? What if he
becomes insolvent? These are the grave questions which arise under this

~8-
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majority rule. The risks which it forces upon the lessor over the 934 year
period are totally viwarranted in view of the easy, practical and realistic
solution of prescribing a pro rats reduction in the reserved renial. The
effects of the majority rule are the stuff of which nightmares are made.
If the lescee should default and even if the lessor should re-let for his
account, and assuming pe change in rental values, the most he could
obtain would be $534 00 per month for the new tenant would rent only
the space which remains available. The extra $166.00 would never be
recovered for this represents rental payments for premises no longer in
private hands and available for rent. The risks and hazards which the
lessor must endure are therefore clear. They are pointed out here mot
with any real hope of ctanging the rule, but rather to suggest that leases
should be drawn with the partial condemnation problem in mind. A care-
fully written lease can provide for a pto rata reduction in the rent in the
event of a partia! taking of the leasehold estate and thus the parties can
be spated the consequences which the majority rule would otherwise
visit upon them. <

In those situations, however, where the lease does not contain a pro
rata rent reduction clause and there is a partial taking of the leasehold
estate, lawyers and appraisers will be involved in the difficulties which
have just been outlined. It is incumbent upon the practitioner to acquaint
himself with the mathematical gyrations which he must perform in such
an event. It must be made clear, however, that Ciy of Pasadena in no
way alters the compensation to which 2 lessee may be entitled, in addition,
for such jtems as fixtures and improvements which he has instalted, and
which, as against the lessor, he has a right to remove. Nor does that case
affect in any way the genéral rules, heretofore discussed, for measuring
 the narket or bonus value of a lease. In City of Pasadena the question of
tepant’s improvemsc:ts was not ‘nvolved but there was a bonus value in
the lease. This was awarded to the tenant in accordance with the market
value rule of leasehold valuation. Finally, then, City of Pgsadena does
not in any way alter the Jaw in these areas. Its principal effect is in the
valuation treatment of the continuing rental payments which must be
made for that portion of the leasehold which has beeén condemned.
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EXHIBIT II

482 : ' MILSTEIN v. SECURITY PAC. NAT. BANK
47 C.A.2d 482; —— Cal.Rpir. =

[Civ. No. 39473, Second Dist., Div. One. Aug. 28 1972.]

MORRIS MILSTEIN et al,, Defendants and Respondents, v.
SECURITY PACIFIC NATIONAL BANK, Defendant and Appellant,

-

SUMMARY

Over the objection of the beneficiary of a trust deed, the trial court
entered an interlocutory order in an eminent domain proceeding that part
of an amount deposited by the condethner be distributed to the landowner
for the purpose of repairing a building damaged in connection with the
taking. After entry of a final order of condemnation and ‘deposit of the
balance of the award, the court ruled that the trust dead beneficiary was
not entitled to any portion thereof and apportioned the entire amount to
the tandowner. The deed pf trust contained a provision obligating the
- trustor to restore any building damaged, and it also provided that the

- beneficiary would be entitled to all condemnation awards and thar it
could release moneys so received or apply same to the indebtedness
secuted. (Superior Court of Los Aageles County, Benjamin B, Ostrin
Temporary Judge. *)

The Court of Appeal dismissed the beneficiary’s appeal from the inter-
locutory order and affirmed the final order of apportionment. The court
held that the covenant of good faith and fair dealing implied in every
contract required that the beneficiary exercise its discretion under the trust
deed in such fashion that it distribute to the trustors all proceeds in
excess of those necessary to recoup any impairment in security caused
by the eminent domain proceeding. Inasmuch as the trial court had found
on substantial evidence that the security was not impaired, the court con-
cluded that the trustors were entitled to all of the proceeds. (Opinion by
Thompson, ., with Wood, P. 1., and Clark, J., concurring.)

*Pursugnt to Constitution, article V!, section 21.
[Aug. 1972]
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27 C.A3d 482;

Cal.Rptr. ———

HEADNOTES

Classified to McKinney's Digest

(1a-1c) Eminent Domain § 56—Compensation—Persons Entitied to Com-

2

pesation—Apportionment Between Landowner and Lienholder.—In
an eminent domain proceeding involving the taking of property by the
state that included the front of a commercial building, the trial court
properly apportioned the entire amount of the award to the land-
owners, where, though a deed of trust of the property provided that
the beneficiary should be entitled to all such compensation, it further
stated that the beneficiary “may” either apply the proceeds to the
debt or cause them to be paid to the trustor, where the instrument
also required the trustor to restore any improvement that might be
damaged or destroyed, and where there was substantial evidence that
the beneficiary'’s security was not impaired. Under such circum-
stances, the covenant of good faith and fair dealing implied in every
contract required that the beneficiary exercise its discretion under the
trust deed in such fashion as to distribute all of the condemnation
proceeds to the trustors.

[See CalJur.2d, Rev., Eminent Domain, § 95; AmJur.2d, Eminent
Domain, § 257. ]

Eminent Domain § 58—Compensation—~Persons Entitled to Com-
pauﬁnn—Apporbomnmt Between Landowner and Lienbolder.—
Absent a contractual provision to the contrary, a lienholder on prop-
erty which is condemned in an eminent domain proceeding is entitled
to compensation only if his security is impaired.

{3a, 3b) Contracts § 156-—Interpretation and Effect—Tems Implied as

Part of Contract.—The law implies in every contract whose terms do
no! negative its application a covenant of good faith and fair deal-
ing. i.e., the implied promise by the parties to the contract each to
do everything that the contract presupposes they will do to accom-
plish their purpose. Such a covenant, however, will not be implied
to vary the express unambiguous terms of a contract.

{Aug. 1972]
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COuNsEL

Lillick, McHose, Wheat, Adams & Charles, Anthony Liebig and Douglas
S. Westwater for Defendant and Appellant. '

-Fadem & Kanner and Gideon Kanner for Defendants and Respondents.

OPINION

THOMPSON, J.—This is an appeal from an interfocutory order of the
trial court decreeing, over the objection of appellant, beneficiary-of a
deed of trust, that $19,085 of a deposit in court in an eminent domain
proceeding be distributed to respondents, trustors and landowners, and
from a final order of apportionment decresing thaf the entire proceeds
of the condemnation award be distributed 1o respondents. We dismiss the
appeal from the interlocutory order and affirm the final order of
apportionment. ' )

Respondents are the owners of commercial property in the County of
Los Angeles. On April 19, 1965, they executed. & deed of trust of the
property to defendant Equitable Trust Company to secure an indebtedness -
.of $50,000 to Security First National Bank, predecessor in interest to ap-
peliant Security Pacific National Bank. The deed of trust provides that
respondents convey the subject real property in trust to defendant Equitable
Trust Company “For The PUrPose OF SECURING (1) Payment of the
sum of $50,000.00 with interest thereon according to the terms of a promis-
sory note or notes of even date herewith, made by Trustor, payable to
the order of Beneficiary [Security First National Bank] . . . ; (2) Per
formance of each agreement of Trustor herein contained; (3) Payment
of any and all obligations now or hereafter owing from any Trustor here-
under to Beneficiary and secured by mortgage or deed of trust of real
property. . . ." The printed portion of the deed of trust states in darker
and larger print than its body, “To ProTECT THE SECURITY OF Thrs DeED
OF TRUST, TRUSTOR AGREES:.” There follow three numbered paragraphs
obligating the trustor to preserve the property and maintai it in good
repair, including the duty “To complete or restore promptly and in good
and workmanlike manner any. building or improvement which may be
constructed, damaged or destroyed . . . and pay when due all costs in-
curred theeefor . . " to make all payments and perform all acts called -
for by the deed of trust, and to repay alf sums “expended hereunder” by
the beneficiary or trustec. In the same {arger and darker print, the deed

[Aug. 1972]
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of trust provides, “11 Is MuTUALLY AGREED THAT:.” There foliow printed
paragraphs (4) through (19). Paragraph (4} reads in pertinent part:
“Should the property or any part thereof be taken or damaged by reason
of any improvement or condemnation proceeding, . . . Beneficiary shall
be entitled to all compensation, awards., and other paymemts or relief
therefor, and shall be entitled at its oprion to commence, appear in and
prosecute in its own name, any action or procesdings, or to make any
compromise or settlement in connection with such taking or damage. All
such compensation, awards, damages, rights of action . . . are hereby
assigned to Beneficiary, who may after deducting therefrom all its expenses,
including attorney’s fees, release any mouneys so received by it or_apply
the same on any. indebtedness secured hereby.”

In October 1999, the City of Los Angeles commenced an eminent
domain action to acguire a 10-foot strip of the property, taking immediate
possession and depositing $38,075 in court pursuant to Code of Civil
Procedure section 1243.5.

The eminent domain proceeding involved the taking of the fromt of
a building located on respondents’ property. Pursuant to Code of Civil
Procedure section 1243.5, respondents imoved to withdraw the deposit
to permit repairs on the building necessitated by the taking. Appellant,
as the beneficiary of 2 deed of trust on the property, objected. After a
hearing pursuant to Code of Civil Procedure section 1243.7, subdivision
(f), the trial court found, op substantial evidence, that the security of
the deed of trust, then securing an unpaid balance of approximately
$32,000, had not been impaired by the eminent domain proceeding and
ordered $18,000 of the deposit disiributed to respondents. On September
10, 1970, respondents filed a second application, this time to withdraw -
the remaining balance on deposit with the court. The application was
granted over appellant’s objection. )

By stipulation of the parties, & judgment and final order of condemnation
was entered on March 24, 1971, fixing the total award in eminent domain
at $43,000, $5,915 more than the amount originally deposited by the
condemner. The condemner deposited the additionzl sum in court. Ap-
pellant moved for an order of apportionment pursuant to Code of Civil
Procedure section 1246.). 1t presented no evidence that its security had
been impaired or that it had been damaged by the taking. The trial
court ruled that appellant was not entitled to any portion of the condem-
natiof a?vard and apportioned the entire amount to respondents.

(ta) On this appeal from the order of apportionment, appeliant con-
tends that ‘it is entitled to a portion of the award equal to the uvnpaid

fAug. 1372}
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balance of the Joan secured by the deed of trust upon the condemned prop-
erty by reason of paragraph (4) of the printed portion of the deed of
trust. We conclude that an implied covenant of good faith and fair dealing
. precludes the construction argned by appellant.

(2) Respondenis argue and appeilant concedes that, absent a con-
tractual provision to the contrary, a lienhokier on property which is con-
demned in an eminent domain proceeding is entitled to compensation only
if his security is impaired. (Sacramento etc. Drainage Dist. v. Truslow,
125 Cal.App.2d 478, 499 [270 P.2d 928, 271 P.2d 930}.) (1b) Appel-
lant contends, however, that paragraph (4) of the printed portion of the
deed of trust vests in the beneficiary, here Security Pacific National Bank,
the unqualified right to the proceeds of any condemnation action. Such is
not a fair reading of paragraph (4). That paragraph. goes beyond stating
that in the event of an eminent domain proceeding the condemnation
award shall be paid to the beneficiary to be applied upon the secured debt,
It states that the beneficiary “may” either applyﬁxepmeedstoﬂwdebt
or cause them Yo be pn.ui to the trustor, debtor. The critical phrase is
ambiguous when read in cofijunction with other provisions of the deed of
m:stparuwhrl)'mﬁwcontntdtﬂwcaseatbench a partial taking in
an eminent domain proceeding of improved property securing the loan.
Whiic the paragraph states that the beoeficiary “may” release the proceeds
of condemnation or apply them on the indebiedness; it cannot be con-
strued as vesting an absolute discretion in the beneficiary as might an
acceleration clause. Such.# constriction is precluded by the obligation
upon the trustors imposed by another paragraph of the deed of trust to
‘repair damage caused by the taking. It is inconceivable that the perties
intended other than that the proceeds of a partial taking in eminent domain
would be available for that purpose. Since paragraph (4) does not grant
absolute discretion to the beneficiary with respect to distribution of the
fund available from condemnation, we must seek the intended limitation
on that discretion. We find it in the implied in law covenant of good faith
and fair dealing.

(3a) . California law implies in any contract whose terms do not nega-
tive its application a covenant of good faith and fair dealing (Flying Tiger
Line, Inc. v. U.S. Aircoach, 51 Cal.2d 199, 203-204 [331 P.2d 377), i.e,
the implied promise by the parties to the contract each to do everything
that the contract presupposes they will do to accomplish its
(Milton v. Hudson Sales Corp., 152 Cal.App.2d 418, 431 [313 P.2d 936],
Harn: v. Frasher, 181 Cal.App.2d 405, 417 [S CalRptr. 367); Witkin,
Summary of Clifornia Law ('hh ed. (1960) 1969 Supp.) Contracts,
§ 2152 ) -

[Aug. 1972)
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(¢} The purpose of the note and deed of trust is that respondents
shall have the use of the funds loaned on the terms and at the interest sate
specified in the note, and that appellant shall have the security provided
by the deed of trust. To carry out that purpose, the implied covenant of
.good faith and fair dealing requires that appellant beneficiary exercise its
discretion with respect to the condemnation fund in such fashion that it
distribute to respondent borrowers all proceeds in excess of those necessary
to recoup any impairment in security ceused by the eminent domair pro-
ceeding. Since the trial court concluded on substantial evidence that
appeilant’s security is not impaired, respondents are entitied to all of
the proceeds of the eminent domain action. '

Appellant argues that Cherry v. Home Sav. & Loan Assn., 276 Cal
App.2d 574 [81 Cal.Rptr. 135), precludes the result which we here reach.
Cherry validates a “due on sale” provision in a deed of trust against &
claim of a covenant of good faith and fair dealing argued to impose a
limitation upon the power of the lender to accelerate the debt upon sale
of the property securing it. Cherry is distinguished from the case at bench
by the fact that there the court concluded that the contract was wnam-
biguous in permitting acceleration. (276,Cal.App.2d at p. 576.) (3b) It
thus falls within the traditional rule that a covenant of good faith and fair
dealing will not be implied to vary the express unambiguous terms of a
contract. Cherry quite properly declines to rewrite a contract to relieve
a party of what may be an unjust bargain. (276 CaLApp.2d at p. 580.)
Here we are not called upon to rewrite a contract but rather to constrie
internally ambiguous provisiops of a deed of trust. We utilize the imptied
covenant of good faith and fair dealing to do so. By applying that covenant
to impose a general limitation upon the rights of the parties, we avoid
the essentially impossible task of rewriting the contract to reflect what the
partics would have said had they anticipated the problem of a partial taking
in eminent domain,

The judgment is affirmed. The appeal from the interlocutory order is
dismissed. ) '

Wood, P. 1., and Clark, )., concorred.

tAug. 19727
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EXHIBIT III

[Pages 92-9%}

Review of

Selected 1969
Code Legislation

California Continuing Education of the Bar

1248 (amended): Allocation Between Lienholders
in Eminent Domain Actions

AB 930; Stats 1969, ch 1256

When a parcet is encumbered with a first trust deed or
other senior lien and a portion is encumbered with a
cubordinate lien as well, condemnation of ail or part of the !
smailer portion may gesult in an award inadequate to satisfy :
both liens. Chupter 1256 prescribes a procedure for allocating
eminent domain awards between senior and junior lien-
holders of condemned property. CCP 1248(9). :

Both senior and junior lienors may be entitled to assign-
ment of any condemnation award in accordance with con-
tract terms. See California Condemnation Practice 1.17 (Cal
CEB 1960). Under terms providing for automatic assignment
of a condemnation award, the award may be appropriated to
pay the entire remaining indebtedness of the first lien, with
the remainder going to the beneficiary of the second. After

" condemnation, the security of the junior lien creditor may
have become nearly or totally inadequate 10 cover the out-
standing indebtedness. If the debt secured by the junior lien
js a purchase money obligation, for which there is no per-
sonal recourse under deficiency judgment legistation (CCP
$80b), the debtor may default with impunity. See California
Civil Procedure Dunng Trial 22.13 {Cal CEB 1960). Under
former law, default of the debtor may leave the purchase
money lienholder without remedy. despite the fact the con-
demnation award would have been ample 10 satisfy both his




claim in full and a part of the senior lien proportional to the
reduction of the senior lienor’s security. The debtor's.re-
maining interest in the parcel condemned inay be of far less
value than the outstanding debt the parcel formerly secured.

The new procedurz of allocation is designed 1o allow ad-
justment of the condemnation award so that both the senior

and junior lienholders will retain security interests propor-

tionate to those existing before the taking. When the award is
sufficient. both will be paid in full. If the award is not suffi-
cient, it will be tentatively allocated to pay the fuil amount
of the senior lien with any balance to the junmior. At that
time, the court will determine the adequacy of the remaining
property to secure the junior lien. it it determines that the
junior lienholder’s security Is disproportionately low, the
" court may make adjustments to the tentative aliocation to

place the junior in the same relative position as before the
taking. The adjustment, made by reducing the allocation to .

the senjor and adding to that of the junior, is permissible
only if it preserves the proportional security- of the senior
lienholder. - :

The new provision is not applicable to unsecured debts
owing to either the senior or junior lienholders. Nor does it
prevent the plaintiff from exepcising his option under CCp
1248(8) of deducting from the judgment the amount of in-
debtedness of liens not due at the time of judgment.

The law becomes effective July 1, 1970.
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G. Morigages

1. Introduction

The determination of compensation payable to a mortgagee on expropria-
tion preseats a special set of problems. The variovs kiods of mortgages, such
as standard morigages, discount mortgages, and participating mortgages,
should be treated under a method of valuation which will provide a just result
for all concernéd—-the mortgagee, the mortgagor and others with an interest in
the land, and the expropriating authority.

The Comimission has Jrad special assistance in this area from Professor
5. W. Hamilton, of the Facuity of Commerce and Business Administration at

- the University of British Columbia. He prepared 2 paper for the Commission
in which he proposed that mortgagees be compensated on the basis of the mar-
ket value of their securities rather than on the traditional basis of the balance
outstanding at the time of expropriation. His proposal was supported by
Professor Todd. The Commission believes it has considerable advantages over
the traditional approach and was very interested in having comment on it from
those in the various sectors of the morigage business, _

Compensation for mortgagees on the basis of market value was advocated
before the Clyne Commission. The Vancouver Board of Trade, in making its
submission to the Clyne Commission, urged the adoption of market vale for
discounted mortgages.8! The Clyne Report did not deal with mortgages as a
separate problem. Under the heading of “Valuation of Several Interests,”
however, that report states that the “market value of the separate interests

- should be separately assessed, . . 762 '

Since market value for mortgages would be a departure {rom the tradi-
tional method of paying the balance cutstanding, the report discusses the alter-
natives at some length, An appendix at the end of Part G of this chapter con-
tains 2 series of illustrations, prepared by Professor Hamilton, in which the
two methods are compared. '

The problem of compensating mortgagees for interest loss during the time
that they are reinvesting funds is s separate problem from valuation and is dealt
with later under “Disturbance damages.” :

81 At pp. 20, 21, See paragraphs 37, 38, 43P 14,
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2. What is ¢ mortgage?

A mortgage is a security for the performance of some obligation, most
usially 2 debt. The mortgage document normally coniains
{a; A contractual promise {rcferred to as the covenant) to repay
money loaned; and
{B) A transfer of property to the lender by way of securiiy,
The property is remrnable (redeemable) on repayment of the lean. Gener-
ally, while the mortgape is in existence and not ig default, the borrower {mort-
“gagor) is entitled to have possession of and use the propesty. The transfer
of property, by way of mortgage security, involves transfer of title to that prop-
erty to the lender (mortgagee). Should the mortgagor default, the mortgagee
has thus two means of obtaining payment. He can realize on the security and
he can sue on the personal promise to repay.

To the lender, the mortgage is an investment. In return for an immediate
cutlay of capital, he is entitled to be paid a sums, or more usvally a series of
sums, at some time, or times, in the futore. The sum or sums to which he
becomes entitled includes the return of the capital and the interest theréon.
It is very much as if he had purchased an annuity for cash. The value of his
investment in the market depends on the rate at which the ¢apital will be repaid,

" the interest rate sct in the mortgage, and the extent of risk. The morigage in-
vestment slways has & correat market value, which will fluctnate with changes
in the prevailing rates of interest. The market value of the mortgage will only
be the same as the balance owing under the mortgage when the interest con-
tracted for under the mortgage and the prevailing market rate for mortgages
of similar risk are identicai.

3. The eflect of exprapriation

Since expropriation will take awzy the mortgagee's secority and will inter-
fere with the relationship between the mortgagor and the mortgagee, what
rights sheuld the mortgagee be given in substitution? If rights are given to
the mortgagee so as to create 3 legal relationship between the expropriating

- guthority and the morigages, what should the conseguences be for the mort-
gegor? : '

The present practice in British Columbia, which is the traditional posi-
tion in jurisdictions which adopted the English Lands Consolidation Clauses
Act, 1845,6% is that the mortgagee is paid the balance outstanding (so long as
that balance does not exceed the value of the land). The amount so paid is
thest deducted from the value of the land. The mortgagor is then entitled to
what is left. The compensation received by the mortgagor will depend, there-
fore, not on the value of the mortgape at the time of expropriation, but on the
balance cutstanding under the mortgage at that time.

4. Methods of freatment

There are theee ways in which the expropriated mortgage may be
teeated-— .
(@) Assumpticn by the expropriating authority of the mortgagor's
position:
(&) Payment to the mortgagee of the outstanding balance at the
time of expropriation; and
{c) Payment to the mortgagee of the market valve of his security
at the time of expropriation.

63 Ser the Landr Clanses Act, RS.DC. 1960, o 209, s, 3399,
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(a) Assumption by the expropriating authority of the Morigagor's. pusi-
tion .

Here, the expropriating authority would assume the liabilities that existed
under the morigage and make the payments coming due until it was paid off.
This could be provided for at the option of either the expropriating authority
or the mortgagee, or both could have the option.

The consequence of this assumption would be to substantially alter the
mortgage contract. The property has been removed as security and in its

- place there would be imposed on the expropriating authority a statutory obli-
gation to pay. Whether this is a fair exchange would depend upon the con-
tinued financial solvency of the particular expropriating authority. Thus, the
position of a mortgagee may depend on which expropriating authority hap-
pened to take over the mongage. Whether or not such assumption should
relieve the mortgagor from his personal covenant to repay would be a matter
which would require carefol consideration. :

Where the mortgagee would get his money through such an assumption,
i.e., according to the terms of the mortgage, he could not generally complain,
at least where the expropriating authority was the Provincial Government or
an cxpropriating body whose financial prospects were not in question. In
fact, in practically 2ll cases he would be in a better position than before. He
will now have repayment virtually guaranteed. For example, in the case of
a Provincial Government expropriation, a high-risk sccond mortgage would be
replaced by a low-risk Government-guaranteed annuity. The resuit would be
to enhance the capital value of the mortgage security and provide the mort-
gagee with a windfail at the expense of the taxpayer. The Government would

“be paying more than it should.

The Commission belisves that mortgagees should be treated in the same
way as other persons whose intercsts in property have been expropriated. No
one has ever serionsly suggested that landiords should receive, instead of an
immediate capital sum, the peyments that their tenants would have made
under their, leases. Mortgagets should receive compensation in the form of
‘an immediate capital payment. ,

{b) Payment of the outstanding balance

This is the traditional method, as has already been mentioned, and the
one which has always been applied in this Province,

The Ontario, Manitoba, and Federal legisiation all retain the outstanding-
batance method, although in Ontario a number of special provisions have been
adopted to deal with some of the method's shortcomings.-

The Ontaric Law Reform Commission recommended that mortgagees
should be entitied to be paid the outstanding balanoce out of the market value
of the compensation.t4 That Commission recognized that this would be un-
fair in two situations—9%

(1) Difference in inierest rates .

. The prevailing interest rates at the time of expropriation may be such
that either the mortgagor or mortgagee would suffer 2 loss. Where prevailing
rates were lower than the rate contracted for in the morigage, the Ontario
Commission recommended that the mortgagee receive disturbance damages
for the loss he would sustain bascd on the difference between those rates and

s#P.31. o5 Pp. 3134, 41, 42,
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the period (if any) for which the principal payment was postponed, such
period not to exceed five years.* Where prevailing rates were higher, the
Commission recommended that the mortgagor should receive as disturbance
damages the value of the difference in rates based on the balance of the term
of the mortgage and the manner in which the principal was to be repaid. 87

(1) Relief 1o mortgagor where deficiency

, The Ontario Commission noted that a purchaser might buy property with
a smadl down payment at an inflated price or at the crest of a boom.98 If the
market value of such property, on subsequent expropriation, was less than the
purchase price, the owner might lose part or ail of his investment. Not only
that, if the compensation was insufficient to pay off the mortgage, the owner
would be Rable to pay the deficiency to the mortgagee because of his personal
covenant. The Ontario Commission concluded that nothing could be done
for the owner in so far as the loss of his investment was concerned since
“expropriating authorities should not have to protect purchasers from~the
vicissitudes of the market.” [t did recommend, however,o?

(1) where the morigage was a purchase-money mortgape and the
market-value portion of the compensation’was not sufficient to
pay the amount outstanding on the mortgage, the mortgagor
should be relieved of any liability on the covenant for the def-
ciency, and

(2) where s bonus was paid on any mortgage, and there were insuf-
ficient funds to pay out the mortgagee, liability should be
reduced by deducting the amount of the bonus from the defi-
ciency. :

The Ontario Jegislation implemented the above recommendations of the
Ontaric Commission, with one exception. 7° The statute provides that mort-
gagees shall be paid out of market value and damages for injurious affection, 71
whereas the Commission had_secommended that mortgagees be entitled to
be paid only out of the market-value portion of the compensaiion.

The Federal iegistation, *2 which adopts the outstanding-balance principle,
contains no special provisions, perhaps for constitutional reasons, to relieve
the mortgagor from liability to his mortgagee for deficiencies. It does provide
for. the giving of disturbance damages to a mortgagor where prevailing rates
are higher than the rate contained in the mortgage, but does not provide for
damages to a mortgagee where the prevailing rates are lower.

(c) Pavment of the market value

The Commission believes that the market-value principle shouid be
applied to the owners of lands free of encumbrances, to mortgagors, Jandlords, .
and tenants, and the owners of easements and all other interests in iand. Why
should mortgagees be an exception? Why is it that they are exceptions in
the Ontario and Federal legistation?

There appear to be three reasons for the existence and retention of the
traditional approach. First, expropriating authorities have been entitled to
redeem morigages under legislation based on the English Lands Clausey
Consolidation Act, 1845.7% The expropriating authorities were entitled 1o a
discharge of the mortgage on payment of the principal and interest owing

467, 41 A proviion 1o this effect is contalned in &. 99 of the Lands Clauses Aet, RSB.C. 1960,
N:T P. 42, 98 P 31 &0 Pp. 32, 33. TS, 17, 20, TLE 17 (0. T¥ 85 M (B}, 30,
75 See the Lands Clauses Act, R.5.B.C. 1960, c. 209, 13, 93-59,
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(and certain other costs and six months’ additional interest). Second, the
outstanding-balance method has the advantage of being readily understood
and simple to determine. Third, there has been a kind of hypnotic fascination
with the sum owed under the morigage, cven though that sum is payable by
deferred payments. The mortgage has been viewed as an isolated contract
rather than an investment,

Some of the shortcomings of the outstanding-balance method have been
met in Ontario by special legislative provisions.  But the shortcomings are
met by penalizing the expropriating authority. For cxample, if prevailing
interest rates are higher than the rate set in the morigage, the mortgagee will
be delighted to get the outstanding balance 5o he can reinvest at the higher
rates. Expropriation will have resulted in the substitution of a more valuahle
investment for him. Meanwhile, the mortgagor does not lose out because he
will get disturbance damages 16 compensate him for having now to pay higher
mortgage rates than before. Without a provision to pay disturbance damage,
as exists in Ontario, it wounld, of course, be the mortgagor who would suffer,
The morigagee’s compensation, representing an amount greater than the
market value of his security, woukl be deducted from the over-all value of
the property, and the mortgagor would receive the balance.

Using the market-value principle would avoid all the difficulties of trying
1o make the outstanding-balance method fair by creating a number of compli-
cated exceptions. It would also meet, to a large extent, the problems created
by deficiencies, bonus clauses, and participating morigages.

For the market value principie to work, there has to be a market for mort-
gages. Is there such a market that will be satisfactory for the purposes of
determining compensation for mortgagees? The Ontario Commission thought
net, stating that “the mortgage market is a peculiar one and it may not be
fair to subject mortgagees to its peculiarities,” ¢ but its report does not indi-
cate whether an investigation of the mortgage market was carried put.  Pro-
fessor Hamilton, on the other hand, assures ws that there is a morigage
market in British Columbia that it &ppropriate for this purpose. The working .
paper was sent 10 g number of lending institutions and others involved in
the mortgage business for their views.

Some lending institutions may argue that the market-value principle
would not produce fair results for them, based on their experience in the
past 20 years. Many low-interest, long-term mortgages given |§ or so years
ago have been paid off, usually to enable purchasers to obtain fresh financing.
No doubt the lending institutions are glad to get the outstanding balance in
these situations, representing as it does considerably more than the market
value of their security in these times of relatively high interest rates. One
may well ask whether the lending institutions would become more enthusiastic
about the market-value principle if there was a substantial decline in interest
rates.

Generally, the response 1o the working paper was in favour of applying
the market-value principle to mortgages. Dean White stated that he strongly
supported Professor Hamilton’s proposal and that he thought the Ontario
provisions in respect of compensation for mortgages are “iflogical and entirely
inconsistent with the basic principle on which compcnration is to be awarded.”
The Superintendent of a major life insurance compaay in the mortgage fiekl
said that he was in complete agreement with Professor Hamilton, commenting
that there is “po logical reason 1o use market value of the real estate itself

TeP, 30,
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while some other yardstick is maintained for financial interests.” The District
Mortgage Manager of a major banking institution, which has a substantial
mortgage portfolio in this Province, stated that “it is difficult to build up a
strong argument against compensating mortgagees on the basis of market
value,” although he questioned the contention that a mortgage investment
has a cutrent value, using the common definition as a price “a willing seller
will accept from a willing buyer.” The Commercial Morigage Department
of a large real estate firm wrote us thar the market-valuc method should be
adopted, stating that “there is no question that a secondary mortgage market’
exists.” On the other hand, a distinguished Judge stated to us that he was
*not persuaded that there is a sound reason for adopting the proposed market-
value principle,” adding that such a principle might “produce bad effects on
corporate financiog through bonds and debentures.” A practising Jawyer
wrote us that “the general cost to the public of an inquiry as to the market
value would exceed the vaiue of the security itself and therefore is impractical,”
He said that he could see few incquities arising where a mortgage was paid
on the basis of the outstanding balance. Professor W. F. Bowker, the Director
of the Alberta Institute of Law Research and Reform, informed us that the
Institute had spent considerable time on market value “and have indeed in-
clined toward it.” The Institute, while recognizing that theré is a market for
housing mortgages, appears to be concerned over difficulties in establishing
the market value of mortgages given for commercial purposes, such as those
for business complexes and high-rises.

We have concluded that the market-value principle should apply to
mortgages, and we so recommend. *

Were the market-value principle adopted, Professor Hamilton proposed
that the mortgagor’s liability on the personal covenant should come to an
end, and with this the Commission agrees.

What has been said zbout the valuation of mortgages also applies to
agreements for sale. These two forms of security property should be dealt
with in the proposed legislation, as “security interests.” A “security interest”
should be defined as an interest in land that is held by its awner as a security
for the payment of money, or the discharge of some other obligation, and in-
clude all mortgages and agreements for sale.

The Commission, therefore, recommends:

1. Owners of a security interest should be paid the market value of the
yecurity. ) .

2. Al the righis of the owner of the security, and any collateral thereto,
should be converted into a claim for compensation, and the person who gave
the security should be relieved from any claim for a deficiency.

3. A security interest should be defined as an interest in land that is
held by its owner as a security for the payment of money, or the discharge of
some other obligation, and includes all mortgages and agreements jor sale,

Appordonment—What shoukd happen to a mortgage when only part of
the mortgaged property is expropriated? The Ontario Law Reform Commis-
sion recommended: 76

Wheze only part of the mortgaged property is expropriated, the mort-
gagee should be entitled to be paid out of the compensation for the property

taker & sum that would lerve the ratio between the balance outstanding on
the mortgage, after such payment, and the value of the mortgaged premises

TRP. 3
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remaining the same as existed prior to the expropriation between the
balance outstanding at that time and the value of the entire morigaged
property.

The Ontario Commission pointed out this formula could be applied
where only part of a parcel of land is taken and also where a mortgage covered
several or many parcels of land, contiguous or otherwise.

The Ontario legislation contains a provision implementing the recom-
mendation, with two modifications.”® The statute provides that not only
market value but damages for injuricus affection should be taken into account
in working out the ratic. There is also a proviso that payments made by the
security holder after the date of expropriation or injurious affection should be
taken into account.

Since claims for injurious aflection mey arise subsequent to the detertnina-
tion of the compensation payable to the mortgagee, it would appear preferable,
for administrative reasons, not to take damages for injurious affection into
account in determining the apportionmet. ,

The Federal legisiation also adopts the apportionment principle.?? No
reference is made to damages for injurious affection. The proviso in the
Federal provision differs from that in the Ontario statute, the former being
confined to the interest clement in any payment. This appears to mean that
the capital porticn of any payment made after expropriation would be taken
into account in the compensation payabie in the case of an Ontario expropria-
tion, and in the balance owing on the mortgage on the unexpropriated land
in the case of a Federal expropriation.

Manitoba has a provision which is the same as that in the Ontario Act,
tscept that the ratio is based on the compegsation payable apart from dis-
turbance damages.7®# This means that, in Manitoba, the value to the owner
of any special economic advantage is taken into account.

This Commission recommends an appertionment provision, which is
similar to that recommended by the Ontario Law Reform Commission:

Where only part of the property subject to a security interest is ex-
propriated, the owner of that security interess should be entitled 1o be paid a
sum that would leave the ratio between the market value of the security
interest, after such payment, and the value of the secured premises remaining
the same as existed prior to the expropriation between the market value of the
security interest at that tiine and the velue of the entire secured property.

Should some special provision be made for collateral mortgages? One
person suggested that they might be dealt with on some sort of apportion-
ment basis. The mortgagee might, for example, be entitled to be paid out
of the market-value portion of his mortgage an amount that would leave the
ratio between the debt secured and ali the secured assets, aftér such payment,
the same as existed prior 1o expropriation. Since there are such a variety of
situations in which collateral mortgages can be given, and since the occasions
in which such mortgages are expropriated are likely to be very few, we think
it would be preferable to have collateral mortgages governed by the ‘general
mortgage provisions we propose. We do not, in any event, believe apportion-
ment is a suitable concept in relation to collateral morigages. The mortgagee
should be entitied to the market value of his security interest. which might
be the only security he holds. He can always renegotiate the loan position
with the borrower who gave the collateral mortgage. Legislation in other
jurisdictions which we have studied makes no special provision for collateral

s 17 08} TS24 (8 1), FROB.31(F)
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APPENDIX

Materials prepared by Professor 5. W. Hamilton comparing the “market value™
and “outstanding balance” methods of determining compensation fur mortgagees:

1. Definitions

The “outstanding balance™ is defined as the present walue of all futyre morigage
payments discounted at the contract rate of interest,

The “market value™ is defined as the present value of all future morigage payments
- discounted at the morigage rate of inerest for a given class (risk) of morigage.

2. Ousstanding balance—unfair situaiions

The use of the outstanding balance, in its sirict interpretation, creates a number of
inequities, as illustrated below. (Al illustrations in the Appendix are based on semi-
annual compounding of interest.)

{a} Original disconnt morigeges—LConsider the practice of writing “discount™ or
“bonus™ morigages. For example, a2 mortgagee lends $7,832 in cash buz receives a
mortgage for -$10,000, at 10 per cent in order (o raise the real rate of interest (see
Niustration 9). If the property were immediately expropriated, the morigagee would -
recover $10,000 based on the outstanding balance of the morigage. [ a second mort-
gagee lends $7,832 in cash and receives a mortgage for $7,832 at 14 per cent, which is
the market rale, the second mortgages would receive only $7,832 as an expropristion
award. While the practice of initisting “bonus™ mortgages is ndt 45 common 88 it was
10 years ago, a similar situation may arise in different forms wday.

(8) Assignee discounr morigages—Consider the case of an investor purchasing a
five-year-oll existing mortgage. The mortgage has a remaining term of 20 years at a
contract rate of 10 per cent. The outstanding balance al the date of purchase is $18,798
and the purchase price is $20,159, reflecting a general decline in market interest rates
over ihe past five yewrs.79 If the property were immediately cxpropriated, the pur-
chaser-of the mortgage would rececive, based on the outstanding balance, only $1%,798,
having fust invested $20,159. This is 2 common situation arising whenever market rates
for morigages are changing over a period of time. As the secondary market for morigages
develops, the situation where morigagess have purchased and sold mortgages at market
value rather than the outstanding balance will become increzsingly common.

(¢} Implicit discount morigages—One further situation involving implicit boous
financing should be menlioned and this refers to vendor financing involved in the sale
of property (sce Illusirston 10)., The illustration represents 2 common practice among
vendors, Whether the bonus is implicit or explicit docs not alter the fact that a bopus
txists in the mortgage. | ' .

(d) Participation morigages—A final weakness of the cutstanding balance as a
basis of compensation arises from the practice of wriling morigages containing a par-
ticipation clause, for example, a mortgage Joan containing 2 clause that the mortgagee
teceives 2 per cent of the gross income from the property in adidition to the coniract
rate on the mortgage. Using the sirict interpretation of the outstanding balance, the
mortgagee would receive no consideration for the 2-per-cent participation when, in fact,
the worigages bas sacrificed something else in the motigage to obtain this participation.

(£) Swndard morigages—TIt may be argued that the above illustratons are in some
way diflcrent from the position of a mortgagee who advances the full face value of the
mortgage and does not assign the morigage. Unfortunately, even in this case, valustion
based on the outstanding balance will create inequities as between morigagees facing
caproptiation al diffsrent times in a business cycle, [f the curreat rate for new mortgages
exceeds the contract rate on an existing morigage, the mortgages is made better off by
the expropriation award based cn the oustanding balance (see INustration ). If the
current rates arc below the contract rate, the mortgagee would be mede worse off
throtsgh expropriation where the award is based on the outstanding balance (ser Ilus-
tration 3}, Only in the event that current rates are similar to the existing contract rate
would mortgagess be placed in egual positions through expropriation.

3. Morket value

{n],Geneml—'IIie reasons for dwelling on the weaknesses of the oumstanding
balance ss a basis of compensation werz not so much o discredit the approach bur

T4 I bex been assumed tbat the mortgage I8 not one subject to £ 10 of the Jareress Aet, RS.C.
1570, . L0, eg., & mortgegos ir & corporation. :
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rather to identify the weaknesses in order to find a preferred solution. It will be
demonstraied that awards based on the market value of the mortgage will overcame
each of the weaknesses referred to above in the use of the outstanding balance method,

If the basis of compensating a morigagee is the market voiue of the mortgage at
the date of notice of expropriation, the resulting awards will be more equitable between
all partics concerned.  Before examining the various sifuations in rélation to the market
value, several general observations can be made. While the determination of the out-
standing balance on a mortgage is a refatively simple matter subject to lLittle disagree-
ment, the determination of the market value is somewhat more difficult, and subject
to appreciably more controversy. In order to determine the market value, some evidence
as to the market interest rate for a mortgage in a given risk class is required. To the
extent that there is disagreement, it will likely rest with the determination of the appro-
priale intersst rate. While the secondary murket for mortgages is not as active as that for
bonds and stocks, sufficient voitune and expertise exisis to resolve the problem, Most
certxinly, the market information concerning morigages is more readily available than
the corresponding market data for real property, either feesimple or leasehold eststes.
Szveral companies specialize in the purchase and placement of mortgege contracts and
could provide expert evidence, much as an appraiser produces expert evidence on real
property. )

It is frequently argued that a mortgagee may receive less shan the funds sdvanced
and outstanding if the award is based on market value (see Hhistration 2). This point
relates to the rights of the mortgagee prior to expropristion. A mortgagee has a right
to receive u séries of annuily payments, and, aside froin sny remedies contingent on
default, the morigagee generally does mot have a claim for the outstanding balance.
It is the time series of payments that is cxpropriated, nat the capital sum as represented
by the cutstanding balance. Using the market value as & basis of expropriation enables
the mortgagee to reinstaie himself in a position of equivalent risk and earnings after
expropriation. The market-value basis produces awards which are equitable in the case
of original discount mortgages (see Elusiration 9), in the case of assignes discount
morigages (see Tustravions 2, 4), in the case of implicit discount mortgages (zee
Hlustration 10}, and in the case of participation mortgages,

(&) The “call cluuse"—The use of the “call clause” in mortgages (commonly »
five-year clause) .reduces the difference in the awards based on the two approaches.
In generzl, the shorter the term for sny given mortgages the less will be the difference
in awerds based on the Iwo approaches. (Compare Ilustrations 1, 2, §, 6.)

(c) Mortgagee's preference—Mortgagees in general may prefer the use of the
outslanding baiance rather than the magket-value approach to valuing morigages. This is
due in part 1o the simplicily in determining the outstanding balance, the fact they receive
the amount of the cash advanced in the case of standard mortgages and in part because
the econcmy bas experienced a tong period of rising interest rates. In m period of rising
interest rates, awards based on the outstanding balance will be grester than those based
on the market value. [n a period of fzlling interest rates, mortgagees in general would
find the market value to be 2 more acceptable basis of compensation.

In many cases morigages do not continue to full meaturity, usually because the
properiy has been sold and refinancing is necessary to facilitate the purchase. Thus,
even in a period of rising interest rates, where it is to the advantage of morigagors to
retain their existing maorigages, a morigagee may anticipate payment. in full, based oa
the outstanding balance, some yeurs prior to maturity. 1o these cases, mortgagees may
perccive themselves us being placed at a disadvaniage if expropriation awards are
based on the market value rather than the outstanding balance. This wiil arise since the
market value represents the present value of future payments discounied at 2 market
rate rather than the (lower} comtract rate. Two responses 10 the mortgagee’s preference
in this respect may be made here. First, for every mortgage that is paid out prior to
maturity in = period of rising interest rates, a far largec proportion would be paid in
advance during periods of declining interest rates. This would impiy that in a period
of declining interest rates, mortgugees would be better off receiving awards based an
market value relative to awards based on the oulstanding batance. Second, if prepay-
ment of morigages is a common practice, the market discount rate should reflect this
fact. If investors expecl mortgages 1o be paid prior to maturity, this information will
be incorporated into thefr investment decision by the discount (interest) rute.

(d) The Province's secomd-mortguge foans—-Special menlion should be made con-
certing Government of British Columbia second-morigage loans. These loans represent
a unique mortgage in that they are (generally) nontransferable and issued at a lower-
than-normal Inferest rate.  Sincé the morigagee in these cases would be the Provincial
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Goverrment, the probiem of compensation could be resolved through a general arrange-
ment with the Province to base the claim on the outsianding balance rathet than market
value. This suggestion reflects the extremely unique nalure of these mortgages, and the
relationship of the mortgagee and the sxproprialing parties.

4. Mustrations of morigege valuation wnder each approech

The following illustrations are presented o indicate the differences which would exist
under the two approaches. (These examples are not intended lo reflect current market
conditions and ignore disturbance claims.} . :

Baysic data for Hiustretions T 63 &

Originat mortgage loan .. . ... . . .. 318,000

Amoriization term ... .. ... 25 years

Contract intetest rate . . . . ....—... & per cent compounded semiannually
Mounthly payments.___ ... %7632

Expropriation occurs at thetlmc—nfme 24th payment.

Hlustration I
No five-year call clause, current morigage rates 10 per cent compounded semi-
annually, award based on the outstanding balance.

AWARD=$59,721.78, which is the present value of the remuining 276 paymenis
of $76.32 discounted al § per cemt semiannually. :

¥ the mortgagee reinvested $9,721.78 for 23 years at !0 per cent semiannually [current
rate), he would receive a monthly annuity of $38.6%. Hence he is made better off by
$12.37 per month for 276 months. '

{Nustraiion 2
No five-year Sall clanse, current rates for Ioans of similar risk is 10 per cent semi-
annuslly, award based on the “market value™ of the mortgage.

Awarh=$8.323.31, which is the present value of the Temaining 276 paymenls
of $76.32 discounted at 10 per cenl semiannually.

If the morigagee reinvested 38,321.31 for 23 years at 10 per cent semiznnually, he wouid
receive a monthly annuity of $76.32, the same as before expropriation.

Ilustration 3
No five-year call clause, current interest rates for foan of similar Tisk is 6 per cent
semisngually, award based on uutstaq{!ing balance.
AWARD:=$9,721.78 (same ds [lustration 1),

If the morigagee reinvesied $9,721.78 for 23 years at & per cent semiannually, he would
reccive » monthly annuity of $645.4%. Hence be is worse off by $11.83 per month for
276 monahs.

Hlustration 4
No five-year call clause, currest rates for loans of similar risk is 6 per cent semi-
armually, award based on “market value” of the mortgzage.
Awirp==511,530.43.

If the morigagee reinvests §11,530.43 for 23 years al 6 per cent semiannually, he will
receive a monthly annuity of $76.32, the same as before eapropriation.

Hlustration 5
Five-year clause, curvent interest rates for loans of similar risk is 10 per cent semi-
annually, award based on the ocutstanding balance.
AwarD==$9,721.78 (same as Ilustration 1). ;
The five-vear clause has no impact if the award is based on the ouistanding balance.
Hlustration 6
Five-year call clause, currenl inicrest rates for loans of similar risk is 10 per cent
seraiannually, award based on the market value.
AWARD=—39,237.75.
The sward is’ greater than in tlustration 2 since, in the absence of expropriation, the
morigages had a claim to receive $76.32 for 60 months plus the outstanding balance
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($9.213.50) due at the end of the 60th month. If the invesior were to reinvest the
$9,237.75 for 23 years with a three-year call, he wowld receive $76.32 per moath plus
$9,213.50 at the end of three years, exactly his position bafore expropriztion. In prac-
tice, the morigugee would likely reinvest with 2 new five-year call, not a three-pear call,
and reguire monthly payments to fully amortize the morigage in 15 years.

Hlustration 7

Five-year call clatise, current inwerest rates for mortgages of similar risk is 6 per
cent compounded semiannuvally. award based on outstanding balance,

AWARD= 59,721 78 {samce as THostrations § and 3).
Htasiration 8

Five.year call clause, current interest rates for morigages of similar risk i 6 per
cent compounded <emiannoally, award hased on market valoe.
AwsrD=%10,237 .04,
If the morigagee were 10 reinvest $10.237.04 for 23 years at 5 per cent semiannually
with a three-year call he would receive $76.32 per month for 36 months plus $9,213.50
at the end of three years.

—

SUMMARY OF ILLUSTRATIONS ! TO 8

Current Rate

Outstanding Market

{Per Cant) Balanos Vahe - | Difference

— ey —- {
Wo call cause .. . th 1 $9,721.78 4$8,323.31 ! $1,398.47
: [ 9.721.78 11,530.43 . —1 80868
B i §.721.78 2,721.78 i Nif

! !
Five-year calt .. ... . {13 | 9.721.78 9.231.7% ! aks 03
14 3 272178 10,237.604 | — 5152
H 972172 972178 % Nil

| !

1. 'Jf Intereat 1ates remain constant, either method of veluation gives the same answer,

2. As the morigage term declines tor alternatively the time wntl the call takes effect) the difference
in the awards based on the two methods is reduced, In the case of 10 per cent current interest, no ¢all,
the difference Is $1,398.47, while with the call It is only $484.01. Hence the shorter the time t.o maturlty
the ess the difterence betwzen the two approaches.

Bonus and Discounr Maregages
Hiustration 9 e

Consider the following case which arises quite commonly in the market but not in
the form which is presented below. A borrower obtains a cash advance of 57,832 to be
secured with & morigage. The borrower is offerad two alternative repayment plans. The
first is to promise to repay $7,832 at 14 per cent compounded semiannually over 20 years
with monthly payments; the second is 10 promise to repay $10,000 at 10 per cent com-
pounded semiannually over 20 years with moathly payments. In either case the monthly
payments are $95.17 for 240 months.

Assume that two vears later the property supporting the mortgage is expropriated
and that the current mortgeee rate for this risk class of mortgage .is now 16 per cent
compounded semiannually.  Four possible awards might be considered for ihe
mortgagee-— i

{a) Award based on the outstanding balance where the borrower had selected the
first aiernative,

AwaD =5%$7.657. which is the present value of the 216 remaining monthly
paymerts of $95.17 discounted at 14 per cent compounded semiannually,

(b} Award hased on the culstanding balance where the borrower selected the second
allernative.

Awarp== 59,643, which is the present value of the 216 remaining monthly pay-
ments of £95.17 discounted at {0 per cent compounded seminnnually.

{¢) Award based on the market value given the first alternative was selected.

Awsrp=:$6,910, which is the present value of the 216 remaining monthly pay-
ments of $35.17 discounted. ut 16 per cent compounded semiannually.

(d) Award based on market value given the second uiternakive was selected.

AWARrD — $6,9 10, which again is the present value of the 216 remaining monthly
payments of $95.17 discounted at 16 per cent compounded semiannually.

147



SUMMARY OF ILLUSTRATION 9

R Siraight Mo_rngc Bonus Mortgage
Outstanding bulante . . ... .. $7,657 $9,643 7
Market value ... . . e . BSID : 5,910

Using the market value as ¢ basis of compensation, the mortgagee receives the same
award independem of the form in which the mortgage is written while using the outstand-
ing balanuve as a basis of compensation, a difference of $1.986 exists due solely to the
forit in which the morigage is written.

Iftustration 16

As previously mentioned, boenus mortgages seldom arise in the form presented above,
The situation arises in a more sublle manner, Assume g vendor is selling a home subject
1o an existing first mortguge of $20,000. The vendor is offering the home for $33.000
with $£3,000 down payment and a vendor second morigage of 510,000 at 10 per cent com-
pounded semiznnually with a 20-year term.  Alternatively, the vendor is prepared to sell
for $30,832 cash to the existing first morigage. This is the common manner in which a
bonused morigage arises. 1f the second mortgage were granisd and the current rate for
such a mortgage was 14 per ceni compounded semiannually, the vendor could sell the
sccond mortgage and realize $7,832 cash plus the $3,000 down payment, Hence his
willingness to sccept $10,832 cash 1o 1he existing first mortgage.
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Memoraadum T3«3]

BXHIBIT ¥

COMPENSATICN FOR PUSSIBILITIES OF REVERTER AND
POWERS OF TERMINATION UNDER
CONDEMNATION LAW

Condemnation of land has increased greatly in recent years, re-
sulting in a reevaluation of fraditionsl id=as and their applicability to
modern circumstances. The purpose of this note iz fo contrast the
traditional handling of posaibilities of reverier and powers of termina-
tion in eminent domain proceedings with the more recent handling
of these interests, and to set Ifsrth the oosition that California has
taken with respect to them.

Possibilities of reverter and powers of termination are hunped
together in this note, and by the courts,! for they pose the same Valu-
ation problems in condemnation. The primary valustion difficulty is
that, ulthough both are considered to be contingent interests,® neither
is subject to the Rule Agsinst Perpetuities* They may, therefore,
continue as contingent interests forever. The differences between
these two interests do become significant, however, once the limiting
event or condition subseguent has occurred. For example, the possi-
bility of reverter immediately becomes a possessory estate regardless
of the owner's intention, while the power of termination does not be-
come possessory uniil the owner manifests his election that the
granted estate is forfejted.* These mergers of interests, however,
present little difficulty, as the handling of the award in these cases is
largely uncontrovertible.®

t Browder, The Condewchation of Future Inferests, 48 Va. L. Rrv. 481,
472 (1882) (citing cases); ree, e.p., Puerio Rice v. United States, 132 F.24 220,
221 (ist Cir. 1942); People ez rel. Department of Pub, Works v. Fresno, 210
Cal. App. 2d 500, 504, 26 Cal. Rpir. 353, 858 (1982); Sants Monica v. Jones,
104 Crl. App. 23 463, 487-08, 232 P24 55, 68 (1951); i RRATATEMENT OF Prnp-
wrYY § 53 {1838).

¢ See Johnson v. Los Angeles 176 Caul. 479, 485, 188 B. 1047, 1048 (1817);
Strong v. Shatto, 45 Cal. App. 70, 38, 187 P. 159, 162 (1918); L. Srams, Hawo-
pooK OF TEE LAaw gr Furore Isieaiste 29 (24 ed. 1058). .

5L Staes, supmra note 2, at 118, :

4 See People ex rel. Department of Pub. Works v. !"tuno, 210 Cal. App.
34 300, 504-05, 268 Cal. Rptr. BSS, 85%-38 (1982) (generan] discussion of thue
ditferences).

t Where the limitlng event has occurred it is obvious that the holder of
the possibility of reverter iy entitled to the entire saward as he is then the
holder of the entire fse. In the caze of a power of termination, however, the
holder of the noh-possessory estate must teke certain steps to effect s for-
feiture. If be falls to take such steps within a reasonable time, he will be
found to have waived his right of re-entry. Fee Browder, supra note 1, at 474,
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Majoritv Position

Fer the most par{ the courts have refused 1o allow possibilities of
reverter and powers of iernmupation o share in any condemnation
award.® in doing so the ceurts have generally relied on one or more
af three grounds: 1} the inferest that the swner hae in a piss-
siliility of reverter or power of termination is foc remote and EpecH-
lative; I} the owner's interest is taken ot the same time as the posses-
‘sory estate and, therefsre, there is no disuser during the evistence of
the future interest that would result in the forfeiturs of the posses-
sory estaie; 3) the performance of the condition is excused by Onera-
tion of law,

The most common ground for derving recovery is that possibili-
ties of reverter and powers of termination are foo speculative, remote,
or contingent te be subjected to valuation.! The leading authority is
a New York case, First Reformed Dutch Church v. Crosweil * which
held that any rights inherent in these interests were mere possibil-
ities and “possessed no value capable of estimate.” Similarly, a New
Hampshire court'® found that there was “nc method by which the
value of the interest could be assessed which would rise above the
dignity of a guess”" g that it was a “matter too indefinite and vague
for pecuniary estimation.”? A Massachusetts court!® reached the
same conclugion, stating that such interests wers “too remote and con-
tingent to be the subject of an estimate of damages.”* The federal
courts have also generslly denied participation in condemnation
awards o the owners of possibilities of reverter and powers of termi-
nation.*® For example, in Puerto Rico ». United States'® it was held
that these interests were oniy speculative and that “it is elementary
law that damages cannot he assessed by mere gnesswork,”

& Browder, supra note b, al 472,

* E.g., Beard’s Erie Basin, {pc v. MHew York, 342 F.2d 487, 483 (24 Cir.
1844); Puerte Hico v. ¥nited States, 132 F.2d 220, 222 (Ist Cir. 1842): United
Stutes v. 18 Acres of Land, 47 F. Supp. 508, 604 (I3, Mass, 18423; Romero v.
Department of Pub. Works, 17 Cal. 24 189, 194-95, 108 p.2d 662, 663 (1841>;
People ex ret Department of Pub Works v, Fresno, 210 Cal App. 2d 500, 515,
26 Cal. Rpir. 853, 862 (19521; Penple ez rel. Department of Pub., Works v. Los
Angeles, 179 Cal. App. ¢ 358 574, 4 (Cal. Rpir 531, 542 (1960); Chandler v.
Jamaica Pond Agueduct Corp., 125 Mass 544, 547 {1875)' Lyford v. Laconin,
75 N.HL 220, 226, 72 A. IOB5. 1088 (190%). See gemeraily | L. OrcEL, VALUA-
TION UNDER TiE Law oy Zarnest Doramnv § 119, at 518 ¢34 ed. 1353).

& 210 App. Dy, 204, 206 N.V.5. 132 (1524).

& Id. at 295, 208 NV 5. at 134

10 Lyford v. Laconia, 76 N, 220, 72 A, 1085 (1909).

1 fd. at 226 T2 A i 1069

12 I, at 225, T2 A. at 1060,
¥ Chendler v, Jamaica Pond Agquedset Corp, 125 Mass., 544 {1878).

M Id. et 547,

18 E.g., Beard's Erie Basin, Inc. v. Now York, 142 ¥.9d 487, 480 [Ird Cir.
1944).

16 132 F2d 220 {1st Civ. 1947).

17 I, at 222,
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The second ground. that tiere is no reversion or breach of the
condition during the ewisience of the fuiure inferest,'” also had its
beginnings in the Croswcell decision.™ That court had reasoned that
the seizure was of the eniire fitle at the same instant and that there
was, therefore, no interval of time during which a reverter could oe-
cur. When the church ceased {he specifisd use, the possibility of re-
verter was no longer in existence. Thus, "[alt the moment of ap-
propriation there had been no disuser.™  In United Stales v, 2.02
Acres of Land," the eourt specifically relied on Croswell in adopling
this ground for den ¥ing recovery.®?

The third ground for denying recovery is that the condition is
excused by operation of law.”® The courts hold that the owner of the
possessory estate has not voluntarily ceased the required use of the
Jand, but has been compelled to do so by the condemming authority.
Compliance with the condition is therefore excused and no forfeiture
results: “[I1t is uniformly held that realty does net revert where
the use specified in the deed is discontinued solely because of a taking
under the power of eminent domain.™™ The courts generally first
determine that the interest has not become possessory on either of the
last two grounds, then hold that the intkrest has no value in and of it-
self, being too speculative and remote. Under this approach, the
owner of the interest is entitled to no more than nominal damages®

Critigue

It is apparent that the couris that have adopted the general rule
of denying compensation to-the holder of the possibility of reverter or
the power of termination, regard interests in land as having no valne
apart from actual possession of the land. They simply disregard “any
interest the likeithood of whose eventuality cannot be gaupged."® By
so disregarding these interests they have, of course, avoided the real
problem —the valuation of these inferests. One court,” in examining

18 Zee, e, id. ay 2E1-22

# First Reformed Duteh Chureh v Croswell, 210 App. Dhiv, 204, 295 208
N.Y.S, 132, 133-34 (1924).

2o I, 806 M.Y.S. at 134, .

21 51 F, Supp. 56 (8.D.NY. 1843), off'd sub nom., Westchester County
Park Comm'n v, United Siates, 143 F.24 888 (2d Cir. 1944},

2 Fd. at 61.

2t See, eg. People ex rel. Department of Pub. Works ». Loz Angeles,
198 Cal. App. 2d 658, 4 Cal. Rptr. 531 (1960}, Ssnta Monica v. Jones, 104 Cal.
App. 24 463, 232 P24 35 {1951k Lyford v. Laconia, 75 NH. 220, 72 A, 1085
(1900); First Reformed Dutch Church v. Croswell, 210 App. Div. 284, 206
MLY.S. 132 11524), Contre, Lancaster School Dist. v. Lancasler County, 235
Pa. 112, 144 A, 903 (1828,

2 Stzte v. Independent Schoal Dist. No. 31, 268 Minn. 85, 81, 123 N.W.2d
121, 126 (1963} (citing cases).

*3 (Uases cited note 23 supra

# 1, OrerL, stpre note 7, at 516,

2t Midwestern Developments, Ine. v. Tulsa, 374 F.2d 683 (10th Cir. 1967).
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the reasoning of & prior decizion inat it had cited favorahly, simply
stated that “such mterests were not possessery and ico uncertain to
admit of vempensaiion, therefore, not property in the consiitutional
sense. ¥

But the issue may nei be so easlly avoided, since “the preferred
view foday is that all varleties of future interests are existing in-
terests "2 Pogsibilities of veverter and powers of fermination are
contingent interasts in land® and contingent interests have “achieved
status as a proteciable intevest for many purposes.”™  Maost states
have provided that pessibilities of reverier are [reely alienable®® and
powers of termination sre becoming so in more 2ind more states®
Should not these interesis be entifled fo a just compensation when
taken by condemnation?

The fact that they cannot be given an exact value should not be a
deferrent to valuation. The Supreme Court™ has stated that at times
the determination of a just compensation “involves, at best, a guess
by informed persons”*® and that “[wlhere, for any reason, property
has no market [value], resort must be had to other data to ascertain
its value; and, even in the ordinary case, assessment of market value
involves the use of assumptions, which make it unlikely that the ap-
praisal will reflect true value with nicety.”?

Possibilities of reverter and powers of termination are “property
interests possessing at times considerable value™® apart from the
possibility that they may hecome possessory. The grantor may con-
vey ithe land for the purpose of attracting certain business or institu-
tions into an area where he has other holdings. For example, a prop-
erty owner thet desires a railroad to locate near his property might
convey a portion of his land for a2 nominal sum on the condition that &
railroad be constructed on sugh !land.®® By reserving in himself and

%8 Jd. at G87. :

2% ) Ammncaw Law or Prorgwry 5 43, st 407 (AJ. Casner eod. 19520
{emphasiz added).

W Cages cited note 2 supra,

81 1 L. Sraxs & A, Sparre, THe Law oF Foruns Iviesests § 136, at 117
(24 ed. 15856).

32 ] AmERICAN Law or Proeesry § 4.70, 2t 530 (A7 Casner ed. 1952); 2
R. Powrlr, Tur Law or Kean Proegryy § 281 (1887): zee 2 REBTATEMENT OF
PropenTY § 159 (1934},

82 2 R. Powsit, supre note 32, al § 282; sze, eg, Car. Cwv. Copr §§ 689,
1048, ‘

4 United Stetes v. Miller, 317 T8, 309 (1042},

# Id. at 35,

M 4 at 374,

37 Comment, The Effect of Condemnation Proceedings Upon Puossibilities
of Reverter and Powers of Termination, 38 1, Der. L.J. 46 {1860).

38 See, e.g., Romero v. Department of Pub. Works, 17 Cal. 24 188, 191, 109
P.2d 882, 683 (1941) (“one dollar and the benefits to be derived from the
construction and operation of [the] reilroad . . . "); Santa Monica v. Jones,
154 Cel. App. 23 463, 232 P.2d 45 (1951).
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his heirs a possibility of reverter or a power of termination, the
grantor seeks o ensure that the ratircad will locats there and that if
they do not, he will have his land back. Such ap interest is a valuable
asset to the granior. Similar situations arise where land is conveved to
a church or hospital and the grantor desires te be sure that the land
will be used exclusively for such purpeses® I is also common for a
grantor to seek to ensure tbat ceriain undesivabie businesses, such as
taverns or factories, will ot locate there*® In all such cases the
grantor has specifically refrained from conveying all that he has and,
in most cases, what he has conveyea is less valuable than it would be
with no restrictions placed on its use. To give the entire condermma-
tion award to the grantee, which i based on the value of the land for
the best possible use, would be to pay him for rights that in fact he
never had.

One final problem with the general rule is that it can be used 4o
defeat the interest of the grantor or his heirs. In one ingtance': a
school seeking to acquire an athletic field had initially desired to pur-
chase the land, but resorted to eminent domain on lesrning that a con-
dition in the deed precluded any sale** The school thereby defeated
the interest of the grantor and his heirs, leaving them with nothing to
show for the interest they once had held. The awner of the determin-
able fee, however, who had paid only & nominal consideration for the
property, found himself substantially epriched. This is certainly not
just compensation. A minority of courts, recognizing these inequities,
have arrived at methods of valuating and proteciing these interests.

Minority Pesifions
The Mississippi court, in Hemphill v. State Highway Commis-
sion,*® after inguiring into thé nature of future interests in general,
concluded that the mere fact that an estate iz not vested does not
mean that it is not prolected under federal law.** The court then
“decline{d] to follow tie majority rule which denies compensation

8 See, e, Lutea v. Loulsville & NRR, 158 Ky, 259, 164 S.W. 782 (1814
{church}; United Baptist Convention v. East Weare Baptist Church, 103 N.H.
521, 176 A.2d 325 (1861) (church); Stats v, Faderal Square Corp., 8% N.H. 538,
3 Ald 109 (1038) {Lbrary); f» re Cook's Will, 243 App. Div. 708, 277 N.¥.S.
26 (1835) (hospital); First Reformed Dutch Church v. Croswell, 210 App.
Div. 284, 206 N.Y.5. 132 (1524} {church); Banner Baptist Church v. Watson,
193 Tenn, 280, 246 SW.2d 1¥ (1951 {church}.

4t By limiting the use to which the land may be put, the grantor can pre-
vent undesirable elements from acquiring or iccating on the land. For ex-
emple, a conveyance for residential purposes only would achieve this purpese.

¢1 Stete v, Independent School Dist. No. 31, 288 Minn. B85, 123 N.W2ad
1231 (1983).

12 Xd. at 90, 123 N.W.2d ai 125.

2 245 Miss. 33, 145 So, 2d 455 (1982).

44 fd. at 48, 145 So. 2d at 482, citing 1 L. Sivees & A, SMITH, supra note
31, at § 136
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to owrers of all future intercsts faken by the siate. There is no ra-
tional basis for such & general doctrine. Tt is not €qui£able and it is
not consistent with other legsl nrociples relsled {o such existing es-
tates in land . . . "% In support of valiztion the court pointed out
that one “who possesses an interast which he can sell has an interest
for whieh he sught to be paid upon taking or rondemnaiion by the
state. ™

The harshness of the genersl rule was apparent to the American
Law Institute as well, Section J3{c) of the Hestatement of Property
provides that the holder of the possibility of reverter or power of
termination is.entitled to participate in the award when it is found
that the happening of the condition or limiting event is “imminent.”
However, no guidelines were provided as to what was to be con-
sidered imminent. The Institute in recognizing this noted that “Injo
more definite rules for the division of the award between the owfler
of the estate in fee simple defeasible and the owner of the future in-
terest have been established either by decision or by statute™" The
Institute left this for the courts and legislatures to work out for them-
selves. The result has been thst while the section has been widely
recognized by the courts* the necessary imminence that would just-
ify participation in the award has been found in only & few in-
stances.*®* Courts have shown such reluctarce o find this requisite
imminence® that one court was led t4 conclude “that the owner of
the future interest is not adequately protected by [the Restatement]
rule, . UM

¥ecently, some courts have found a more effective means of pro-
tecting these interests, The basie principle behind these latter de-
cisions is that “in a condemnation situation, the parties are not con-
tending over an indivisible ‘parcet of real estate but rather over a
sum of money which can be divided between the parties if necessary

13 Hewmphill w. Smtp Hway Cotim'™n, 245 Miss, 33, 51, 145 So. 24 455,
483 (1962},

4 1d.

47 1 RESTATEMENT oF DrOVERTY § 53{e) (1938),

4 Eg. Unfted States v. 111015 Acres of Land, 44 ¥. Supp. 448 (ED. IIL
19423 People ex rel. Department of Pub. Worlks v. Fresno, 21¢ Cal. App. 2d
500, 617, 26 Cal. Rptr, 853, 863 (1%82); Sania Monica v. Jones, 104 Cal. App.
2d 463, 47475, 232 P.2d 55, 62-63 (1951): see Poople ex rel. Department of
Pub, Works v. Los Angeles, 179 Cal. App. 24 558 574, 4 Cal. Rptr, 521, 541-42
{1960} (applying rule but not mmentioning Restatement by name).

10 See, e.g, United States v. 2,182 Acres of Land, 45 ¥, Supp. 681 (W.D.
Ark. 1942}; Chew v. Cominonwealth, 400 Pa. 307, 161 A.2d 621 (1960),

8 See, e.g., Santa Monica v, Jones, 104 Cal App. 24 463, 232 P24 55
(19513, in which the court determined that the various breaches of conditions
subsequent were not sufficient to give rise to the exercise of the power of
termination.

5 Siate . Independent 3choel Dist. No, 31, 266 Minn, 85, 95, 123 N'W.id
121, 128 {1963).
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in the inierest of substantial justira."% The results of these decisions
may be divided into three basic categeries: (1) the entire award
gees to the holder of the defeasible fee who holds it on the same con-
dition as that on which he held the land; (2} a lump sum award is
divided betweer the parties: or (31 3 combination of these two.

The first category has resulted chiefly where the grantor has con-
veyed the iand on 2 condition t(hat it be used for some charitable
purpose®® In re Cook’s Will™ a New York decision, held that where
land had heen conveved to a hespitel en the eondition that it be used
only for the hospital, the proceeds of the condemnation award were %o
be deposited in a separate fund. The hospisal was entitled to the in-
come from this fund on the condition that it be used only for hospital
purposes. This result is subject to the criticism that the hospital,
which had a defeasible fee in the property taken, got no more than is
the customary condemnation award for a life estate under similar
circumstances.”* However, the limitation in this case is analogous to
a life estate, for if the land were no longer used for hospital purposes
the hospital would necessarily cease to exist,

In a later New Hampshire decision, land was conveyed on the
condition that it be used solely for Baptist worship. Upon condem-
nation of the land, the court established a constructive trust in the
amount of the award, under which the church could utilize all the
funds, so long as they were used for Baptists purposes. This result
seems more equitable than that of the Cook decision, as it preserves
the intent of the granter as nearly as possible and also provides some
measure of assurance that this intent will be carried out.®

The second category of cases has resulted in a division of the
lump sum award between the parties. In State ». Independent Schoo!
Distriet No. 31,5 the Minnesota court adopted this method, recogniz-
ing that possibilities of reverter and powers of termination were not
adeguately protected by the Restatement rule,’ and held that in “some
situations the possibility of reverter may have more than nominal

82 Compment, supra note 37, at 54,

8% {ages cited note 32 supra.

bt 243 Awn. Div. 706, 277 N.Y.S. 26 {1333).

&% See L. Simres, Hanpscor oF mHE Law oF Furore InTeErests 116 (2d ed
1966). It iz argusable that mere ‘income for his life might be said to fall shart
of full compensation for a fee zirnple.” Fd. g

% United Baptist Convention w. East Weare Baptist Church, 108 N.H.
521, 176 A.24 325 (1981;.

5 The resuits in these cases may be explained by the particular eir-
curnstances which would alfow arn application of the cy-pres decirine, but
this would not preveni z similar handling of non-charitable limitations or
conditions.

Bk 256 Minn. 85, 123 N.W.2d 131 (1863).

66 Fd. at §5, 123 N.W.2d at 129. This parficular case has been cited jn 2
later federal decision as an example of special circumstances that would allow
the holder of such & fulure interest to participate in the award. See Mid-
western Developments, Inc. v. Tulsa, §74 F.2d 683, 688 (10th Cir. 1367).
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vajue " This division of the jump sum award is based on the fact
that valuation in condemnation iz predicated on market value and
that often linitations ugon the use of property prevent iis being used
in the most beneficial way."" The court found thatl since the resiricted
use is not faken into aceount in determining the amount of the award,
which is based on the value of the land for ity best possible use, an in-
eguity often resuits.® Consequently, the owner of the defeasible fee
should be entitled caly to that proportion of the award thal the value
of his restricted interest bears to the unrestricied wvalue, with the
balance going to the holder of the nassibility of reverter. Where the
restricted use has a value sgual to or greater than the redsonable
market value, the holder of the future interest is only entitled to a
nominal award.® It is worth noting that the court felt inclined to
take this approach even though no attempt was made by the owner
of the possibility of reverter to establish the value of his interest.™

The third method of handling pessibilities of reverter and powers
of termination by the minority courts is that adopted by the Ohio
court in Ink v, Canton.®® It is a synthesis of the first two methods.
In that case, the land under condemnation had been conveyed to the
city on the condition that it be used as a public park.®® The court
stated that where the grantee has paid full market value for the
property, compensation te the grantor should be denied since any
award paid to him would amount to a windfall® But where the
grantee paid little or nothing for the fee, the amount by which the
value of the unrestricted fee exceeds the velue of the restricted fee
should be paid to the grantor. Since the grantor in Canton expressly
refreined from conveying the whole estate to the grantee, and re-
ceived nothing for what he did convey, the court concluded that at the
time of appropriation by thg state the grantor was entitled to the dif-
ference in the value of the property as messured with and without
restrictions.® In such a situztion, the ecurt held the right not too
remote or contingent for purposes of valuation.®

The court next considered tha argument that the whole award
should go to the prantee because the grantor’s condition, imposed
enly to compel the grantee to make a specified use of the property,
had been excused by the candemnstion and was no longer effective,”

2 State v, Independent School Dist. Wo. 81, 266 Minn, 85,86, 123 NN'W2d
121, 129 {1983).

a1 See id. {citing cases and other suthorities).

82 See fd. at 96-87, 123 N.W.24 at 129.

g8 Id. at g7, 123 M.W.2d at 12§5-30.

&4 T3, gt 92, 123 NW.2d at 126,

s8 4 Ohio St. 2d 51, 212 N.E.24 574 {1845).

a8 4. gt 52, 212 N.E.2d at 575.

o7 jd. at 55, 212 NE2d at 677,

0% id,

4 See id,

74 See id. at 55-56, 212 N.E.2d a1 57T.
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The ecourt found that, regerdless of this argument, it “does not rep-
resent a reason for giving the graniee the vaiue of something he has
not lost {i.e., the amount, if anv, by whieh the vaiue of the property
taken exceeds ils lesser value for the regtrinied use that the grantee
could have made of it) whers the graator expressiy refrained from
conveying that something to hue" The court then painted out that
in the usual situation involving possibilities of reverter o powers of
termination ihere is only land io be awarded, wihile in the cuse of
eminent doruain there is a0 swird of money, which can and should he
divided where the situntion distaies®

The eourt further provided that sinee the city had underfaken =
fiduciary responsinilivy by accepting e conveyance, any monay that
the city received should be held in irusi subject to the same conditions
under which the property was held, and any meney noi used for Ink
Park purposes should revert {o the grantor.”™® This solution was pos-
sible because only a portion of the park was taken by the condemning™
autherity, and it was not an undue burden to require that the award
be used in conjunetion with the remaining portion of the park. In this
way the court prevented the city from being unjustly enriched, while
also assuring that the award giver would be used for the purposes
specified in the original conveyance and not for other purposes.

There are two more minority approaches that should be men-
tioned. First, some courts have directiy controverted the majority
position, hoiding that the grantor zlone is entitled to the award™
The ratienale for such a position has been that the taking by the gov-
ernment amounts to a breach of the conditions impesed by the grantor,
and the land, therefore, reveris to the grantor. However, in at
least one instance™ where the court awarded the entire judgment to
the grantor, it did so only to give effect to the particular intent of the
grantor, which by the terms of*his deed indicated that 2 taking by
eminent domain would in fuct operate as a breach of the condition
regardless of the city’s power to prevent it.” The position of other
cases giving the grantor i entire uwurd cannct be so justified. As
such, their position is untenzbie and almost universally rejected,”

A second possible approach would be to use the Internal Revenue
Service method of valuating future interests for Federal Gift Tax

T g, ut 55, 212 W.E.2d at 877-%8.

TioId. at B6-57T, 212 N.E.2d &t 576, siting 1 L. SrdEs & A Snirrw, Tae Law
oF FuTtuke InTERESTS % 2013 {1868), Comument, The Effect of Comdemnation
Proceedings Upon Possibilities of Revevter and Powers of Termingtion, 38 U,
Der. L.J. 48, 54 (13601,

T8 Ink v. Canton, 4 Chio St 24 51, 58, 232 N.E2d 574, 57% (1955).

74 E.g., Pedrotti v. Marin County, 152 F.Id 322 (Sth Cir. 1946); Crowl v.
Tidnam, 198 Okla. €5¢, 181 P24 548 {i947); Lancaster School DHst. v. Lan-
caster County, 295 Pa. 112, 149 A. 901 (1§20,

75 Pedrotti v, Marin County, 152 F.24 828 (9th Jir, 1045).

76 See id. at 831,

7T See cases cited note 24 and text accompanying note 24 supra.
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purposes by the use of actuoria! msles ™ While this soluiion neces-
sarily would ire limited @ situations vheve the particular contingency
is dependent on the Jife o u warticdiar pevson, or the outliving of one
person by ancthar, 1 remnaing revertheless ac a wposarbility.

California requires ihat esch sepurate estale or interest in land
shall be alued inaividually m condemnation proceedings.™  Possi-
bilities of reverter and powers of termination shouid fall within
this provision since the courts hold that they are intervests in prop-
erty.® However, the Supreme Couri of California, in its on!  de-
cision directly in point, has adopted the majority position denying
compensation for reversionary interests. Romero v, Deportment of
Public Works® dealt with the condemnation of a narrgw strip of land
held by a railroad under & deed that was given on the consideration of
one dollar plus “benefits to be cevived by [the grantor] from the
construction and operation of a railroad . . . 2 The deed provided
that the land was to be used only for raiircad purposes and that if
such use ceased, the land was to revert to tne grantor®® 'The eourt
found that the periormance of the condition was made impossible by
operatior. of law, and that since the limiting event had not cccurred
prior o condemnation, the future intevest was too speculative and
remote to have any compensable value™ The court did recognige
that possibilities of reverter and powers of termination should have a
separate valuation, but only where the land {aken has some special
value to the owner apart from the vse of the land, such as the value of
mineral rights.®® The ¢ffect was 10 award the railroad the value of the
land for its best possible use even though the lesser value for the
restricted use was acquired forbnly & nominal sum.

In more recent California cases the ruic set forth in the Restate-
ment of Property has been recognized, ¥et no court has found such
imminence of the termirating event thal would allow the holder of
the possibility of reverter or power of termination to share in the

78 See Treas. Reg. 2523512-5(15. See aiso 5 . Powery, ThHE Law oF REaL
Paorerry § 668, at 112-2% {1887, .

" “The courd, fury, or referee muat henr such legal testimony os may be
offered by any of the parties to the proceeding, and thereupan must ascer-
tain snd assess: 1. Value. The vaiue of the property sought to he eon-
demned, gnd &1l improverrenis thereon pertaining io the realty, and of each
and every separate estate or interest therein® ©ar. Cooe Civ. Proc. § 1248015,

8¢ Johnston y. Los Angeles, 176 Cal. 479, 168 . 1047 (1917); Streng .
Shatto, 45 Cal. Apn. 28, 18T P, 158 (1019): see 28 Cavrr. L. BEev, 525, 526 {1841),

51 17 Cal 24 189, 103 P.2d 662 (1942).

82 jd. 2t 191, 105 Pid at £33,

a8 Id. at 181, 108 P.3d at 864,

54 Jd. af 104, 10D P.2d at 665

o Id. af 185, 108 P24 at €65,
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award.?® In Sfante Monico v Jones™® the court determined that the
land had been comveyed o ibe railrond on a condition subseguent as
in the Ronwero case. The deed clipulated that if the lang was not used
for railway purposes, or the pailway should ceass to run a daily pas-
senger service, ¢r anv structurss not necesgary to the operation of
the railroad werve constructed thereon, the land would revert {o the
granior. ™ Relyving direetly oo Croswell the court held that the taking
by the governmeni didd not amouni o 2 breach of the eondition, and
even if it werz a breach, the heirs had not elected to declare a for-
feiture of the possessury estate™ The court found thai forfeiture
was not imminent even though the railroad had made application on
several occusions to discontinue passenger service ™ ‘

In finding ne irnminence the court cited a New York case, Carter
v. New York Centrai Railroad® as anthority. However, while the
guestion of immimence was raised in the New York case, the actuil
decision was based on a determination that the possibility of reverter
had no “value capable of estimate’®® Moreover, the California court
even went so far as to say that a breach of the condition subsequent
prior to condemnation would not entitle the heirs of the grantor to
participate in the award™ The court did not go into the question of
a special value apart from the use of the land, which was raised in
Romero, but simply stated that no such velue was alleged™ This
result was reached despite the fact that California requires a separate
valuation of all interests in the land.%®

In Pecple ex rel. Depavtment of Public Works v. Los Angeles
land had heen conveved to the City of Los Angeles for the purposes
of a public mark. ‘The Jand was deeded on the condition that it be
used exelusively for & public park to be known as QGriffith Park.
The state subsequently condefuned part of the land for the construe-

" #& Seg People ex vel. Department of Pub, Works v. Fresno, 210 Cal. App.
28 500, 517, 28 Cal. Rptr, 833, B6Y (1463, People ex rel, Diepartment of Pub.
Works v. Los Angeles, 179 Cal App. 2d 558, 574, 4 Cal. Bptr. 531, 541-42
(1960): Ssnta Monica v. Jones, 104 Cal. App. 2d 483, 474-75, 232 P24 55,
B2-63 {1951).

87 104 Cal App. 24 483 232 P24 55 (19561).

48 Jd. at 468, 232 P2d ot 68-38

B Sl nt 472-73, 232 F.2d at 61

#0 3 at 471 232 P2d at 60,

Bl 731 N.V.S.2d 610 (Sup. Ct. 1547,

ot Il at 614,

4% Santa Monica v. Jones, 104 Cal App. 2d 463, 473, 232 P24 55, 61
{1951}, 'This holdirg caused one writer to comment that such reasoning rep-
resented hiind adherance to the rule of Croswelll Comment, The Effect of
Condemnation Proreedings Ugon Passibilities of Reverter and Powers aof
Termination, 38 U, Der. L.J. 45, 50 (I8RO}

™ See Santa Monica v, Jones, 104 Cal. App. 2d 463, 474, 232 P.2d 55, 62
€19315.

U5 Car, Coor Crv. Proe. § 124401},

¥ 179 Cal, App. 2d 558, 4 Cal. Rptr. £31 (1060},
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tion of the Golden State Freeway, The court first determined that
the land was held on a condition subseguent*’ and that there was no
breach of the condition prior to condemnation. ™ The court ther con-
cluded that any interest that the heirs had in the Jand was “so remaote,
specuiative and contingert as ig justify ne consideration by the
court .. . "™ As in Sanze Mownica v. Jones, no evidence was pre-
sented by the claimant as to the value of his righg o '

The most recent California case is People ex rel. Department of
Pubdlic Works v. FresnoYi in which a large parcel of property was
canveyed to the City of Fresne for municipal purposes, including use
as a municipal airport, and “for no other purpose.,™™ The heirs of
the grantor were named as co-defendants in the condemnation pro-
ceeding, along with the city. The trial court had determined that the
city’s interest in the property had terminated, and awarded the en-
tire amount of compensation to the heirs of the grantor.'™ In over-
ruling the trial court, the appellate court assumed for the purposes of
adjudication that the conveyance created a determinable fee,*™ and
found that there had been no reversion prior to the taking. Further,
since the cessation of the reguired use was involuntary, the taking it-
self did not cause a reversion.* The court further found that there
was no evidence of imminent reversion at the time of condemnation 1
The court held that the nen-compensability rule for “speculative” con-
tingent interests, as developed in prior California cases dealing with
conditions subsequent, applied with equal force {o the reversionary in-
terest incident to a determinable fee!®” However, the court did at
least recognize those cases that imposed the grantor's conditions upen
the award, and indicated that Such a provision under the facts of
Fresno would be proper. 8 Concededly, the e¢ity itself had volun-
teered this stipulation, but the willingness of the court to imple-
ment such a provision under the right eireumstances may be an indi-
cation that some measure of protection will be afforded these in-
terests in California condemnation proceedings.

Conclusion
In the words of 2 Mississippi court, “there are other soundly rea-

M Id. at 570, 4 Cal. ®Bptr. at 530,
98 fd. at 575, 4 Cal. Hptr. at 542,
® Id. at 5§74, 4 Cal. Eptr at 542
0 Id. at 575, 4 Cal. Rpir. at 542
101 210 Cal. App. 2d 500, 26 Cal. Rptr. 853 (1262).
- 102 1d, gt 503, 26 Cal. Rptr. at 854
02 id. at 564, 28 Cal. Rpir. at 855,
104 J4,
103 Id. i 508, 28 Cal, Rptr. at 855,
198 Id. at 517, 26 Cal. Rptr. at 883,
197 Id. st 515, 26 Cal Rptr. at B§3,
108 I1d. at 518, 28 Cal. Rptr. at 863 {citing favorably cases noted in sec-
tlon on minority position).
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soned cases, in a minority, hol dmb 4t g future interest in Jand which
is not tennous znd which i capable of evaluatior. is a compensable
right when taken or damapad by the state for public uze™ Such
a result would appear 1o be Tictated in states such as California where
future interests are classified as property, and all property interests
are required to have a separate valuation in condemnation proceed-
ings. )

The recent trend has been in favor of protecting these interests. -
California apparently recognizes this trend as favorable, as evidenced
by iis peneral recognition of the Restziement rule and the ianguage of
Fresno indicating approval of the hmposition of the grantor's condi-
tions upon the graniee’s award. If is also Important tn note that
there have been no major California decisions on this peint subseguent
to the decisions by the Minnesota and Chio courts, which made the
first major breakthroughs in this area.

It is suggested that these interests do have a value in and of
themselves, apart from any likelihood of their becoming possessory.
Concededly, the condemnatisn of land by & public authority does not
effect a reversion to the grantor or his heirs, or a breach of the con-
dition subsequent. But the mere fact that the interests have not be-
come poOSsessoTy is no reason to deny their participation in the award.
Unfortunately, in so denying participation, the courts have limited
themselves by implication to the idea that value lies only in posses-
sion of the land or in the possibility thereof. It should be recognized
that in certain instances these inierests do have independent value,

and it is necessary to formulate means of estimating and protecting
them.

Hoger A. Grable®

A

13 Hemphill v. State H'way Comm'n. 245 Miss. 33, 50, 145 So. 2d 455,
483 (1962} (citing cases).
* Member, Second Year Class
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IN THE SUPREME COURT OF THE STATE OF CALIPORNIA
IN BANK

SOQUTHERK CALIFORNIA EDISON COMPANY,
Plaintiff and Respondent,

L.4a. 30095
{Super. Ct. B6635)

vl

RICHARD D. BOURGERIE et al.,

St Mt Sl Ml el Sl Nl Sl Tl it

Pefendants and Appellants,

The sole question at issue is whether a build-
ing restriction in a deed constitutes "property" for pur-
poses of article I, section 14, of the California Consti-
tutionl{so that compensation must be made to a landowner
who has béen damaged by the construction of an improvement
which viclates thé restriction on land acquired by eminent
domaln.

In 1964, defendants purchased a tract of land in

1/ Article I, section 14, of the California Con-
stitution provides in part, "Private property shall not be
taken or damaged for public use without Just compensation
having first been made to ., . . the owner . . . .

1

{SER DISSFNTING OPINION)



Santa Barbara from the Bank of America; the bank r;tained

a portion of the tract adjolning defendants! property on

the west. The deed from the bank to defendants provided

that the property transferred could not be used for an

‘electrie transmission station, and the land retained by the

bank was made subject to the same restriction. Plaintifr,

Southern California Edison Company (Edison), a public utility, sought
to acquire the bank's land by eminent d&main, for the purpose '

. 2/
of bullding an electric substation.

In its complaint agalnst the bank, Edison Joined defend-
ants, alleging that they owned or claimed some right, title or
interest in the bank's land. Defendants answered, asserting

that the bank's land was burdened with a restriction in theip favor,

and that they wou;d be damaged by the proposed electric substation
Subsequently, the bank and Edison entered into a stipulation

for judgment in which the bank agreed to permit Edison to

acquire the bank's land for a specified sum. The action pro-
ceeded to trial on the issues relating to the propriety

of the condemnation,and the trial court rendered judgment in

2/ :

~ Section 1001 of the Civil Code provides that any
person may acquire private property by eminent domain for any
use speciflied in sectlion 1238 of the Code of Civil Procedure.
Section 1238 of the Code of Civil Procedure states that the
right of eminent domain may be exercised by any public utility
for electric power facilities,



Edison's-favor, holding that the praperty_sought~t0 be
condemned would be applled to uses authorlzed by law, It
held alsc that the restriction forblidding the construction
of an electric transmission statlon on the bank's land did
. not create a compensable property interest in defendants.

In attacking the basic lssue defendants fire two
salvos. Flirst, they maintalin that a building restriction
constitutes "property" as that term 1s used in article I,
section 14, of the California Constitution and, théfefore, a
taking must be compensated whether the plaintiff seekling con-
demnatlon 18 a governmental entity ér & private party. Second,
they assert even if a restriction is not viewed as compensable
pfoperty when the condemner is a governmental entity, ne#er—
theless a private, profit-making corporation such as Edlson
may not violate the restriction without compensating the
property owner in whose favor it runs., We need not reach the
second of these issues since, as will appear, we conclude that
whether the condemner is a public or private entity, a bulilding
restrictlon constitutes "property" within the meaning of
article I, section 14, and compensation‘must be paid whenever
damage to a landowher results from a vlolation of the restriction.

The trlal court ruled against defendants In rellance

upon Friesen v, City of Glendale (1930} 209 Cal, 524, and



Lombardy v. Peter Klewit Sons' Co. (1968) 266 CaliApp.2d

599, In Friesen, & case we have not reexamined in over four
decades, the court held: a building restriction 1s not a
property right but merely'a negative easement or an equitable
servitude; such an interest is, in essence, a contractuzal
right cognizable In equity as between the contracting partles
but not binding upon‘the sovereign slnce parties may not by
mutual covenants 1in private contracts create for themselves

an estate 1n land entitling them to compensation bfvthe state;

moreover, 1f plalntiffs' position were sustalned, each landowner

in the tract to which the restriction applied as well as the

encumbrancers of the various lots would be necessary partles

to a condemnation.suit, thereby greatly lncreasing the cost

of condemnation. In Lombardy the Court of Appeal denled compen-~

‘sation on the authority ofi Friesen. l
A majorify-of Jurisdictions which have considered

the matter hold that bullding restrictions constitute property

rights for purposes of eminent domain proceedings and that

a condemner must compensate a landowner who 1s damaged by

violation of the restriction. (Horst v. Housing.ﬁuth. of

County of Scotts Biuff (Neb. 1969) 166 N.W.2d 119, 121;

Meredith v. Washoé County School Distriet (Nev. 1968) 435

P.2d 750, 752-753; U.3, v. Certain Land in City of Augusta,

Maine (S.D.Me. 1963) 220 F.Supp. 696, 700-701; School District



No. 3 v. Country Club of Charleston (S.C. 1962) 127 S.E.2d

625, 627; Town of Stamford v. Vuono (COnn.‘1928}:1H3 A.

245, 249, Allén v. City of Detroit {Mich. 1911) 133 N.W. 317,
320; see cases collected in 4 A.L.R.3d 1137; 2 Nichols on
Eminent Domain {3d ed. 1970) § 5.73{11.) The Restatement

of Property also adopts this view, (Rest., Property, § 566.)
Friesen and other cases adhering to the minority view have been

sharply criticized by law review commentators, (See, €.8.,

Aigler, Measure of Damages for Extinguishment of Eaﬁement

by Condemnation, 1945 Wis,L.Rev. 5; Stoebuck, Condemnation

of Rights the Condemnee Holds in Lands of Another (1970)

56 Ibwa L.Rev..293; Spies & McCold, Recovery of Consequen-
tial Damages in Eminent Domain (1962) 48 Va.L.Rev, #437;

Comment (1955) 53 Mich.L.Rev, 451.}
We are impressed with the cogent critleism of the
<+

conceptual undérpinnings éf Friesen. First, it is unquestioned
that building restrictions constitute property rights for some
purposes (Mock v. Shulman (1964) 226 Cal.App.2d 263, 269-270;

see 5 Powell on Real Property (1971) § 671, p. 147). Further-
more , it 1s difficult to justify affording compensation for

the approprlation of an easement, which is ﬁnquestionably cOm-
pensable “properﬁy" {see 2 Nichols on Eminent deain (3d ed. 1970)

§ 5.72), while denying payment for violation of a restrictlon.



Both easements and bullding restrictions may be created by
agreements between private parties and, therefore, upon condem-
nation in both situations the financial burden of the condemner

is increased scleiy by virtue of agreements made between
private‘parties.gf Equally important, the violation of a

bullding restriction could cause far greater damage in monetary
value to z property owner than the appropriation of a mere right
of way. To establish a substantive distinction by merely label-
ing one a property interest for which compensatigﬁ must be

made and the other a mere contractual'riéht which may be appropri-

ated by a condemner without any compensatlion is inequitable'and

rationally indefensible. .
'§/Professor Algler, in his article, Measure of Damages

for Extinguishment of Easement by Condemnatisn Op. cit,

84 ra,.I§§5 Wis L ReV. 5, 23-20, Tootnote I0 ofTers 8
anaIysis: " . . . But sufely 1t 1s possible for a landowner
by his own act, for instance by improving his land with
buildings, trees, etc., to increase the amount of compensation
he is entitled to recelve on condernation. The condemning
unlt cannot expect to get off by paying for the taken land
only in its natural state untouched by the hand of man and
unaffected by developments in the neighborhood. Likewise he
may clearly get Iincreased compensation if he has acquired
valuable easements (legal) apurtenant [sic] to the land taken,
and 1f the legal easement he has acquired burdens the taken
land for the benefit of his land which is not taken, the
authorities all agree that he 1is entitled to compensation.
Why, then, should compensation be denlied when the increase

in value or Ero fonecest extinendshed was created by covenant
$.—--~=d O DY a deed of conveyance and 1s called an equitable
Instead of a legal easement? The contract in these e#ituations
creates property rights."




We need not contemplate in depth the somewhat
esoteric dialogue on the appropriate charécterization of a
building restriction. One writer has perceptively declared
that the "no-property-interest argument ls less the motivation
~ for denlal of compensatlion than it 1s a ratiocnalization for a

result desired for other reasons" (Stoebuck, op. cit. supra,

56 Iowa L.Rev, at p. 306). An objJective analysis reveals the.
real basis for the decisions which deny compensation for the
violation of bﬁiiding restrictions by a condemner rElafea to
pragmatic considerations of public poliey rather than abstract
doetrines of property law, and it 1s upon these i1ssues of policy
that Jurisdictions choose betweeq the minority and m&Jority views.
(Compare Wﬁarton v. United States (1st Cir, 1907) 153 F. 876,
expressing in dictum the minority concept, with the most fre-
quently cited éase for the‘majority position, Town of Stamford

N
v. Vuono, supra, 143 A. 245.)'f

Y

2/ The ratlonale of the Connecticut court in Stamford
{at pp. 248-249) seems irrefutable: "The plaintiff also contends
that these restrictions, in so far as they prohibit the erection
of a high school ¢r other municipal bulilding upon the restricted
property, are vold as against public policey. The argument in
support of thils contention is that no contractual agreement
between the owners of property should be permitted to prevent
the use of that property by an agency of the state when its use
is required in the exerclse of a governmental functlion, that
to reguire the state to make compensatiocn for the right taken
would interfere with this povernmental function, and therefore



Denial of compensation has been‘Justifiéd upon
the ground that the cost of constructing public projects
will be substantially increased if compensatlon must be pro-
vided by a condemner for the violation of a restriction. In
addition, it is asserted that 2 condemner might be regqulred
to join a large number of landowners as defendants in cases
where the benefit of the restriction runs to numeroué lots,
and that this could result in inhibitiﬁg the condeTner's
ability to acquire essential property.zf Finally, 1t has

been suggested that landowners might ?plﬁck valuable causes

should not be permitted. The fallacy of the argument lies

in the assumption of 1ts minor premise that the requirement
that the state compensate the owner of the domlnant tenement
for the taking of his interest in the servient tenement
actually interferes with the exercise of any governmental
function., There is, of course, a clear distinctlion between
the rights of the private owner of land whiech is subject to

a restrictive easement and those of a governmental agency
“which requlres for publie purposes the use of the 1land In
vioclation of the restriction., The private owner may not
violate the restriction; if he attempts to do so he may be
restrained by injunction. The governmental agency may not be
restrained from making such use of the property as the pub-
lic purpose for which 1t is acquired may require, but, 1f that
involves the taking of private property it must make compensa-
tion for the same, When, therefore, property subject to a
restrictive easement is taken for & public use, it has been
held that the owner of the property for whose beneflt the
restriction is imposed is entitled to compensation. . . .
Such restrictions are in the nature of an easement constituting
an interest in the land upon which they are imposed."

Q/Professor Aigler referred to the "lively imagination"
of a Texas court which saw 10,000 possible claimants. {Algler,
Measure of Damages for Extinguishment of Easement by Condemna-
tion, op. cit. suprse, 1 s.L.nev, at p. 32.




of action from the thin ailr" by entering into agreements
Imposing restrictlions whenever condemnatién proceedlings are
on the horlzon. (Arkansas State Highway Commission v.
MeNeill (Ark, 1964) 381 S.w.24 825, 427.)

We {find these reasons for denying compensation to be
unpersuasive, Conceding the possibility that the cost of
condemning property might be increased somewhat bj awarding
compensation for ihe violaetion of building restrictions, we
cannot conclude that such increases will significaﬁtly'burden
ekercise of the power of eminent domain. - As a practical metter
some takings would result in negligiblé damage to the owners
of the restriction (e.g., public.worka such &s parks or access
rbads); if the character of the improvement were such that
damage to some - landowners would result {e.g., schools or fire
stations), it is likely that only those immediately adjoining
or in close proiimity tothe improvement would suffer sub-
stantial injury, even in highiy restricted areas. As to the
procedural difficulties, while they are not here invelved and
we need not decide the issue, 1f has been posited by some
anthorities that a condemner need only selectively join in the
action landowners whose property is most likely to be damaged
by the violation of the building restriction; theré are other
remedles for excludéd owners who anticipate the improvement

will result in damage to thelr property. (See Stoebuck,



op. cit., supra, 56 Iowa L.Rev, pp. 307-308.} Flnally, the

speculative possibilit& that some unduly acquisitive land-~
owners might in bad falth enter into restrictive covenants
solely for the purpcse of collecting compensation would not
Justify the denial of compensation to all property owners,
' including those acting in good falth. If bad faith or sharp
practlices were establishéd, a court could properly refuse to
allow compeﬁsafion. |

Under the minority view, comﬁensation is denied to
persons whose property may have dbeen damaged as a result of
the violatlion of a valld deed restriction, thereby placing &
disproportionate share of the cost of public improvements
upon a few individuals. Neither ‘the constitutional guarantee
of just compensation, nor public policy permit such a burden-
some result. The Unlted States Supreme Court hae recently
declared, "The,éonstitutidhal requirement of just compensation
derives 'as much content from.thé basic equitablé principles of
fairness . . . as 1t does from technical concepts of property
law."” (U.S. v. Fuller (1973) 41 U,S5.L.Week 4159.) Our con-
clusion to harmonlze California law with the majority rule is
in conformity wlth this salutary princlple.

For all the foregoing reasons, Friesen v. Clty of
Gléndale,'supra;Azog Cal. 524, 1is overruled and Lombardy v.
Peter Kiewit San;:CO., supra, 266 Cal.App.2d 599, is disapproved
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to the extent that they are inconsistent with the views

herein expressed,

The judgment 1s reversed insofar as 1t determines
that defendants are not entitled to be compensated for the

viclatlon of the restriction. In all other respects the

Judgment is affirmed.

MOSK, J.
WE CONCUR: | ~

WRIGHT, C.J.
TOBRINER, J.
SULLIVAN, J.
*KAUS, J.

®Assigned by the Chailrman of the Judicial Couneil.
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CORY

SOUTHERN CALIFORNIA EDISON CO.
v. BOURGERIE

L.ﬂ..30095

DISSENTING OPINION BY BURKE, J.

I dissent. The majority opinion extends the
provisions of article I, section 14, of the california
Constitution to a degree previously unrecognized in this
state, thereby substantially affectihg future eminent
domain proceedings. This case alters 1ong;§tanding
‘California law to conform with the rule in the "majority"
of American Jurisdictions on the igsue of compensability
of a "taking" of building restrictions in eminent domein
proceegings. However, in doling so, the majority discards
the conceptual bages supporting the prior California posi~
tion without submitting persuasive reasons Justifying the
change.

It has been stated "a determination that 'prop-
erty' has been 'taken' 1s merely descriptive of the end
result, the conclusion reached, rather than of the reasons
that iﬁpelled-the conclusion. The very question to be

declded in a case of this character [eminent domain



proceedings Inveolving a violztion of & building restric-

tion] 1s whether, after all relevant factors are welghed,
it can be said that a property.right does exist as between
the condemner and the person c¢laiming compensation.”
(Kratovil & Harrison, Eminent Domain-Pollcy and Concept
(1954) 42 cal.L.Rev. 596, 630; italics added.)

Today*s majority opinion is founded upon the
tenuous proppsition that a bullding restriction 13 sub-~
étantially edulvalent to an easement. Since an easement
is a compensable property interest, and since both ease-
ments and building restrictlons bear some similar charaé-
teristics, the majority concluées that a violation of a building
reatriction in a condemnation action 1s a taking of a property
interest, and is likewise compensable. Yet an easement
is an affirmative rightﬂ;f use, whereas & bullding restric-
tion is wholly negative in character, ambuntiﬁg t0 no more
than & promise not to use property in a particular manner.
Although the majority characterizes the distinction between
compensabllity for easements and noncompensabllity for
building restrictions as "inequitable and raticnally inde-
fensible," a number of Jurisdictions have found the policies

underlying the distinction to be reasonable and persuasive."/

1/ By reason of this decision California conforms
with the rule followed by the majority of jurisdictions in

{(Fn. 1 continued)



The California doctrine denying compensation-
for a "taking" of building restrictions was first announced
in Friesen v. City of Glendale, 209 Cal; 524, which the
majorlity now overrules. The reasons espoused in support
of the holding in Priesen appear equally as cogent today
as when that case was decided. In Friesen the cburt held
& building restriction amcunted to no more than a contract
right, enforceable in equity as between the partisés or
their successors with notice, end did net attain the status
of a compensable property intereét.g' Other courts have
concluded similarly. (Moses v, Hazen, 69 F.2d 842: Houston
V. Wynne, 279 S.W. 916; Board o} Public Instruction v; Bey
Harbor Islands, 81 S.2d 637; Anderson v. Lynch, 188 Ga.
154; Doan v. Cleveland Short Line R. Co., 92 Ohio 461.)
The majority fail to exﬁiain what reasons now compel a

contrary rule.

(P T continued)

the United States. However, the number of Jurisdictions
adhering to the minority view is substantial. (See cases
collected in 4 A.L.R.3d 1137; 2 Nichols on Eminent Domain
(34 ed. .2970) § 5.73[2].) |

2/ See 5 Powell on Real Property (1971) section
671, page IB4, where a promise respecting the use of land
is recognized as a type of contract between the parties
which did not constitute property at common law.



The c¢concertual premises underiying eminent
domain proceedings add further support to the holding
in Friesen. In Smith v. Clifton Sanitation District, 134
Colc. 116, 120 the court remarked "We think it is funda-
mental that where a company, corporation or agency of
the state is vested with the right of eminent démain and
has acgquired préperty through eminent domain proceedings
and 1s using the property for public purposes, nﬁ‘claim
.for damages ariées by virtue of such a convenant as in
the instant éase, in favor of the owners of other Property
on account of such use by the condemner. Were the rule
‘otherwise the right of eminent domain could be defeated
if the condemning authority had to respond in damageﬁ. I
The above remarks focusﬁpn the added expense which &
damaggs award would imﬁaée in future eminent domain ac-~
tlons. Such an award could "defeat" the right of eminent
domain in at least twoways. Initlially, an award of danmages
to land owners benefitted by a bullding restriction may be
80 prohibitive as to require termination of the contemplated -
condemnation gction. Secondly, although the public entity
might be able to pay the damsge awards and proceed with the
public use of the condemned property, the financial burdens
involved mey ouﬁweigh the expected benefit to the public.



Each of these is an equally unacceptable alternative
which the majority's decision imposes on those entities
possessing powers of eminent domein,

Additionally, damesge awards in future eminent
domain actions may presasnt complex prbcedural entangle~
ments. If each parcel in a residential subdivision is
mutuslly benefitted and burdened by a building restric~
tion, then upon viscletion of the resiriction by condemna-~
tion proceedings and inconslstent use, the problem is
raised as te which persons have compengable property in-
terests requiring Joinder in the action. The owner 6f
every benefittéd parcel should Ee Joined 1f, as the ma-
Jority concludes, each has suffered a taking of "property."

g/_Since only a smell number of parties conceivably
have been Tnjured by thé violation of the building restriction.
in this case the increased condemation cosgts caused by damage
ewards may be Ilnsubstsntial. However, the factual circumstances
presented by this mcticn should not blind the majority from
recognizing that in similar situsticons the number of Injured
parties claiming damage mey be g0 numercus as to make the use
of eminent domain prohibitive.

4/ The mejority cites Stoebuck, Condemnation of

Rights the Condemnee Holds in Lands of Another (1970) 56 Iowa
L.Rev, 2G3, - . ere e author gtates that Individuals

suffering a "technicel” injury may be compensated by a gettle-
ment agreement. He alsc proposes a highly guestionable proced-
ure to dispose of the claims of auch persons who have a compens-
able property interest taken: "A mejor safety valve for the
condemnor is that holders of the smaller claims cammot, prac-
tically, afford to press their clsim very hard. . . . Perhaps

(Pn. 4 continued)




Also, since llienholders and mortgagees ﬁaintain & present
proprietary interest in the benefitted property, they too
may possess a right to have that interest consildered and
protected. These are substaniial procedural hurdles
which, because of the majority's refusel to ¢onglder, may
return to hasunt us in the near future.

I woﬁld affirm the trial court judgment denying
compensation for the vioclation of the restriction on the
-basis of the Friesen case and Lombardy v. Peter Kiewlt Scnéf
Co., 266 Cal.App.2d 599. The following commentary places
the problem in true perspectijgz

"Decision on the scope of compensation in _
eminent domaln is simply a gquestion of policy. [Citation.]
If we are at all correc} in conciuding that'rﬁndamental
fairgess requifes.campéﬁs&ﬁion for consequential losﬁ if
feasible, the pollicy declision becomes one simply of the
practicalities. ‘The answer lies in the economle infor-

mation which will be revealed by inguliries beyond the

(Fn. 4 continued)

the condemrior would even be Justified in feliling to Join
those with nominal clalms, putting the burden on them to
Join the actlon or later bring an inverse condemnation ac-
tion. MNelther of thesge responses would be likely to occur
unliess property owners! logses were more substantlal than
expected.”

5{ See 17 Cal.Jur.2d, Eminent Domain section 95;
154 A.L.R. 1110, "Rights of Mcrgagee in Award in Eminent
Domain Proceedings."



reach of the courts, which esre largely confined to Infor-
mation presently avallable or collecfed by litigants.
Therefore, thege questions may be more satisfactorlly

explored by legislatures.” {Spies & McCold, Recovery of

Consequentisl Dameges in Eminent Domein (1962) 48 vir,

L.Rev. 437, 457-458.)

BURKE, J. -
T CONCUR: L
McCOMB, J.



§ 1250.010
CHAPTER &. CCOMPENSATION FCR DIVIDED INTERESTS

Artiecle 1. General Provisions

§ 1250.010. Procedure for compensating divided interests

1250,010. (a} Except as provided in subdivision {(b), where there are
divided interests in property acquired by eminent domain, the value of each
interest and the injury, i1f any, to the remainder of such interest shall
be separately assessed and compensation awarded therefor.

(b) Notwithstanding subdivision (a}, the plaintiff may require that
the amount of compensation be first determined as between plaintiff and all
defendants claiming an interest in the property. Thereafter, in the same
proceeding, the trier of fact shall determine the respective rights of the
defendants in and to the amount of compensation awarded and shall apportion

the award accordingly.

Comment. Section 1250,010 retains the existing California scheme of
permitting a plaintiff the option of having the interests in property valued
separately or as a whole. Subdivision {a) retains the procedure formerly
provided by Section 1248(1)-(2}. Subdivision (b) retains the procedure
formerly provided by the first sentence of Section 1246.1. It is intended

as procedural only. Cf. People v. Lynbar, Inc.,.253 Cal. App.2d 870,

62 Cal. Rptr. 320 (1967). For the rules governing the amount of compensa-

tion where the plaintiff elects a two-stage proceeding, see Section 1250.020.

~1-



§ 1250.020

§ 1250.020. Amount of compensation for divided interests

1250.020. {a) Subject to subdivision (b), where the plaintiff requires
that the amount of compensation be first determined as between plaintiff and
all defendants claiming an interest in the property, the amount of compensa-
tion shall be based on the value of the property as if it were owned by a
sinzgle person in an undivided state.

{b) UWhere the amount of compensation provided in subdivision (a) is
not sufficient to compensate all the interests in the property, the amount
of compensation shall include an amount sufficient to compensate all the

interests in the property.

Comment. Section 1250.020 provides the general rules for the amount of
compensation to be determined in the first stage where the plaintiff elects
g two-stage proceeding.

Subdivision {a) states the undivided fee rule, long a feature of

California law. See, €.g., People v. 3., & E. Homebuilders, Inc., 142 Cal.

App.2d 105, 107, 298 P.2a 53, (1956); E1 Monte School Dist. v. Wilkins,

177 Cal. App.2d 47, 54-55, 1 Cal. Rptr. 715, (1960); Costa Mesa Union

School Dist. v. Security First Nat'l Bank, 254 Cal. App.2d 4, 11, 62 Cal.

Rptr. 113, {1967).

Subdivision (b) provides for compensation of amounts in excess of the
undivided fee value provided in subdivision (a). Prior law allowed such
amounts in excess of the undivided fee in cases where the value of the fee

wag enhenced by the exlstence of a leasehold. OSee People v. Lynbar, Inec.,

253 Cal. App.2d 870, 62 Cal. Rptr. 320 (1967); see also People v. Dunn,

46 Cal.2d 539, 297 P.2d 964 (1956). Subdivision (b) mekes clear that the

-



§ 1250.020

amount of compensation awvarded must be sufficient to permit compensation for
all interests in the property. This rule applies in any cage in which the
value of all interests if valued separately would total to an amount in

excess of the undivided fee value.



§ 1250.030

§ 1250.030. Costs of apportionment among divided interests

1250.030. Where the plaintiff requires that the amount of compensatiocn
be first determined as between plaintiff and all defendants claiming an
interest in the property, the costs of determining the apportionment of the
award shall be allowed to the defendants and taxed against the plaintiff
except that the costs of determining any issue as to title between two or
more defendants shall be borne by the defendants in such proportion as the

court may direct.

Comment. Section 1250.030 is the same in substance as the second

sentence of former Section 1246.1.

Sl



§ 1250.110

'Article 2. Leases

§ 1250.110. Termination of lease in whole taking

1250.110. Where all the property subject to a lease 18 acquired for

public use, the lease terminates.

Comment. Section 1250.110 codifies the rule that the taking of the
entire demised premises for public use by eminent domain or agreement
operates to release the tenant from liability for subsequently aceruing

rent. See, e.g., City of Pasadens v. Porter, 201 Cal. 381, 387, 257 P.

526, {1927); Carlstrom v. Lyon Van & Storage Co., 152 Cal. App.2d 625,

313 P.2d 645 {1957). This rule does not apply if there is an express

provision to the contrary in the lease. 8See Section 1250.150.



§ 1250.120

§ 1250.120, Partiasl cancellation of lease in partial taking

1250.120. Except as provided in Section 1255.130, where part of the
property subject to a lease is acquired for public use, the lease is can-
celled as to the part taken and remmins in force as to the remainder, and the

rent reserved in the lease that is allocable to the part taken is extinguished.

Comment. BSection 1250.120 abrogates the rule in City of Pasadena v.

Porter, 201 Cal. 381, 257 P. 526 (1927), and numerous cases following it
tbat required continuation of the lessee's full rental obligation for the
duration of the lease in cases of a partial taking of property subject to
a lease. Section 1250.120 requires a pro rata abatement of the rental
obligation; for a compsrable provision, see W. Va. Code § 37-6-29 (lg__).
The requirements of Section 1250.120 do not apply where there is an express

provision to the contrary in the lease. See Section 1250.150.

b=



§ 1250.130

§ 1250.130. Termination of lease in partial teking

1250.130. Where part of the property subject to a lease is acquired
for public use, the court may, upon petition of any party to the lease,
terminate the lease if the court determines that an essential part of the
property subject to the lease is taken or that the remsinder of the property
subject to the lease is no longer suitable for the purposes of the lease,
Upon such termination, compensation shall be determined as if there were a

taking of the entire leasehold.

Comment. Section 125C.130 is new to California law. It provides for
termination of a lease in a partiasl teking case where the taking in effeet
destroys the value or utility of the lease for either of the parties and
requires compensation by the condemnor accordingly. ©Section 1250.130 is not
applicable in cases where there is an express provision in the lease cover-

ing the situation.



§ 1250.140

§ 1250.140. Time of termination or partisl cancellation

1250.140. The termination or partial cancellation of & lease pursuant
to this article shall be at the earlier of the following times:

{(a) The time title to the proierty is taken by the person who will put
it to the public use.

(b) The time the plaintiff is authorized to take possession of the

property as stated in an order for possession.

Be



§ 1250.150

§ 1250.150. Remedies of parties not affected

1250.150. Nothing in this article affects or impairs:

(a)} The rights and obligations of the parties to the lease to the
extent that such rights and obligaticns in the event of the acquisition of
the property for public use are expressly provided in the lease.

(v) Any right a lessee may have to compensation for the taking of his
lease in whole or in part or for the tasking of any other property in which

he has sn interest.



§ 1250.210

Article 3. Encumbrances

§ 1250.210. Acquisition of property subject to encumbrances

1250.210. Where property acquired by eminent doﬁain is encumbered by
a mortgage or other lien, and the indebtedness secured thereby is not due
at the time of the entry of judgment, the amount of such indebtedness may
be, at the option of the plaintiff, deducted from the judgment and the lien
of the mortgage or other lien shall be continued until such indebtedness is
paid; but the amount for which, as between the pleintiff and the defendant,

the plaintiff is liable under Section 1245.710 may not be deducted from the

Judgment.

Comment. Section 1250.210 is the same in substance as former Section

1248{8).
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§ 1250.220

§ 1250.220. Allocation of award among encumbrancers in partial taking

1250,220. (a) Where property is encumbered by a mortgage or other
lien and only a portion of the encumbered property is acquired by eminent
domain, and where the property being taken, or some portion of it, is also
encumbered by & mortgage or other lien which is junior to the first-mentioned
lien and such junior mortgage or other lien is against only a portion of the
property encumbered by the senior mortgage or other lien, 1t shall be deter-
mined whether the award is sufficilent in amount so that the amounts owing to
the holders of such senior and junior liens may be paid in full from the
award.

(b) If it is determined that the award is not sufficient in amount to
pay in full such senior and junior liens, the amount of indebtedness which
is secured respectively by the senior and junior liens on the property teken,
and which will be paid from the award or deducted from the judgment pursuant
to Section 1250.210, shall be determined as follows:

(1) The total amount of the award which will be available for payment
to the senior and junior lienholders shall be determined. BSuch amount shall
tentatively be alloeated first to the senior lien up to the full amount of the
indebtedness secured by the senior lien, and the remainder, if any, shall
tentatively be allocated to the junior lien.

{2) It shall then be determined whether the payment to the junior lien-
holder of the amount tentatively allocated to the junior lien together with
elimination of the junior lien on the property taken would cause the junior
lienholder's security remaining after the taking, if any, to be of less value

in proportion to the indebtedness owing after the taking than was the value

11~



§ 1250.220

of his security prior to the taking 1n proportion to the indebtedness to him
prior to the teking.

{3} If it is determined that the proportionate security of the junior
lienholder would be reduced by the taking if only the tentative amount
allocated to the junior lien were paid to the junior liemholder, the tentative
allocations to the senior and junior liens shall be adjusted. To make such
adjustment, there shall be deducted from the amount tentatively allocated to
the senior lien and there shall be added to the amount tentatively allocated
to the junior liem an amount sufficient, considering the junior lienholder’'s
remaining lien on property not taken, to preserve the security of the holder
of the junior lien for amounts which will remain owing to him after payment
to him from the .award. Deduction shall not be made from the amount tenta=-
tively allocated to the senior lien to the extent that the remaining amount
allocated to the senior lien, if paid to the senior lienholder, would cause
the security of the senior lienholder remaining after the taking to be of
less value in proportion to the amount remaining owing to him after such pay-
ment = than the value of his security prior to the taking, in proportion to
the amount secured by his lien before such payment.

{(4) No adjustment of the tentative allocations shall be made if it is
determined that the security of the junior lienholder which will remain after
the taking appears to be sufficient in value to satisfy the indebtedness
which will remain owing to the junior lienholder after the taking.

(¢) The amounts tentatively allocated to such senior and junior liens,
adjusted by such deduction and addition, if any, are the amounts of indebted-
ness owing to such senior and junior lienholders which are secured by their
respective liens on the property taken, and any other indebtedness owing to

-12-



§ 1250.220

the senior or junior lienholders shall not be considered as secured by the
property to be taken. If the amount of such indebtedness payable to either
the senior or to the junior lienholder is not due at the time of entry of
the judgment, and the plaintiff makes the election provided in Section
1250.210, the indebtedness which shall be deducted from the judgment 1s the
indebtedness in the amount so determined, and the lien shall continue until

that amount of indebtedness is paid.

Comment. Section 1250.220 is the same in substance as former Section
1248(9). This recodification is not intended to affect any rules relating
to the right of the encumbrancer to any part of the award where there is

no impairment of the security. See, e.g., Milstein v. Security Pac. Nat'l

Bank, 27 Cal. App.3d 482, 103 Cal. Rptr. 16 (1972}).
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§ 1250.230

§ 1250.230. Prepayment penalty under mortgage or trust deed

1250.230. Where property acquired by eminent domain is encumbered by
a mortgage or deed of trust:

{(a} If the plaintiff mekes the election provided in Section 1250.210,
the amount payable to the morigagee or beneficiary under the deed of trust
shall not include any penalty for prepayment.

{bt) If the plaintiff does not mske the election provided in Section
1250.210, the compensation for the property shall include an amount suffi-
pient to cover any penalty for prepayment incurred by the mortgagor or

trustor under the deed of trust.

Comment. Section 1250.230 supersedes former Section 1246.2, Under
the former section, it was not clear whether elimination of prepayment
penalties occurred in cases where the plaintiff did not elect to take
property subject to a mortgage under Section 1250.210. Section 1250.230
makes clear that, in such & situstion, the compensation for the property
should include an amount adequate to cover any prepayment penalty expense
incurred by resson of the taking. The compensation provided in subdivision
(b) is in addition to the compensation provided in Govermment Code Section

7263 (payments to cover certain refinancing costs).

«1ha



§ 1250.310

Artiecle 4. Options

§ 1250.310. Unexercised options

1250.310. Unless the option expressly provides otherwise:

(a) The holder of an unexercised option to acquire an interest in
property may, after the commencement of an eminent domain proceeding, exer-
cise the option at any time before its expiration or termination pursuant
to subdivision (b). Upon such exercise, the option holder is entitled to
the compensation awarded for the interest acgquired by such exercise.

(b) An unexercised option to acquire an interest in property is ter-
minated if, after the commencement of an eminent damain proceeding, the owner
of the interest serves notice of intent to terminate on the holder of the
option and the holder of the option fails to exercise the option within 30

days following service of such notice.

Comment. Section 1250.310 provides a procedure whereby sn option thet
iz not exercised at the time of commencement of an eminent domain proceeding
may receive compensation upon exercise of the option. This marks a depar-

ture from previous law. Cf. East Bay Mun. etc. Dist. v. Kieffer, 99 Cal.

App. 240, 278 P. 476 (1929), and People v. Ocean Shore R.R., 90 Cal. App.2d

464, 203 P.2d 579 {1949).



§ 1250.410

Article 5. Future Interests

§ 1250.410. Contingent future interests

1250.410. Where property acquired for public use is subject to a con-
tingent future interest, upon petition of the holder of such interest or
upon petition of any other person having an interest in the rroperty, the
court may order that the compensation swarded for the property be held in
trust, or be distributed outright in whole or in part to either the owner
of the contingent future interest or the owners of other interests in the
property, or both, in such s manner as to effectuate as nearly as possible
the probable intention of the instrument creating the contingent future
interest, taking into consideration the circumstances of the original grant,
the compensation if any paid to the grantor, the remoteness of the contin-

gency, and any other factor that has a bearing on such probable intent.

Comment. Section 1250.410 makes clear that, where there are contingent
future interests in property acquired by eminent domein, such interests nay
be entitled to compensation despite any implications to the contrary in

such cases as Romero v. Department of Public Works, 17 Cal.2d 189, 109 P.2d

662 (1941); People v. City of Fresno, 210 Cal. App.2d 500, 26 Cal. Rptr. 853

(1962}; People v. City of Los Angeles, 179 Cal. App.2d 558, 4 Cal. Rptr. 531

{1960); City of Santa Monica v. Jones, 10k Cal. App.2d 463, 232 P.2d 55 (1951).

Section 1250.410 requires that the court do what is equitable under the
particular facts of the case without regard to technical rules such as the
failure. of reversion where the estate is interrupted by condemnation. It
permits a wide variety of possible soclutions ineluding, but not limited to,
granting the whole award to either the possessory or the reversionary
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interest, apportioning the award among the interests on a reasonsble basis
including market value or actusrial factors, and imposing a trust on the
proceeds under the same conditions as the original grant of land. See

discussion in Note, Compensation for Possibilities of Reverter and Powers

- of Termination Under Condemnation Law, 20 Hastings L.J. 787 (1969). cCf.

Estate of Giacomelos, 192 Cal. App.2d 2hk, 13 Cal. Rptr. 245 (1961).
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§ 1250.420. Property subject to life tenancy

1250.420. Where property acquired for public use is subject to a life
tenancy, upon petition of the life tenant or any other person having an
interest in the property, the court may order, rather than an apportionment
and distribution of the award based on the value of the interest of life
tenant and remainderman, that the compensation be held in trust and invested
and the income distributed to the life tenant for the remainder of the
tenancy, or such other srrangement as will be equitable under the circum-

stances.

Comment. Section 1250.420 provides the court express statutory author-
ity to devise an equitable sclution where property subject to & life tenancy is
teken and:an outright division of the award would not result to substantiasl
Justice undcr the circumsitances of the particular case. See Estate of
Giacomelos, 192 Cal. App.2d 2kk, 13 Cal. Rptr. 245 (1961}{trust imposed on

proceeds).
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