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Date of Meeting: May 16-17, 1958
Date of Memo: May 8, 1958

Memcrandum No, 3

Subject: Study #2U - Mortgeges for Future Advances

At the April meeting we gave this matter some consideration but deferred

fipal action until & later point in the meeting, end then neglected to go dack

to 1t.

In the course of the discussion certain changes in proposed new Section

2975 of the Civil Code were discussed, I have gsince discussed the matter

with Professor Merryman to get his views on the questicns involved:

I enclose three items:

(1)

(2)

A copy of & proposed recommendation of the Commission relating to
Mortgeges to Becure Future Advances. This was sent to you prior

to the April meeting, The Cotmmigsion has not yet officially
adopted the _proposed reccmmendation, |

A revision of proposed new Section 2975 drafted by Professor
Merryman in the light of our discussion of the problem. This shows
changes from the draft which was befcre the Commiesion &t the April
meetring in strike-out and underline. Professor Merryman is still
of the view that the last paragraph should not be incl&led for the
geversl reascns sdvenced in the memorandvm which I sent you prior 4o

the April meeting.

{3) A scmevhat different draft of A proposed new Section 2975 which I
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have prepared. I am sending this along to indiceate a somevwhat
different appromch to the drafting problem which might be taken,
but I prefer Professor Merryman's draft,

Respectfully sutmitted,

Jolm R. MecDonough, Jr.
Executive Sescretery

JRM; imh
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April 10, 1958
RECOMMENDATION OF THE CALIFORNIA LAW REVISION COMMISSION

Relating to Mortgages to Secure Future Advances

In a mortgage for future advances = present lien is
created on the propsrty used as sscurlity, but the parties
agree that all or part of the loan secured 1s to be made
in the future., The major legel problem arising under such
mortgages ls that of priority as between the mortgegee and
one who acquires a llen on the propsrty after the mortgage
became effective but prior to one or more of the subseqguent

advances under 1t, Under the rules applied by a majority
of Americen jurisdictions priority between subsequent
advances and intervening liens is made to turn on & dig-
tinctlon taken betwsen obligatory and optional adveances.
If the mortgagee 1s legally bound by the agreement betwsen
the perties to make subsequent advances, they are called
obligatory and are entitled to priority even though the
mortgagee had actual notice of the intervening lien when
the advance was mede, If the mortgages 1s not under a
legal obligation to meke future advances they are called
optional and are inferior in priorlty to intervening liens
of which the mortgegee head actual notlce when the advance
wad made, Record notlce, however, 1s not snough,

Except for a statute enacted in 1957 which in some
sltuations gives optional advances under a construction

mortgage priority over an intervening mechanice's lien of
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whiczh the mortgagee had actusl notlce, the California

law on real propertiy morigeges for future advances is
decisional rather than statutory. The California courts
have applied the general rules outlined above to such
mortgages, After a careful study the Law Revision Commia-
sion's research consultant concluded that no change in our
law respecting real property mortgages fcr future advances
1s necessary or desirable. Hlis concluslon was subsequently
concurred in by several attornseys of long experience in
this field whose views were solicited by the ressarch
consultant at the request of the Commission, On the baslas
of 1ts study of the matter the Commisslon has concluded
that no change should be made In the law of this State
respecting real property mortgages for future advances and
respectfully so recommends to the Legilslature.,

Prior to 1935 the California law respecting personal
property mortgages for future advences was also deciaional
rather than statutory. In that year ths Legiaslature snacted
Sections 2074 and 2975 of the Civil Code, both of which
give the same prlority to optional as to obligatory advances
under mortgages of psrsonal property for future advances,
provided certain condi tions are met, The condition specl-
fied in Section 2974 is that the mortgage state that it is
for the purpose of financing the mortgagor during one or more
production periods; that specified in Section 2975 1s that

the maximum smount to be secured be stated 1n the mortgage.
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Aa the report of the Commission's research consultant
shows, the orlgin of Sections 2974 and 2975 ia cbscurse,
their meaning 1s in many respects unclear, and they appear
to overlap to a considerable degres., The major question
lef't unanswored by thess sactions is what consequence
follows when 8 personal property mortgage doss not comuly
with the conditions specified in them, "™Me research zon-
sultant concluded that the result is not that the morigage
is veld but only that optional sdvances tharcundsr are not
entitled to pricrity over intervening liens of whirh the
mortgagee has actual notice at the time of the advanca,
This conclusion was c¢oncurred in by the experienced attorneys
w;th.whcm the consultant discussed the question. However,
the matter 1a one of such importance that 1t ought net o
be left open until a case requires its suthoritative decision.
The research consultant concluded that Sections 2974
and 2975 should be consolidated into a single new ssection
which would retain the best features of each section while
aliminating the exlsting smbigulties in them and which would
‘have the substantive legal effect of giving optional advances
the same priority as obligatory advances if the maxlmum emount
to be secursd is stated in the moritgege. The Commission cone
curs in this conclusion and hapg drafted a statute for this
purncse {see proposed statute, infra)., The new Section
2975 of the Civil Code which this statute would enact would,
in the main, codify rather than change existing law with




respect to mortgages of personal property to secure
future advaences., Its sallent features are the following:

i, 1Ir oétional advances are to have the sams priority
as obligatory advances, the maximum amount to be secured
muat be stated., This continues in effect a provislon
presently found in Section 2975 of the Civil Code and
saerves to give subsequent llesnors some notice of the
potentlal meximum amount of the morigages's prior lien on
the property. It should he-nofed, however, that the pro-
posed statute limits the mortgagee's priority to the amount
statad only with respect to advances and not with respect
to acecrued interest and expendi tures mede by the mortgagae
to preserve the value of the security, Thus, the total
amount entltled to priority over intervening liens in-
cluding advances, accrusd interest and expenditures to
preserve the security, mey exceed the amount stated in
the mortgags.

2e The stated maximum amount refers only to advances
outstanding at any given time; amounts previously advanced
and repaid are not included, This provision is taken from
present Section 2075. It permi ts flexibllity in credit
arrangements on an “open account” basis, under which sums
are regularly advanced and repaid, but does not create any
special hardship to the subsequent lisnor who is on record
notice when he sots that the mortgagee's lien for advances

mey be equal to the maximum amount stated.




3. Repayment in full of a mortgage of persocnal
property for future advances does not discharge 1t,

This provision is taken from Section 2974 which in turn
merely codifles an earller decislionasl rule, The justi~
fication for this provision is the sams as that for dis-
regarding amounts previously advanced and repeid, Of
coﬁrsa, if a mortgagor who has repaid a mortgags for
future advances in full desires to have it discharged

he 1s entitled under Section 2941 of the Civil Code to
have the mortgagee dellver a certificate of discharge or
enter a agatlafactlon of record; a cross-referencs to
Section 2941 1s included in proposed new Ssction 2975

to remove any doubt on this peint.

4, The provisions that expenditures made by the
mortgagee to preserve the security are entitied to the
priority originally established by the mortgage and that
accrued interest on an advance has the same prlorlity as
that of the advance itself are belleved marély to codlfy
existing law and are included to avoid any ambigulty on
these matters which might otherwise be thought to exi:zt.

These provisions ere, of course, appliceble to all mortgages

for future advances, whether or not the maximum amount to

be secured 1s stated in the mortgage.




The Commlssion's recommendation would be effectuated

by enactment of the f{cllowing measure:

An Act to repeal Sectlion 2974 and 2975 and to enact Section

2975 of the Civil Code, 8ll relating to mortcages of per-

sonal vroperty or crops to secure future sdvances.

The paople of the State of Celifornia do snact &s followa:

SECTION 1. 3Sectlons 2874 and 2975 of the Civil Code
are repealsd,
SEC. 2. Section 2975 of the Civlil Code 1s enacted

to read:

29075, Mortgages of peraonal property or
crops may be given to secure future advances, If the
maximum amount to be secured is stated in the mortgage,
the lien for all advances to that amount, whether optional
or obligatory, has the seme priority es that originally
established by the mortgage, If the maximum amount to be
sacured ls not stated, the llen for all optional advances
made after actual notice of intervening liens ls inferior
to them in priority.

The stated maximum emount means the maxlmum
amount of advances sscured at any one time,. and dees not _
include amounts already repald or discharged, accrued interest,
or necessary expenditures made by the mortgagee to preserve

the security.
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Repayment in full of smounts owing under
the mortgage does not extinguish the mortgage. All such
mertgages shall be discherged on demend of the mortgagor
in conformlity with the provisions of Sectlon 2941 of
thia code,

Necessary expendltures made by the mortgagee
to preserve the sscurity consititute liens having the same
priority as that originslly established by the mortgage.
Acerued interest on an advance has the same priority as
the edvance.

As used in this sectlon future advances
includes sums that may be advanced, expendltures thet
may be made other than expenditures by the morigagee to
preserve the securlty, and ilndebtedneas or obligatlons

that may be incurred subsequent to the execution of the

mortgage.
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MERRYMAN DRAFT
2975, Mortgages of personal property or crops may be given to secure
future advances, If the meximum amount to be secured is steted in the
mortgage, the lien for all advances to that amount, whether optional or
cbligatory, has the seme priority as that criginally established by the
mortgage. If the meximum amount to be secured ie not stated, the lien for
all optional advances made after actuel notice of intervening liens is inferior

to them in priority. 3In all cases, necessary expenditures made by the

mortgagee Lo preserve the security constitute liens having the same priority

a8 that originally esteblished by the mortgage. Accrued interest on an

advance hag the same priority as the advance.

The stated maximum amount means the meximm amount of advances secured
at eny one time, and does not include amounts already repaid or diacharged,
accrued interest, or necespsary expenditures made bty the mortgagee to preserve
the security.

Repayment in full of amounts owing under the mortgage does not extinguish
the mortgage. All such mortgages shall be discharged on demand of the
mortgagor in conformity with the provisions of Section 25kl of this code.

Heeessary-expendituwres-msde -by-the-merigagee-to-preserve-the-sseuriiy-
nastitm-um-hwina-the-me-gaieﬂty—as-tm-wiginauy-establishnd-bs‘r
the-Eortgagery--Arerwed-interesti-en-an-advanee-has-the-same-prierity-as-the
advoneey

As used in this section future sdvances includes sums that may be advanced,
expenditures that may be mede ebher-than-experdituros-by-ihe-nertgagee-to-
yreserve~-the-peewrdsy, and indebtedress or obligatione that may be incurred

subsequent to the execution of the mortgege.
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McDONCUGH DRAFT

2975. Mortgages of perscnal property or crops or both may be given to
secwre futurs advances.

The iien for the following advances and expenditures made by the
mortgagee under a mortgage for future advences has the same priority as that
originally established by the mortgage:

1. All advances and expenditurea mgde to preserve the security.

2. If the maximm amount to be secured iz stated in the mortgege,
ell advences to that amount secured at any one time (that is,
exeluding amounts elready repaid or discharged), whether
optional or obligatory.

3. If the meximum amount to be secured is not stated in the
mortgege, all obligatory sdvances and all optional ad-
vances made without actual notice of intervening liens.

Accrued interest has the same priority as the advance or expenditwre to
which it relates,

Repayment in full of amounts owing under a mortgage for future advances
does not extinguish the mortgage. All such mortgages shall be discharged on
demand of the mortgagor in conformity witk the provisions of Section 2641 of
this code.

As used in thie section future advances includes sums that may be ad-
vanced, expenditures that msy be made and indebtedness or obligations that may

be incurred subsequent to the execution of the mortgage.
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