#36,150 3/30/73

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

Altached to this memorandum is & draft statute of the chapter dealing
with compensation for divided interests. The decisions made by the Commis-
sion at the March 1973 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 129 provides that the right to compen-
sation "accrues" as of the date summons is issued. It has been sald that
compensation must be paid to Lthe cwners as their respective interests appear

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

While this general statement is fine in theory, it appears itoc have been
more honeored in the breach tham 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. BSee, e.g., Concrete Service Co. v. State of

California, 274 Cal. App.2d 1k2, 78 Cal. Rptr. 923 (1969). Also, where there
are changes in ownership following "accrual,” 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 awarded are
alienated. More difficult problems arise where a lease is termirated or
mortgade foreclosed after the time the right to compensation "accrues.” The
varieties of possible situatlons are so numercus 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 sccrues at issuance of sunmons and
gecordingly has omitted it from the draft statute and, instead, we propese

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 15 s partial taking of property subject to a lease-
hold, the law in California and in 2 majority of United States Jjurisdictions
requires the lessee to continue to pay full rental for the remainder of hise
term; in this situatilon the lessee is entitled to offset his obligation by
receiving, out of the total award, such sum as will be the present eguivalent
of the future rent attributable to the part taken. The leading case on this

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

This approach to the leasehlold in a partial taking case has been roundly
criticized, primarily because it gives the vhole 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 {o pay. The authorities and text writers are ..
unanimous that the majority rule is errcmeous. WNichols indicates it is unfair
and possibly unconstitutional; Powell labels the position regrettable; Orgel,
unreasonable;Walsh, unjust and inconsisient; and the other treatise writers and
law review articles that have discussed the gquestion 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, 4-12 (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 haviag the award paid to a trustee, who will invest the award ..~
and pay the rental over to the lessor as it accrues. See ¥aes. Cen. 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 is leased is destroyed by the condemnation, invocation
of the doctrine of frustration. ILouisiana accomplishes this result directly
for, because it is & civil law jurisdiction, the law of-contracts is appliceble

to leases:

If, during the lease, ihe thing be totally destroyed by an un-
foreseen event, or 1t be taken for a purpcse of public utility, the
lease 1s.8t 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. Amn,
--0. C. Art. 2697.)

The Iouisiana courts have expressly applied this provision to condemnation
cages 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 lisbility of any tenant
of such land to pay rent thereon shall terminate unless the lease ex~
pressly provides otherwise.

If any part of a trect of land which is under lease, or any ease-
ment. or other interest in such land, is tsken under the power of eminaht
domain, the rent of any tenant of the land shell, unless the lease
expressly provides otherwise, be reduced in the proportion 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 perscn ex-
ercising the right of eminent domain, for the value of his lease,
or cther property upon the leased premlses belonging to him, or in
which he may have sn 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.]

Ontsrio and Manitoba, Cansda, have similar provisions, and the Law
Reform Commission of British Columbia has reccommended enactment of the

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

Act, 1968-1969, § 35:

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

(2) Where all the interest of a lessee in land is expropriated
or where part of the lessee's interest is expropriated and the
expropriation renders the remsining part of the lessee's interest
unfit for the purpcses of the lease, as determined by the Board, 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 1250.120 and

1250.130.

Mortgages

Where property taken by eminent domain is subject to = mortgage or
morigages, 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. Actuslly, this general rule is
rarely invoked since the mortgage instrument as a rule provides the same
result by sgreement of the parties, e.g.:

Any awerd of damages in connection with any condemnation for
public use of or injury to said property or any part thereof is
hereby assigned and shall be paid to beneficiary who may apply or
release such money received by him in the same manner and with the
sanme effect a5 18 provided for disposition of proceeds of fire or

other inpurance.
le



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

In either of these situations, it is not clear whether the mortgagee has
the right to & deficiency Jjudgment against the mortgagor should the amount
of the award be insufficient to satisfy the mortgage. The Commission may
wish to propose antideficiency 1legislation 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 paysble
to the mortgsgee where property subject to a mortgage is taken shall not
include any prepayment penalty. Whether this provision applies cnly vhere
the condemnor has slected 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 mertgage
from the award is not clear. In either case, the staff believes that there
should be scme 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 mortgegor.
Accordingly, the draft statute mskes clear that there is no prepayment
penelty where the condemmor assumes the mortgage and adds a provisien to
include in the sward the amount of any prepayment penalties incurred by the
mortgagor where he is gbligated to pay off the mortgage. Section 1250.230.
A provision could be included in the statute that no prepasyment penslty
could be imposed by the mortgagee when property is acquired for public use,
but such a provision might present a constitutionel problem if it were made
applicable to mortgages executed prior to the effective daste of the provi-

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

taking. ©See, e.g., Sacramento ete. 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 Pac. Nat'l

Bank, 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 aslthough the practitioners have informed
us that, in this situation, the mortgagee is entitled only to a share
sufficient to allay the impairment of security. The staff believes thai it
is best to leave this problem to case development as well; the reason there
are so few cages in the area apparently is that the bulk of the problems
that arise are provided for in the mortgage agreement.

Where there are several mortgeges on property involved in a partial
taking, Code of Civil Procedure Section 1248(9) invokes a special rule of
apporticnment of the award among the senior and junicr lienholders to the
extent the senior lienholder's security in the remainder 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. Cont. Ed.

Bar 1969},attached ag Exhibit ITI. 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 mortgasge 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 s 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 hercafter made in this State for the purchase
and sale of real property shall be interpreted as ineluding 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 substantiel amounts for the option
and even though the price at which he is entitled to exercise the option 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 464, 203 P.2da 579 (1949). Whether the holder of an
option may exercise the option following the commencement of condemnation
proceedings and thereby become entitled to the award is not settled. It
seems particularly harsh to reguire the property owner to battle out the
condemnaticn 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.

Beesuse option sgreements rarely specify rights and liabilities in the
case of condemnation, the staff believes 1t may be helpful to provide a set
of rules that will control absent express asgreement. The staff suggests
that the holder of an cption to purchase or lease property that is not
exercised at the time of commencement of an eminent domain action be
entitled to exercise the option after commencement with provision for
protection of the owner 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
posseasory interest and & contingent future interest, particularly worri-
some problems in allocating the award may arise.

The "easy" case 1s the life tenant-remainderman situation, for here
the fact of reversion 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
possitle to compensate the life tenant for the market value of his interest
based on actuarial tables and give the balance of the award for the property
to the remainderman. This sort of apportionment may be unduly harsh on the
life tenant, however, for the present value of the 1ife 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 ilmposed a trust on
the condemnation proceeds to be invested and paid out to the tenant until
his death and the corpus then distributed ocutright to the remainderman.

Estate of Giacomelos, 192 Cal. App.2d 2b%, 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,

104 Cal. App.2d 463, 232 P.2d 55 (1951). The courts have indicated in dictum
that the reversioner might be able to share in the award if the reversionary
interest has a special value 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 railroad for the

sum of one dollar on cendition that the rallread would bulld its line and

-9-



maintain service, the real consideration for the sale being the benefits the
grantor would derive from the rail service. The grantor inciuded 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.

Similer situations arise where a grantor donates property to a manici-

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 jurlsdictions 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, and the like. The most we can ¢o 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 pest restrictive covenants have been held not to be a
compensable property lnterest in Celifornia, the Supreme Court in the recently

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

reversed this holding, declaring viclations 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 Among Interesgt Holders

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

Should the owner who defenda 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 vhether the bheneficiary-
lender participetes in the trisl 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 upcn these ideas:

Respectfully submitted,

Nathaniel Sterling
Staff Counsel
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Memorandum 73-31

EXHIBIT I

{4 U.8.F. L. Rev. 1, k12 {1969).]

Leasehold Valuatibn Problem
: . in |
Eminent Domain

by Jokn P. Horgan and William 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 difierence, if any, between the economic rent
and the contract rent.® The economic rent is that rent which the property
would command on the open market at present assuming it was ynen-
cumbered by any lease and otherwise available for occupancy by a new

AT nited Siates v, Certain Lands, eic, 39 FSupp. 91, (EDNY. 1941); United States v,
Certain Space, etc., 71 FSupp. 986, (N.D. Calif. 1947); Fort Worth Comerete Co. v. State,
416 SW. 2d 513 {Tex.) (1967},

% Commonweslth Dept. of Highways v. Fultz, 360 SW2d 216 (Kv.} (1962},

10 Hanne v, Hampden County, 250 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 SW2d 283 (1932); Lyons v. Philadelphis & R. R. Co., 205 Pa. 550, 58 A, 924 {1904},

13 Shaaber v. City of Reading, 150 Pa. 402, 24 A, 692 {1B92).

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

1A, W, Duckett & Co. v. United States, 266 U.S. 149 (1924).

3 Prople er rel, Dept. of Public Works v. Lundy, 234 CalApp.2a@ 354, 47 Cal.Rptr. 694
(1965).

15 Prople ex rel. Dept. of Public Works v. Rice, 185 Cal App.2d 207, 8 CalRpir. 76 {1560} ;
4 Nicmors Exmvext Dostarw, $12.42(3) (3rd ed.y; Canterbury Really Co. v. Tves, 216 Al
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 renmt,
giving the lease a market value, this excess is sometimes referred to as
the domus vaine 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 a 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 180 feet by 112 feet or 20,160
square feet, which at 48 cents per square foot [the ecomomic rent] is
$9,676.80 per year. The lease had one year, nine months to run or 134
years; §9,6756.80 for 134 years is $16,934.40. Rent reserved in lease for
134 years at $6,000.00 per year [the contract remt] is $10,500.00. De-
ducting §$10,500.00 from $16,034.40 is $6,434.40, or the value of the
lcasehold. Yellow Cab Company is entitled to recover judgment for the
sum of $6,434.40.

{Bracketed material added for clarity.)

e 1

_ 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 difference between the economic and contract rents to a present
value through the discounting process, Such a criticism is undoubtedly
valid since the fessee is being paid this bonus or market value in pracsenti
rather than in installments 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 2alculated
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 installments of income.
The capita! amount, called the capitalized value, is in effect the sum of the

18 243 I App. 253 (1927).
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anticipated annual rents less the loss of interest until the time of collec-
tion. In the ¥ellow Ceb 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 not realize this amount in one
lump sum at present but would have to wail for the passage of some 21
months, I{ he is paid the whole amount new he would be enriched by the
amount of interest he could earn on that luwmp sum over the 23 month
period. Therefore it becomes necessary to discount the lump sum to a
present worth or value and this becomes the current value of the right
to collect future payments. The sum of $:.00 in hand today, is worth
exactly that, As the time until collection increases, the present day value
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 ## gdvance from each anticipated future
income payment. Thus if the present worths of each anticipated future
instaliment payment are added together, the present value of the total
income siream 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 losses, such as loss of earnings or loss of contributions
to a survivor 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 zccurate 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 Jump sum award for his economic detriment which
will only be realized periodically in the months and years to come, is being
excessively compensated if he does not give a discount for the Jump sum
cash received. In theory, the plaintifi 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 generaliv
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

37 Noble v. Tweedy, 90 Cal App_2d 732, 203 P.2d 778 (1949) (and cases cited therein).

18 Generally, see, SCEMUTE, THE Arerasal Process (1053); Ancerraw Insyrrure or Rear
Estart Arpeaisras, ArPuassat TeRMINGLOGY aNo Hamppoox (1954 ed); Hollebaugh, T
ABC’s of Copitlisation Tables, Trr Arenarsar Joumsas, April, 1955, p, 229; Nobic v
Tweedy, 90 Cal.App.2d 738, 203 P.2d 778 {1549).
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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 whichk should never be overleoked in the valuntmn of a future
income stream.

Regardless of the refinements, however, this serves as a comprehensible
iltustration 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 leasebold is its
market value.™

In the recent case of Costa Mese Union School District of Orange
County v. Security First National 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 entitfed 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.)}

12.42{3}).}. The guiding principle of just compensation is reimburse-
ment to the owner for the property interest taken; ke is entitled to be
put in as good g 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 a 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 Jand taken, the property is to be valued as if owned by 2
single person, rega.rdless of the separate interests theran subject to
apportionment, {citatmns]

Other California cases also restate the principle that the market valte
of the leasehold is the criterion of the lessee’s damages.” These Califomia

¥ Using Present Weorth of One Dellar Per Annum Table [Inwood Coefficient] interpolated
“for 21 months and assuming installments pavable af end of year.

) Kishlar v. The Southern Pacific R.R, Co., 134 Cal. 636, 66 Pac. 848 (1501): City of
Oakland v, Pacific Coast Lumber and Mill Co., 171 Cal. 302, 153 Pac. 705 (1915} ; People
&x rel. Diept. of Public Works v. Rice, 185 Cal.App.2d 207, 8 Cal Rptr. 76 {1960).

2 254 CalApp.2d 4, 62 Cal Rptr. 113 1967,

23 People ex rel. Dept, of Public Works v. Rice, 185 CallApp.2d 207, § Cal Rptr. % 11960) ;
Sacramento ¢tc. Drainage Dist. v. Truslow, 125 CalApp.2d 473, 270 P.2d 928 (1954} : County
of Los Angeles v. Signal Realty Co., 86 Cal App. 704, 261 Pac. 536 (1921},

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

It is clear, thereflore, that whether a leasehold interest has a market
value depends upon there being an excess of the economic rent 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 “going 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, If 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 meéastring 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 a part of the leased property?
In this area the various jurisdictions do 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 not, is clear
in this area. In this state, in the case of a partial condemnation of the

-

® Corrigan v. City of Chicago, 144 I £37, 33 N.E. 746 (1893); John Hancock Mutusi
_Life Ims. Co. v. United States, 155 F.2d 977 (1st Cir. 1946) ; United States v. Advertising
Checking Bureac, 204 F.2d 770 (Tth Cir. 1953); Pierson v. H. R. Leonard Furniture Co,,
268 Mick. 507, 256 NW. 529; 294 C.J 5. Eminent Domain, §141{b), note ¥1. The genersl rule
is well stated in State of Nebraska v, Platte Valley Public Power & Irtigation District, 147
Neb, 289, 300, 23 N.W.2d 300, 308 (1046} a5 follows:

“The general rule is chat “Ef & leasehoid interest is taken, or mjurad, the lessee is entitled ta

A sum which will restore the money loas consequent to the taking or injury, This consists

generally of the fair market value of the leasehold or upexpired term of the lense, and is

aid o be the diffsrence between the reatal value of the remainder of the tarm and the Tent
reserved in the lease!

4 Garfield Homes, Inc, v, State of New York, 44 Misc.2d 738, 255 N.Y.52d 16 (1964) ;
Balog v. State of Nebraska, 177 Neb. 826, 131 N.W.2d 402 {1964); Commercial Delivery
Service, Inc. v. Medema, 7 Tl App.2d 419, 129 NE.2d 570 (1935} United States v. 425031
SF., 187 F.2d 198 (3rd Cir. 1951); Luby v, City of Dallas, 39¢ S W.2d 192 (1955} Pierson v
H. R. Leonard Furndture Co., 268 Mich, 507, 256 MW, 529 (1934); State of Nebmslis v,
Plutte Valley Pub. Power & [rrig. Dist., 147 Neb. 289, 23 N.W.2d 300 (1946} Department of
Public Works & Bidgs. v. Sohne, 415 IH. 253, 113 N.E.2d 319 (1953); Corrigan v. Chiczgo,
144 TIF 537, 33 N.E. 745 (1893).
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Ieasehold interest, the lessee remains under a continuing 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-
siom. 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 pnncsp!es which it
first established.®

City of Pasadena established two wery important principles wlnch are
stil! applicable in condemnation proceedings involving the partia! 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 remains under an obligation to pay the full rent for the remainder
of the term. Secondly, in such a situation, the lessee is entitled to offser
this obligation by receiving, out of the total award, such sum as will be
the present equivalent of the future rent attributable to the part taken™

In City of Pasadena the landlord and tenant were made defendants in
& condemnation action instituted by the city. The property sought to be
condemned was business property owned by Porter, and leased to her
tenant. Only a pari 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 mprovements 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 questron 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 oot 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 Pasadens v. Porter, 201 Cal. 381, 287 Pac, 526 {1927},

4.

27 Ser People v. Ganahl Lumber Co., 10 Calld 501, 75 P.2d4 1067 {1938); Giraud w.
Milovich, 29 Cal.App.2d 543, 85 P.2d 182 (1938); Noble v. Tweedy, 90 Cal.App.2d 738, 203
P.2d 778 (1949 ; Sacramenio efc. Drainage Dist, v. Trusiow, 125 CalApp2d 478, 270 P.2d
978 (1954}, Waters v. Waters, 197 CalApp2d I, 17 Cal.Eptr. 9% {1961); Dix Bex Co. v.
Stone, 244 CalApp.2d 69, 52 Cal. Rptr, 847 {1966); Carl v. Erieh, 217 CalApp.2d 233 31
Cal.Rptr. 628 {1963).

® Clark v. Erich, 217 Cal.App.2d 233, 235, 31 Cal.Rpir. 625 (1943},
26 People v. Grnahtl Lumber Co, 10 Cal.2d 501, 511, 75 P.2d 1067 (1938).
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lease had an unexpired term of 114 months. Referees were appeinted by
the trial court, they retuined their vaiuation: 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 occupation that the
tenant is bound to pay the full rent according to the terms of the lease.
This helding 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 iease and thereby to impose 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 Califcrnia
rule, a strong and persuasive dissent by Curtis, J. notwithstanding. _

Now, how did the court compensate the tepant for the loss of a part
of his leasehold 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 stili must pay
although his use and enjoyment of this area has been denied him. The
court found 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-annually, and drawn on at the rate of $166.00 per
moenth 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 leasehold, and that upon payment of the
last month's rent, the entire sum, principal and interest would be ex-
hausted. This, then, is the formula which California has adopted to
_compensate the lessee for his continuing 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 disseat 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 & majority of the jurisdictions.® .

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

B0 Waters v. Waters, 197 CalApp.2d 1, 17 Cal.Rptr. 95 (1961).

3 7 Nwewors, Exonesrr Doseamw, §5.23(3) (3rd ed. 1962} ; 3 Twreany, Reat Proverry, §904
¢3rd ed. 1938} ; Lee v, Indian Cresk Drainage [ist. No. One etc., 246 Miss, 254, 145 So.2d 663
(1963},
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therefore, is that when ‘the entire leasehold is condemned in fee; 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 leaseheld is only partially condemned, however, the full rental
ohligation continues vnabated. 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 inte a fund, given w the lessee, invested by him at a
fixed rate of interest so that he is enabled to make his monthly rental
paymests on the condemned portion of the lezsehold and the fund, both
principal and interest, is exhausted with the last mnnthly rental payment
due under the lease.

Majority rule or not, this cumbersome and unreahstlc legerdemain
postulates some very upreal conditions. First of all 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 bhoth lessor and lessee
are excluded irom it. Secondly this rule further compounds the first as-
sumption by regarding the condemned portion as stili an income producing
piece of property and in furtherance of this fallacy hands over to the
lessee a sum of money which really 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
entil 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 $364000.00 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 Iessor a total of $18,924.00-—in monthly
instaliments 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 land
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-



12 UNIVERSITY OF SaN FRANCISCO LAW REVIEW {Val. 4

majority rule. The risks which it forces upon the lessor over the 914 year
period are totally vawarranted in view cof the easy, practical and realistic
solution of prescribing a pro rata reduction in the reserved renial. The
effects of the majority rule are the stuff of which nightmares are made.
Ii the lessee should default and even if ihe lessor should re-let for his
account, and assuming no change in rental valves, the most he could
obtain would be $334.00 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 rentxl 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 not
with any real hope of changing 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 pro rata reduction in the rent in the
event of a partial taking of the leasehold estate and thus the parties can
be spared the consequences whick the majority m!e 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 periorm in such
an event. It must be made clear, however, that City of Pesadenz in no
way alters the compensation to which a lessee may be entitled, in addition,
for such jtems as fixtures and improvements which he has installed, and
which, as against the lessor, he has a right to remove. Nor does that case
affect in any way the general rules, heretofore discussed, for measuring
~ the market or bonus value of 4 lease. In City of Posadena the question of
tenant’s improvemsits was not Involved but there was a bonus value in
the lease. This was awarded to the tenant in accordance with the market
value rule of leasebold valuation. Finally, then, City of Pasadens does
not in any way alter the law 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 ieasehold which has beén condemned.
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EXHIBIT II

482 : ' MILSTEIN v. SECURITY PAC. NAT. BANK
27 C.A.3d 482; ——— Cal.Rptr, ——

[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 tuled that the trust deed beneficiary was
not entitled to any portion thereof and apportioned the entire amount to
the landowner. 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
secured. (Superior Court of Los Angeles County, Benjamin B. Ostrin
Temporary Judge.*)

The Court-of Appeal dismissed the beneficiary’s appeal from the inter-
locutory order and affirmed the finat 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 entitied to all of the proceeds. (Opinion by

. Thompson, J., with Woed, P. I, and Clark, 1., concurring.)

*Pursuant to Constitution, article VI, section 21.
[Aug. 1972]
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HEADNOTES

Classified to McKinney's Digest

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

2

peasation—-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, whexe 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-
pemaﬁun-—Appnrhomnmt Between Landowner and Lienholder.—
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.

OrmaonN

'I‘HOMPSON J—This is an appeal from an mwrlocutory order of the
malmundecreqng,mermeob]ecnmofappe!!ant 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 condemmation award be distributed 10 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 doed of trust provides that
respondents convey the subject real property in trust to defendant Equitable
Trust Company “Fox THe PUrprose OF SECURING (1) Payment of the
sum of $50,000.00 with interest thereon according to the terms of a promis-
s0ry 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 Tirs DEED
OF Trust, TRUSTOR AGREES:.” There follow three numbered paragraphs
obi:gatmg the trustor to preserve the property and maintain 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 therefor . . ., to make all payments and perform all acts called -

for by the deed of trust, and to repay all sums “expended hereunder” by
the beneficiary or trustee. In the same larger 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 payments or relief
therefor, and shall be entitled 2t its option to commence, appear in and
prosecute in its own name, any action or procesdings, or to make any
compromise ot 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 attormey's fees, release any mooeys 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) Respondents 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 efc. 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 poction 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.z construction is precluded by the obligation
upon the trustors imposed by another paragraph of the deed of trust to
‘repair demage caused by the taking. It is inconceivable that the parties
intended other than that the prooceéds 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 purpose.
(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,
§ 2¢52 ¥

[Aug. 1972)
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{1c) The purpose of the note and deed of trust is that respondents
shali have the use of the funds loaned on the terms and at the interest rate
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 caused by the eminent domain pro-
ceeding. Since the trial court concluded on substantial evidence that
appeilant’s security is not impaired, rcspondcnts are entitted to ail of
the procesds of the eminent domain action.

Appellant argues that Cherry v. Home Sav. & Loun 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 agmns: &
ciaim 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 mnam-
biguous in permitting acceieration. (276,Cal.App.2d atp. 576.) (3} 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 comtract to relieve
a party of what may be an unjust bargain. (276 Cal.App.2d at p. 580.)
Here we are not called upon to rewrite a contract but rather to constroe
internally ambiguous provisiops of a deexd of trust. We utilize the implied
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 essennially impossible task of rewriting the contract to reflect what the
parties would have said had they anticipated the problem of a partial taking
in eminent domain.

The judgment is affirmed. The appeal from the mterlccutory order is
dismissed. '

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

fAug. 1972}
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EXHIBIT I1I

{Peges 92-9k}

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 parcel is encumbered with a first trust deed or
other senior lien and a portion is encumbered with a
subordinate lien as well, condemnation of ali or part of the !
smaller portion may fesult in an award inadequate to satisfy 3'
both liens. Chapter 1256 prescribes a procedure for allocating
eminent dormain awards between senior and junior lien-
holders of condemned property. CCP | 248(9). :

Both sentor and junior lienors may be entitled to assign-
ment of any condemnation award in accordance with con-
tract terms. See Culifornia 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 to cover the out-
standing indebtedness. If the debt secured by the junior lien
is a purchase money obligation, for which there is no per-
sonal recourse under deficiency judgment legisiation (CCP
580b), the debtor may default with impunity. See California
Civil Procedure During 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 to 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 may be of far less
value than the outstanding debt the parcel formerly secured.

The new procedure of aliocation is designed to 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 pasd in full. 1f the award is not suffi-
cient, it will be tentatively allocated to pay the full amount
of the senior len wilh any balance to the junior. At that
time, the court wili determine the adeqguacy of the remaining
property to secure the junior lien. If it determines that the
junior tienholder’s security is disproportionately low, the
" court may make adjusiments to the tentative allocation to

place the junior in the same relative position as before the

taking. The adjustment, made by reducing the allocation fo |

the senior 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 exercising 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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1971
G. Mortgages

1. Introduction

The determination of compensation payable to a mortgagee on expropria-
tion presents a special set of problems. The various kinds of mortgages, such
as standard morigages, discount mortgages, and participating mortgages,
should be treated under a roethod of valuation which will provide 2 just result
for all concernéd—-the mortgages, the mortgagor and others with an interest in
the land, and the expropriating authority.

The Commission has iad special assistance in this area from Professor
5. W. Hamilton, of the Faculty 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 ¢xpropriation. 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 mortgage 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 value for
discounted mortgages.®! The Clyne Report did not deal with mortgages as a
sepatate problem. Under the heading of “Vaiuation 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 from the tradi-
tional method of paying the balance cutstanding, the report discusses the alter-
patives at some length. An appendix at the end of Part G of this chapter con-
tains a 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 » separate problem from valuation and is dealt
with later under “Disturbance damages.” ,

51 At pp. 20, 21, See paragraphs 37, 3% 43P 14,
137-



2. What is ¢ morigage?

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 1wo means of obtaining payment. He can realize on the security and
he caa sue on the personal promise to repay.

To the lender, the mortgage is 2n investment.  In retumn for an immediate
outlay of capital, he is entitled to be paid a som, or more usnally a series of
sums, at some time, or times, in the fotore. The sum or sums to which he
becomes entitied 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 capital will be repaid,

" the interest rate set 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, 1845,53 ig that the mortgagee is paid the balance outstanding {(so long as
that balance does not exceed the valve of the land). The amount so paid is
thent deducted from the value of the land. The mostgagor 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 aulhoruy of the morigagor's. pusi-
tion

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

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

: plaue 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 suthority. Thus, the
position of a mortgagee may depend on which expropriating authority hap-
pened 1o take over the morigage. Whether or not such assumption should
relieve the mortgagor from his personal covenant to repay would be a matter
which would require careful consideration.

Where the mortgagee would get his money througb such an assumption,
i.e., according to the terms of the mortgage, he couid 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 2l cases he would be in a better posifion than before. He
will now have repayment virtually guaranteed. For example, in the case of
a Provincial Government expropriation, 2 high-risk second mortgage would be
replaced by a low-risk Government-guaranteed annuity. The result would be
to enhance the capital value of the mortgage security and provide the mort-
gages with a windfail at the expense of the taxpayer. The Government would

“be paying more than it should.

The Commission believes that mortgagees should be treated in the same
way as other persons whose interests in property have been expropriated. No
one has ever seriously suggested that landlords should receive, instead of an
immediate capital sum, the payments that their tenants would have made
under their. leases. Mortgagees should receive compensation in the form of
an immediate capital payment. ,

{b) Payment of the ouistanding balance

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

The Ontaric, Manitoba, and Federal Jegisiation all retain the outstanding-
balance methed, 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 balance out of the market value
of the compensation.®4 That Commission recognized that this would be un-
fair in two situations—83

(1) Difference in interest rates .

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

4P 31 vh Pp. 31-34, 41, 42,
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the period (if any) for which the principal payment was postponed, such
period not o exceed five years.®% Where prevailing rates were higher, the
Commission recommended that the morigagor shouold 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.®?

(i) Relief to mormogor where deficiency

, The Ontario Commission noted that a purchaser might buy property with
a small down payment at an inflated price or at the crest of 2 boom.98  JIf the
market value of such property, on subsequent exprapriation, was less than the
purchase price, the owner might lose part or all of his investment. Not only
that, if the compensation was insufficient to pay off the mortgage, the owner
would be liable to pay the deficiency to the mortgagee because of his personal
covenant. The Ontario Commission concloded that nothing could be done
for the owner in so far as the loss of his investment was concerned since
“expropriating authorities should not bave to protect purchasers from~the
vicissitudes of the market.” It did recommend, however,8®

{1) where the mortgage was a purchase-money mortgage 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 defi-
ciency; and

(2) where a 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 legislation implemented the above recommendations of the
Ontaric Commisgion, 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 morigagees be entitled to
be paid only out of the market-value portion of the compensation.

The Federal iegistation, ¥ 2 which adopts the outstanding-balance principie,
contains no special provisions, perhaps for constitutional reasons, to relieve
the mortgagor from liability to his mortgagee for deficiencies. [t 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.

(¢} Payment of the market value

The Commission believes that the market-value principle should be
applied to the owners of lands free of encumbrances, to mortgagors, landlords, -
and tenants, and the owners of easements anid all other interests in land. Why
should morigagees be an exception? Why is it that they are cxceptions in
the Ontario and Federal legisiation?

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

o A provision 1o (bls effect is contalned in 1. 99 of the Lands Clauset Aer, RS.B.C. 1960,
-8

$IP. 42 €2P 31 SePp_32,93. TS5 17,20,  TES. 17 (M. V¥ S 4 (B}, W,
78 See the Lands Clauses Act, R 5.B.C. 1960, c. 208, us. 93-59,
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{and certain other costs and six months’ additional interest). Second, the
outstanding-balance methoed has the advantage of being readily understood
and simple to determine. Third, there has been a kind of hypnotic fascination
with the sum owed uader the morigage, even though that sum is payable by
deferred paymemts. The mortgage has Deen viewed as an isolated contract
rather than an investment,

Some of the shottcomings of the outstanding-balance method have been
met in Ontario by special lepislative provisions. But the shortcomings are
met by penalizing the expropriating authority. For example, if prevailing
interest rates are higher than the rate set in the morigage, the mortgagee will
be delighted to get the outstanding batance so he can reinvest at the higher
rates. Expropriation will have resulted in the substitution of 2 more valuable
investment for him. Meanwhile, the mortgagor does not lose out because he
will get disturbance damages to compensate him for having now to pay higher
mortgage rates than before. Without a provision to pay disturbance damage,
as exists in Ontario, it would, of course, be the mortgagor who would suffer,
The morigagee’s compensation, representing an amount greater than the
market value of his security, would be deducted from the over-ali value of
the property, and the mortgagor would receive the balance.

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

For the market value principle to work, there has 1o 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
not, stating that “the mortgage market is a peculiar one and it may nat be
fair to subject mortgagess 10 its peculiaritics,”7¢  but its report does not indi-
cate whether an investigation of the mortgage market was carried out.  Pro-
fessor Hamilton, on the other hand, assures ws that there is a morigage
market in British Columbia that is Approptiate for this purpose, The working.
paper was sent 10 2 number of lending institutions and others involved in
the mortgape 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 |5 or so years
age have been paid off, usually to enable purchasers to obtain fresh financing.
No doubt the lending institutions are glad (o get the ouistanding balance in
these sitvations, 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 stroagly
supported Professor Hamilton's proposal and that he thought the Ontario
provisicns in respect of compensation for mortgages are “itlogical and entirely
inconsistent with the basic principle on which compensation 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 10 use market value of the real estate itself

T+ P, 3.
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while some other yardstick s maintained for financial interests.” The District
Mortgage Manager of a major backing institution, which has a substantial
mortgage portfolic in this Province, stated that “it is difficult to build up a
strong argument against compensating mortgagees on the basis of market
value," aithough he questioned the contention that a mortgage investment
has a current value, using the common definition as a price “a willing seller
will accept from 2 willing buyer.” The Commercial Mortgage Department
of a large real estate firm wrole us that 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 scund reason for adopting the proposed market-
value principle,” adding that such a principle might “produce bad effects on
corporale financing through bonds and debentures” A practising lawyer
wrote us that “the general cost to the public of an inqguiry as to the market
value would exceed the value of the security itself and therefore is impractical.”
He said that he could see few inequities 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 difticulties 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
morigages, and wt so recommend.

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

What hag been said abount the valuation of mortgages also applies to
agreements for sale. These two forms of security property should be dealt
with in the proposed legislation, 8s “security interests.” 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 aother obligation, and in-
clude all mortgages and agreements for sale.

The Commission, therefore, recommends:

1. Owners of a security interest showld be paid the market value of the
Secirity.

2. Al the rights 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 ils owner as a security for the payment of money, or the discharge of
some other obligation, ond includes all mortgages and agreements for sale.

Apportionmeni—What shoukd happen to a mortgage when only part of
the mortgaged property is expropriated? The Ontario Law Reform Commis-
sion 176

Where 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 leeve the ratio between the balance outstanding on
the mortgage, after such payment, and the value of the mortgaged premises

TRP M.
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remaining the same as existed prior to the cxpropriation between the
balance outstanding at that time and the value of the entire morigaged
propernty.

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 proviles that not only
market value but damages for injuricus affection should be taken into account
in working out the ratio. 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 affection may arise subsequent to the determmina-
tion of the compensation payable to the mortgagee, it would appear preferable,
for administrative reasons, not to fake damages for injurious affection iato
account in determining the apportionmeant. ,

The Federal legisiation also adopts the apportionment principle.”7 No
reference is made to damages for injurious affection.  The provise in the
Federal provision differs from that in the Ontario statute, the former being
confined to the interest element in any payment. This appears to mean that
the capital portion 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,
¢ <cept that the ratio is based on the compepsation payable apart from dis-
turbance damages.75 This means that, in Manitoba, the value to the owner
of any special economic advantage is teken into account.

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

Where only port of the property subject to a security imterest is ex-
propriated, the owner of that security interess should be entitled 10 be paid a
sum that would leave the ratia between the market value of the security
interest, after such payment, and the volue of the secured premises remaining
the same as existed prior to the expropriation between the market value of the
security interest at that thne and the value 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 all the secured assets, aftér such payment,
the same as existed prior to 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
morigage 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 entitled to the market value of his security interest, which might
be the only security he holds. He can always rencgotinte 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
mortgages.

RS IT6). TS24 (8) 1oy, TR S, 33 (%)
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APPENDIX

Materials prepared hy Professor 8. W. Hamilton comparing the “market value™
and “outstanding balance” methods of determining compensation fur mortgagees:

1. Definitions

The “owutstanding balance’” is defined as the present value of a1l future morigage
payments discounted at the comtract rate of interest,

The “market value” is defingd as the present value of all future morigage payments
- discounted at the morigage rate of imierest for a given class (risk) of mortgage.

2. OQuestanding balance——unfair situaiions

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

{a} Original discounr morigeges—Consider the practice of writing “discount” or
“bonus” morigages. For example, a2 mortgagee lends $7.832 in cash but receives a
mortgage for 310,000, at I per cent in order to raise the rcal rate of imterest (ser
Dustration 9}. If the property were immediately expropriated, the morigagee would -
recover $10,000 based on the outstanding balance of the mortgage. If a second mort-
gages lends $7,832 in cash and receives a morigage for $7,.832 at 14 per cent, which is
the market rale, the second mortgages would receive only $7.832 as an expropriation
award. While the practice of initisting “bonus™ mortgages is ndt as common as it was
10 years ago, a similar situation may arise in different forms today.

(b} Azsiznee discoun: moripages—Consider the case of an investor purchasing a
five-year-okl existing mortgage. The mortgage has a remaining term of 20 years at a
contract rate of 10 per cent. The outstanding balance at.the date of purchase is $18,798
and the purchase price is $20,159, reflecting a general decline in market injerest rates
over the past five years. 7P if the property waere immediately expropriated, the pur-
chaser.of the moertgage would receive, based on the outstanding balance, only $18.79E,
having just iovested $20,159. This is a comimon siuation &rising whenever market rates
for morigages are changing over a period of time, As the secondary market for morigages
develops, the situation where morigageses have purchased and sold mortgages at market
value rather than the outstanding balance will become increasingly common.

(¢) Implicit discounmt morigages—One further sitpation involving implicit boons
financing should be mentioned and this refers to vendor financing involved in the sale
of property {see Iliustiration 10).. Fhe illusiration represents a common praclice aImong
vendors. Whether the bonus is implicit or explicit does not alter the fact that a bosous
¢xists in the mortgage. |

(d) Participation morigages—A final weakness of the cutstanding balance as a
basis of compensation arises from the practice of writing morigages containing a par-
ticipation clause, for example, a mortgage loun containing & clause that 1he mortgages
receives 2 per cent of the gross income from the property in adidition to the coniract
rate on the mortgage. Using the strict interpretation of the outstanding balance, the
mortgagee would receive no consideration for the 2-per-cent participation when, in fact,
the morigages has sacrificed something else in the mocigage 1o obtain this participation.

(e) Standard morigages—JIt may be argued that the above illustrations are in some
way different 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, valuation
based on the outstanding balance will create inequitics as between morigagees facing
cxpropaiation at diffsrent times in & business cycle, §f the current rate for sew morigages
exceeds the contract raie on an eXisting morigage, the morigagee is made better off by
the expropriation award based cn the ouistanding balance (zee INostration 1). Jf the
current rates are below the contract rate, the mortgagee would be made worse off
through expropriation where the award is based on the outstanding balance (ree Ius-
tration 3). Only in the event that current rales are similar to the existing contract rate
would mortgagees be placed in egual positions through expropriation.

1, Muorket value '

{n]_Genera!—Tﬁc teasons for dwelling on (he weaknesses of the outstanding
balance ms a basis of compensation were not so much to discredit the approach bm

Ta It bhax been assumed that the mortgage 8 not one subject o 5. 10 of the Imevest Act, RS.C,
1970, ¢ I-18, e.g, ¢+ =ortgagor iv a corporation.

144



rather to identify the weaknesses in order to find a preferred solution. It will he
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 oulstanding balance method,

1f the basis of compensating a morigagee is the market voiue of the mortgage at
the date of notice of expropriation, the resulting awardsy will be more equitable between
all parties concerned. Before examining the various situations in rélation to the market
value, several general observaiions can be made, While the determination of the out-
standing balance on 2 mortgage is a refavively simple matier subject to little disagree-
ment, the delermination of the market value Is somewhat more difficult, and subject
to appreciably more controversy. In order 1o determine the market value, some evidence
as to the market interest rate for & mortgage in a given risk class is required. To the
extent that there is disagreemsent, it will likely rest with the determination of the appro-
priate interest rate. ‘While the secondary market for mortgages is not as active as that for
bonds and slocks, sufficient volume and sxpertise exists to resolve the problem. Most
certinfy, the market information concerning mortgages is more readily available than
the corresponding market data for real property, either fee-simple or leasehold estates.
Several companies specialize in the purchase and placement of mortgage contracis and
cuuld provide cxpert evidence, much as an appraiser pmduccs expert evidence on real
FNPBFQ‘

It is frequently argued that a mortgagee may receive less than the funds advanced
and outstanding if the award is based on market value (ses IHhstration 2). This point
relates to the rights of the morigagee prior to expropriation. A mortgagee has a right
to receive a series of anpuily payments, and, aside from any remedits contingeni on
default, the morigagee generally does nol have a cluim for the outstanding balance.
It is the time series of payments that is expropriated, not the capital sum as represented
by the outstanding balance. Using the market value as 3 basis of expropriation enables
the mortgagee to reinstate himself in 2 position of equivalent risk and earnings after
expropriation. The market-value basis produces awards which arz equitable in the case
of original discount morigages (see RBlustration 9}, in the case of assignee discount
mortgages (see Iustrazions 2, 4}, in the case of implicit discount mortgapges [see
Hlustration 10}, and in the cuse of participation mortgages.

(&) The “call cluuse"—The use of the “call clause™ in mortgages {commonly &
five-yezr clause) reduces the difference in the awards based on the two approaches.
In general, the shorter the term for any given morigages the less will be the difference
in awards based on the two approaches, ( Compare Hliustrations 1, 2, §, 6.)

(c) Mortgagee's preference-——Mortgagees in general may prefer the use of the
outslmdms balance rather than the magket-value approach to valuing morigages. This is
due in parl to the gimpliciiy in deterlmnmg the outstanding balance, the fact they receive
the amount of the cash advanced in the case of standard mortgages and in part because
the ‘economy bas experienced a long period of rising interest rates. In s period of rvising
interest rates, awards based on the outstanding balance will be grester than those based
on the market value, In a period of fzlling interest rates, morrgagees in generat would
find the market value to be a more acceplable basis of compensation.

I many cases morigages do not continue to full maturity, usually because the
property has been sold and refinanrcing is necessary to facilitate the purchase. Thus,
even in a period of rising interest rates, where it is to the advantage of mortgagors to
retain their exisling morigages, a morigagee may anticipate peyment. in full, based on
the ocutstanding balance, some yeurs prior t0 maturity. le these cases, morigagees may
perceive themselves us being placed at @ disadvaniage if expropriation awards are
hased on the market value rather than the outstanding balance. This will arise since the
market value represents the presemt value of future payments discounted at 2 market
rate rather than the (lower} contract rate. Two responses 10 the mortgages's preference
in this respect may be made here, First, for every morigage that is paid out prior o
maturity in & period of rising interest rates, a far largec proportion would be paid in
advance during periods of declining interest rates. This would imply that in a pericd
of declining interest rates, mortgugees would be better off receiving awards based on
market value rolative to awards based on the oulstanding batance. Second, if prepay-
ment of mortgages is a common praclice, the market discount rale should reflect this
fact. If investors expect mortgages to be paid prior 1o materity, this information will
be incorporated inte their investment decision by the discount {interest) rute.

(d) The Province's second-mortrage foans—-Special mention should be made con-
cerning Government of British Columbia second-mortgage loans. These loans represent
3 unigue morigage in that they are (generally) nontransferable and issued at & lower-
than-normal inferest rate. Since the morigagec in these cases would be the Provincial
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Government, the problem of compensation could be reselved through a general arTange-
ment with the Province to pase the claim on the outstanding balance rather than market
value, This suggestion reflects the extremely umque natute of these morigages, and the
relationship of the mortgagee und the sxpropriating parties.

4, Mustraitons of mortgage valnalion wader each approcch

The following illustrations are presemted o indicate the differences which would exist
under the two approaches, {These examples are not intended 1o reflect current market
conditions and ignere disturbance claims.)

Bayie data for Hlustraiions [t &

Original mortgage loan . . ... . $19000

Amoriization erm ... ... 28 years

Contract interest rate . ... . ......_ ... B per cent compounded semiannually
Mouthly paymenis.... . S 176.52

Expropriation oocurs at thc t:mc nf thc 24th payment,

Hlustration 1
No fve-year call clause, current morigage rates 10 per ¢ent compounded semi-
annually, awaré based on the outstanding balance.

AWARD=%9,721.78, which is the present value of the remaining 2?6 payments
of $76.32 discounded al § per cent semixnnually.

I the mortgagee reinvested $9,721.78 for 23 years at !0 per cent scmlannualiy {current
rate), he would receive & montbly annuity of $38.69. Hence he i made better off by
$12.37 per month for 375 months,

Mustration 2
No five-year call clanse, currenpl rates for loans of similar risk is 10 per cent semi-
annuelly, award based on the “market value” of the mortgage.

AwarD=38.323.31, which is the present value of the Temaining 276 payments
of $76.32 discounted at 10 per cenl semiannually.

If the morigages reinvested $8,321.31 for 23 years at 10 per cent semiannuxlly, he would
receive 2 monthly anpuity of $76.32, the same as before expropriation.

Huxiration 3
Mo five-vear call clause, current wterest rates for foan of similar risk is 6 per cent
semisnnually, award based on outstanding balance,
AWARD—=1%9.721.78 (same ds [Uustration 1.

I the mortgagee reinvesied $9,721.78 for 23 vears at 6 per cent semiannually, he would
receive & monthly annuity of $64.4%. Hence he is worse off by $11.83 per montk for
276 months.

Hiuseration 4
Mo five-year call clause, current rates for loans of similar risk is 6 per cent semi-
annually, award based on “market value™ of the mortgage.
AwspD=—511,530,43.
I the mortgagee reinvests $11,530.43 for 23 years al 6 per cent sermianpuelly, he will
receive & monthly annuily of $76.32, the same as before expropriation.
Hlusrration 5
Five-year clause, current interest rates for loans of similar risk is 10 per cent semi-
annually, award based on the outstanding balance.
AwarD=-59,721.78 (same as INustration 1).
The five-year clause has no impact if the award is based on the ocutstanding balance.
Hlustrasion 6
Five-year call clause, current imierest rates for loans of similar risk is 10 per cent
sermiannually, award based on the market valus.
AwARD =139,237.75.
The award is greater than in Hlustration -2 since, in the absence of expropriation, the
mortgaget had a claim to receive $76.32 for 60 months plus the ourstanding 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 semiannuaily, award based on market value.
AWARD==%10,237.04,
If the morigagee were to reinvest $10.237.04 for 23 years at 6 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 1 TO 8

Current Rate

Dutstanding ‘Market

{Per Cent) Balance Vajue - | Difterence

— ~ = ;
Wo call cause .. . th 1 $9,721.78 $8,323.31 ! $1,398.47
: [ 9.721.78 11,530.43 . —1 80868
B ‘ §.721.78 9,721,278 i Nif

: !
Five-year calt .. ... . {13 | 9.721.78 9.231.7% ! 184.03
14 3 272178 10,2374 | —JI15.2
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 $7,832 to he
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 15 10 promise to repay $10,000 at 10 per cent com-
pounded seenfannually over 20 years with monthly payments. In either case the monthly
payments are $95.17 for 240 months,

Assume thal two vears later the property supporting the morigage is expropriated
and that the current mortgaee rate for this risk class of mortgage is now 16 per cent
compounded semiannually.  Four possible awards might be considersd for the
mortgagee-— ,

{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
payments 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.

{c) 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.
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SUMMARY OF ILLUSTRATION 9

R Straight Morigage Bonus Mortgage
OQutstanding bulante . .. ... .. %7657 $9,643
Moarket value .. . . e . B910 ’ 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 cent compounded semiannually, the vendor could sell the
second mortgege and realize $7,832 cash plus the $3,000 down payment. Hence his
willingness to accept $10,832 cash to the existing first mortgage.
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Memoraadum 73«31

EXHIBIT ¥

COMPENSATICN FOR FOSSIBILITIES OF REVERTER AND
POWERS OF TERMINATION UNDER
CONDEMRNATION LAW

Condernnation of land has increased greatly in recent vears, re-
sulting in & reevaluaiion of fraditional ideas and their applicability to
modern circumstianees. The purpoee of this note is to conirast 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 fsrth the positicn that California has
taken with respect to them.

Ppssibilities of reverter and powers of termlnauon are Iumped
together in this note, and by the courts,! for they pose the same valu-
ation preoblems in condemnation. The primary valuation difficulty is
that, slthough both are considered to be contingent interests? neither
is subject to the Rule Againat 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 subsequent has occurred. For example, the possi-
hility of reverter immediately becomes a possessory estate regardless
of the owner's intention, while the power of termination does not be-
come possessory until the owner manifests his election that the
granted estate is forfeited.* These mergers of interests, however,
present little difficulty, as the handling of the award in these cases is
largely uncontrovertible.®

! Browder, The Condemhation of Fuiture Imicresiz, 48 Va L. Rev, 441,
472 (1882) (citing cames); ree, e.p., Puerto Rice v. United States, 132 F.2d 220
(221 (list Cir. 1842); People ex rel. Departrnent of Pubh Works v. Fresno, 210
Cal. App. 2d 500, 504, 26 Cal. Rpir. 353, 855 (1962); Sants Monica v. Jones,
104 Cel. App. 23 463, 487-08, 232 P24 55, 68 (1851); { REATATEMENT OF FRop-
mry § 53 (1938},

t See Johnson v. Loz Angeles, 178 Cpl. 475, 488, 188 F. 1047, 1048 (1917 ;
Strong v. Shatto, 45 Cal. App. 20, 35, 187 . 159, 162 (i8i@); L. Srams, Hano-
poox oF THE Law or Furone Iwreagsts 22 (24 ed. 1D88). .

3L Sives, supra note 2, at 118, .

+ See People ex rel, Department of Pub. Works v Fru'nu, 210 Cal. App.
ad 500, 504-05, 26 Cal. Rpir. 883, 85%-38 (1582) {generan] discuszion of these
ditferences).

& Where the limitlng event has occurred it is obvious that the holder of
the poasibility of reverter is entitied to the entire sward as he is then the
holder of the eniire fee. In the caze of a power of fermination, however, the
holder of the non-possessory estate must teke certain steps to effect o for-
feiture. I he falls to take such steps within a reasonable time, he will be
found to have waived his right of re-entry. See Browder, supra note 1, at 474,
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Majoritv Posifion

For the most part the courts have refused 1o allow possibilities of
reverter and powers of lermupation 'o share in any condemnation
award.® Jn doing so the cour?s hive penevsily relied on one or more
af three grounds: 1 the interesy that the swner has inoa pos-
silaility of reverter or power of termination is ioc remote and specu-
lative; 2} the ovner's interest is talen 1t the same time g the posses-
‘sory estate and, therefore, there is no disuser Guring the evistence of
the future interesi that would residt o the forfeiture of the posses-
sory estaie; 3} the performance of the condition is excused by opera-
tion of law.

The most commeon ground for dernving recovery 15 that possibili-
ties of reverter and powers of termmination are too speculative, remote,
or contingent to be subjected to valuvation.’ The leading authority is
a New York case, First Reformed Dutch Chureh 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 “ne method by which the
value of the interest could be assessed which would rise above the
dignity of a guess” so that it was a “matter too indefinite and vague
for pecuniary esiimation? A Massachusetts court'® reached the
same conclusion, stating that such interests were “too remote and con-
tingent to he the suhject of an estimate of damapes.”* The federal
courts have alse generslly denied pearticipation in condemnation
awards to the owners of possikiiities of reverter and powers of termi-
nation.'* For exampie, in Puerto Rico v, United Stotes'® it was held
that these interests were only speculative and thai “it is elementary
law that damages cannot be assessed by mere guesswork.”?

& Browder, supra note |, al 472,

T Eg., Beard's Erie Basin, Inc v New York 142 F.2d 487, 483 (24 Cir.
1244}; Puerto RBlco ¢. Tnited States, 132 F.28 220, 222 (1st Cir. 1942): United
Stutes v. 16 Acres of Land, 47 F. Supp. 583, 604 {I2. Mass 18423, Romero w.
Depariment of Pub. Works, 17 Cal. 2d 189, 194-95, 108 P24 662, 565 ¢1941);
People ex rel Department of Pub. Works v, Fresno, 210 Cal. App. 2d 500, 515,
26 Cal. Rptr. 853, 862 (18421, Pennle ex rel. Departmeni of Pub. Works v. Los
Angeles, 170 Cal App. 2d 555 574, 4 Cal. Kpir. 531, 542 (1940); Chandler v.
Jamaica Pond Agueduct Corp., 125 Mass 544, 847 {1870 Lyford v. Laconin,
T M. 220, 226, 72 A, 1G85 1089 (1908), Sze peweratly | L. OrceEr, VaLua-
TION UIwpEs o9 Law or Barmwest Domarw § 119, 8t 518 (3d ed. 13535

8 210 App. Div, 204, 2056 X.V.5. 132 (1824).

& Id st 285, 206 WN.Y.5. at 134

10 Lyford v. Laconja, 756 N 220, 72 A, 1085 {1909},

it fd atf 226, 72 A. at 1089
12 Id, at 225, T A, at 2080
i Chendier v, Jamsicn Pongd Agquedoet Corp., 126 MMass, 544 (1878}

M I, w547,

15 E.g., Beard's Eris Basin, Inc. v. Now Yark, 142 F.2a2 487, 480 (2nd Cir.
1944).

Ie 132 ¥.2d 220 {1st Civ. 19473,

17 Jd. at 222,
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The second greund. that there is no revarsion or breach of the
condition during the ewisience of the future inferest? alse had its
keginnings in ihe Croswell decision® That court had reasoned that
the seizure was of the entire fitle ai the same instant and that there
was, therefore, no interval of time during which s reverter could oc-
cur. When the church ceased the specified use, the possibility of re-
verter was no longer in existence. Thuy, “{alt the moment of ap-
propriation there had been no disuger”™*  In Uniteg Staies v, 202
Acres of Land *® the court specifically relied on Croswell o adopling
this ground for den ying recovery.®

The third ground for denyung recovery is that the condition is
excused by operaticn of law.*® The courts hold that the owner of the
possessory estate has not voluntarily ceased the required use of the
land, but has been compelled to do so by the condemning authority.
Compliance with the condition is thetefore excused and no forfeiture
results: “TI1t is uniformly held that realty dces 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 adopled 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 value
apart from aciual possession of the land. They simply disregard “any
interest the iikelihood of whose eventuality cannot be gauged.'*® By
so disregarding these interests they have, of course, avoided the real
problem —the vatuation of these interests. One court,®? in examining

18 See, e, id. at 2E]1-32.

1 First Reformed Dhutch Chureh v. Croswell, 210 App. Piv. 204, 295, 208
NY.S. 132, 133-34 (1924).

®¢ Id,, 206 NY.S. at 134, .

21 4] F, Supp. 56 (SD.NY. 1542), off'd sub nom., Westchester County
Park Comm'n v, United States, 143 F.24 6858 (2d Cir. 1944).

OFd at 61

2 See, eg., People ex rel. Department of Pubk, Works v. Los Angeles,
199 Cal. App. 2d 5655, 4 Cal. Rptr. 531 (1960); Santa Monica v. Jones, 104 Cal.
App. 24 463, 232 P24 55 {1951}, Lyford v. Laconia, 75 N.H, 220, 72 A 1085
(1900); First Reformed Dutch Chureh v, Croswell, 210 App. Div, 284, 206
M.Y.S. 132 £1624), Contre, Lancasier Schooi Dist. v. Lancaster County, 285
Pa. 112, 144 A&, 90F (16280,

21 Srate v, [ndependent School Dist. No. 31, 268 Minn. 85, 81, 123 N.W.2d
I2E, 126 (1983} (citing cases).

% {lases ¢ited note 23 supra

1, OrerEL, stpre note 7, st 516,

= Midwestern Developments, Inc. v. Tulsz, 374 ¥.2d 683 (10th Cir. 1867).
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the reasoning of & prior decision that it had cifed fsvorahly, simply
stated that “such interssts were not soszessory and ioo uncertain io
admit of compensation, therefore, not property in the constitutional
sense.’ "

But the issue may not be so easily aveided, since “the preferred
view today is that 2ll varieties of future interests are existing in-
terests."®  Possibilities of veverter and powers of fermination sre
contingent interasts in land® and sontingent interests have “achieved
status as a proteciable interest for many purposes’™  Most states
have provided that pessibilities of reverier are (reely zlienable®® and
powers of termination are bhecoming so in meore znd more staies™
Shouid not these (nteresis be entitled to a just compensation when
taken by condemnation?

The fact that they cannot be given an exact valne should net be a
deterrent to valuation. The Supreme Court® has stated that af times
the determination of a just compensation “involves, at best, 4 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
invoives the use of assumptions, which make it unlikely that the ap-
praisal will reflect {rue value with nicety.”?®

Pessibilities 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 the land for the purpose of attracting certain business or institu-
tiong into an area where he has other holdings. For example, a prop-
erty owner that desires a rafiroad 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 Id, at G87. :

28 ) AMetcan Law o Prowgers 5 40, at 407 (AJ Casner ed. 1852)
(emphasis added).

¥ Cages cited note 2 supro.

#1 1 L. Srraxs & A. Snoovs, Tue Law or Fuoruss Ivresesrs § 136, ai 117
{23 ed. 1956).

33 1 Amenican Law or Proeerry § 470, ot 530 (AJ. Caener ed, 1952); 2
K. Powrtr, TR Law or Rsapr Prorisry § 281 (1867). zee 2 REBTATEIMENT OF
Prorenyy § 158 {1934).

82 2 R. PowsaL, supre nole 52, ot § 282; see, og., Cai Crv. Cope §§ 089,
1044. '

8¢ United States v. Miller, 317 T.5, 309 <1942).

# Id. at I75.

M 4. at 3M4.

3T Comment, The Effert of Condemnation Proceedings D'pon Puossibilities
of Reverter and Powers of Termination, 33 U0, Der. L.J. 46 {1860).

8 See, e, Rumero v. Department of Pub. Works, 17 Cal. 2d 188, 181, 10§
P.2d 682, 663 (1941) (“one doller and the benefits to be derived from the
construction and operation of [the] retlroad . . . ."); Santa Monica v. Jones,
104 Cal. App. 2d 463, 232 P.2d 55 (1B8&1).
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his heirs a possibility of reverter or & power of termination, the
grantor seeks o ensure that the ratiroad will locate there and that if
they do not, he will have his lend back, Such ab interest is a valuable
agset to the grantor. Similar situations arise where land is conveved to
a church or hospital and the granior desires to be sure that the land
will be used exclusively for such purpeses® I is also common for a
grantor to seek to ensure tha! ceriain undesirable businesses, such as
taverns or factories, will not locate there*® In all such caszes the
grantor has specifically refrained from conveying all that he has and,
in most cases, what ke hag conveyed is less valuable than it would be
with no restrictions placed on ifs use. To give the entire condemna-
tion award to the grantee, which i3 based ou 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 thet it can be used 4o
defeat the interest of the grantor or his heirs. In one instance'* a
school seeking to acquire an athletic field had initially desired to pur-
chase the land, but resorted to emineni domain on learning 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 ohly & nominal consideration for the
property, found himself substantially enriched. This is certainly not
just compensation. A minority of courts, recognizing these inequities,
have arrived at methods of valuating and protecling these interests.

Minority Pesifions
The Mississippi court, in Hemphill v, State Highwey 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 proiected under federal lew.®®* The court then
“decline{d] to follow the majority rule which denies compensation

3 See eg., Lutez v. Loudsville & NR.E., 158 Ky, 258, 164 S.W. 782 (1914)
fehureh); United Baptist Convention v. Enst Weare Baplist Chureh, 103 N.H.
821, 176 A.2d 335 {18681) {church), Siate v. Federal Square Corp., 89 N.H. 538,
3 A2d4 102 (1038) (Lbrazy): r re Cook's Will, 243 App. Div. 708, 277 N.¥.S.
2§ (1885) (hospital); First Reformed Dutch Church v. Croswell, 2i0 App.
Div. 294, 206 NY.S. 132 <1824} (church); Banner Baptist Church v. Watson,
193 Tenn. 280, 246 S W.2d 17 (1951 {church}.

it By limiting the use ta which the land may be put, the grantor can pre-
vent undesirable elemeris from acqoiring or locating on the land. For ex-
emple, a conveyance for residential purpeses only woeuld achieve this purpose.

41 Stete v, Independent Scheal Dist. No. 31, 288 Minn. 85, 123 Nw2d
121 (1963).

12 rd. at 80, 123 N.W.2d at 125,

42 245 Miss. 33, 145 Se. 2d 455 (18582).

i€ 7o, at 48, 145 So. 2d at 462, citing 1 L. Sives & A Smarme, supra note
31, at § 138
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to owrers of all future inlercsis taken by the siate. There is no ra-
tional basis for such a gener al deetri‘ae. It g not Equitable and it Is

not consistent with other legal gmzm es relaied to such existing es-
tates in land . M Tn suppost of valiation the court pointed out

that one “who gmsesse. atr inierest ‘hhh"‘h he can sell has an inferest
for which he sught to be pald upon faking or condemmalion by the
state.

The harshness of ths genersl rule was apparsnt to the American
Law Institute as well. Section 33{c) of the Hestatement of Property
pravides thaf the holder of fthe possibilily of reverter or puwer of
termination is entitled 1o participate i the award when it is found
that the happening of the rondition or limiting event is “imminent.”
However, no guidelines were provided as to what was to be con-
sidered imminent. The Institute in recopbizing this noted that “Injo
more definite rules for the division of the award between the owirer
of the estate in fee simple defeasible and ithe 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 a few in-
stances.®® Courts have shown such reluetance to find this reguisite
imminence® that one court was led 5 conclude “that the owner of
the future interest is not adequately protected by [the Restatement]
rule . . V¥

Recently, 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 hut rather over a
sum of money which can be divided hetween the parties if necessary

4% Hernphillt v. Smtp Hway Coemm'n, 245 Miss. 33, 51, 145 So. 24 455,
463 (1062},

4 I,

47 1 ReSTATEMENT oF ProvesTY § 53{e) (1938),

i g, United States v. 111015 Acres of Land, 44 ¥, Supp. 448 (ED. 1L
1942}; People ex rel Depariment of Pub. Worls v. Fresno, 210 Cal. App. 2d
500, 517, 26 Cal. Rptr. 853, 863 (1%62); Sania Monica v. Jones, 104 Cal. App.
24 463, 474-75, 232 P.Ed 55, 62-63 (1951): see Preople ex rel. Department of
Pub. Works v. Los Angeles, 179 Cal. App. 24 558, 574, 4 Cal. Rptr, 531, 541-42
{1860} (applying rule but not rmentioning Restatement by name).

i See g9, United States v. 2.184 Acres of Lang, 45 ¥. Supp. 681 (W.D.
Ark. 1942}; Chew v. Commonwealth, 400 Pz 307, 161 A.2d 621 (1960).

0 Bee, 2.4, Santz Monica v, Jones, 104 Cal. App. 24 463, 232 P.2d 55
(1951), 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.

51 Siate v. Independent Schoel Dist. Ho. 31, 266 Minn. 85, 95, 123 NW.2d
121, 128 (1963).
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in the initerest of substantial justire "™ The resulis of these decisions
may be divided info three hasic caiegories: (1) the entire award
gees to the holder of the defezsible 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 nartzes; or (3} 5 combinzticn of these two,

The first category has resulizd chiefly where the grantor has con-
veyed the land on a condition that it be used for some charitable
purpose®® In re Coak’s Will™ a New York decision, held that where
land had heen conveyed to & hespital en the condition that it be used
only for the hospital, the proceeds of the condemnation award were to
be deposited in a separate fund. The hospital was entitled 1o the in-
come fromn this hmd on the condition that it be used only for hospital
purposes. This resuit is subject o 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.”s 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 nacessarily cease to exist.

In a Jater 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 eguitable than that of the Cook decision, as it preserves
the intent of the granter as nearly as possible and ziso provides some
measure of assurance that this intent will be carried out.®

The secend category of cases has resulted in a division of the
lump sum award between the parties. In State », Independent School
District No. 31,°* 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 Commeni, supra note 37, at 54,

85 Cagesc cited note 3% supra

st 243 App. Div. 706, 277 N.V.8. 26 (1335).

&5 See L. Simes, Hawbecok OF tHE Law or FuTurs Interests 116 {2d ed.
15663, It is arguable that mere “income for his life might he smd to 1all short
of full compensation for a fee simnple.” Id.

s TInited Baptist Convenbon w. East Weare Baptist Church, 103 N.H.
521, 176 A.2d 325 (1961},

T The results in these cases wnay be explained by the particular cir-
cumstavices which would allow arn spplicativa of the cy-pres docirine, but
this would not prevent s similar handling of non-charitable limitations or
conditions.

Bk 266 Minn. 85, 123 NV 24 121 11363).

6% fd. at 9%, 123 N.W.2d¢ at 128 Thiz particular case has been cited in a
later federal decision as an example of special circumstapces that would allow
the holder of such a fulure interest fo participate in the award. See Mid-
western Developments, Inc. v, Tulse, 374 F.2d 683, 683 (16th Cir. 1867).
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vaiue ™" This division of the lumypy sum award is based on the fact
that valuation in condemwation is predicated on market value and
that often lmitations upon the use of property prevent iis being used
in the most beneficial way."" The court found that since the regtricted
use is aot taken into aceount in determining the amount of the award,
which is based on the vaiue of the land for ity best possible use, an in-
eouity often resuits.® Coaseguentiy, the owner of the defeasible fee
should be entitled only to that proportion of the award tha! the value
of his restricted interest bears to ithe uvwrestricted wvalue, with the
balunce poing to the holder of the nossibility of reverter. Where the
restricted use has a value sgual te or greater than the reasonable
market velue, 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 ne atlempt 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 cage, 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 to the grantor should be denied since any
award paid to him would amount tov & windfail® 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
refrained from conveying the whole estate to {he grantee, and re-
ceived nothing for what ke did convey, the court concluded that at the
time of appropriation by the state the grantor was entitied to the dif-
ference in the value of the properiy as megsured with and witheout
restrictions® In such a situation, the ecourt held the right not too
remote or contingent for purposes of valuation %

The court next considered thz argument that the whole award
should go to the grantee because the grantor’s condition, imposed
only io compel the grantee io make a specified use of the property,
had been excused by the candemnsation and was uo longer effective,’®

W Stats v, Independent School Dist. Wo. 31, 266 Minn. 85, 96, 123 N.w.2d
121, 129 (1983).

a1 e {d. {citing cases and other suthorities),

22 See §4. at 96-97, 123 N.W.2d at 129.

B2 73 at 97, 123 MNW.2d at 125-30.

& 14 gt B3, 123 NW.2d st 126,

58 4 Chio St 2d 51, 212 N.E.2& 574 {1985).

98 id. &t 52, 212 N.E.2d at 575.

87 jd. at 55, 212 N.E.2d at 577.

ot id,

0 See id.

% See id. at 55-58, 212 N.E.2d ar 57T
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The eourt found that, regerdless of this argument, it “does not rep-
resent a reason for giving the gramiee the value of something he has
not lost {ie, ihe amount, i any, by which ihe velue of the property
taken exceeds ils lesser value for the regtricied use thuat the grantee
could have made of it) where he grantor sxpressiy refraimed from
ecobveying that scmething to hue.”™ The court then pointed out that
in the usual situation wvolving possibilities of reverier or powers of
termination ihere is only land s De awarded, wlile in the cuse of
eminent dormain there is an swird of money, which can and should he
divided where the situstion dictares ¥

The court further provided that sinee the city had underinken =
fidugiary responsibilisy by accepling ine conveyanhoe, any money that
the city received shauld be held in wrusi subject to the same conditions
under which the property was held, and any money not used for Ink
Park purposes should revert to the grantor.™ This solution was pos-
sible because only a portion of the park was taken by the condemning”™
authority, and it was not an undue burden to require that the award
be used in conjunetion with the remaining portion of the park. In thiy
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 fiot for ether purposes,

There are two more minority appreaches that should be men-
tioned. First, some courts have directly controverted the majority
position, holding that the grantor alone is entifled io the award™
The raticnale for such 8 position has heen that the taking by the gov-
ernment amounts to 2 breach of the conditions imposed 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 sc only to give effect to the particular intent of the
grantor, which by the terms of*his deed indicated that s taking by
eminent demain would in foct operate as a breach of the condition
regardless of the city's power to prevent it.™ The position of other
cases giving the grantor in: entive uward cannot be so justified. As
such, their position is untenzble and almost universally rejected,”

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

TL Id. at 59, 212 M.E.2d at 577-78.

iY Id. at 56-57, 212 N.E.2d &t 578, cifing § L. SmaEs & A, SMrrw, Tee Law
oF Furtuse INTERESTS § 2013 £1008), Comment, The Effect of Condemnation
Proceedings Upon Possibilities of Revervter and Power: of Termination, 38 T,
Der. L.J. 48, 5¢ (13607,

¢ fnk v. Canton, 4 Ohio St 2d 51, 58, 232 N.E2d 574, 579 (1965).

74 E.g., Pedroiti v. Marin County, 152 F.Id 829 (9th Cir. 1946); Crowl v.
Tidnam, 198 Okla, 65¢, 181 P24 548 {1D47); Lancaster School Dist. v. Lan-
caster County, 205 Pa. 112, 149 A 901 (g2t

75 Pedrotti v, Marin County, 152 7 %1 328 (9th Cir, 1845).

18 See id, at 831,

TT See cases cited note 24 and text sccompanying note 24 supra.
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purposes by the ase of actuarizl rsoles ™ While this soluiion neees-
sarily would e limiled to shiuntiens whese the particulsy contingency
is dependent on the Jife of u varticalar pevsen, or the outliving of one

1
b
person by anothar, wremnaans pevertheless we 8 posaibitity.

Dataraiz Positon

California requires kot each segarate estale or inierest in land
shall be valued inaividusily m condemnpation proceedings.™  Possi-
bilities of reverier and powers of termination sheuld fall within
this provision sineg the sourts hole that they are .interesis in prop-
ertv.3 Howevar, the Bupreme Couri of Californiia, in its on!  de-
cision direetly in poiné, has adopied the majonty position denying
comnpensation for reversionary interesits. HRomero v, Department of
Public Works® dealt with the condemnation of a narrow sirip of land
held by a railroad under & deed that was given on the consideration of
cne dollar plus “benefits o be devived by [the grantor] from the
construction and operation of a railread . . . ™2 The deed provided
that the land was to be used oniy for raiiroad purposes and that if
such use ceased, the land was to revert to the granter® The court
found that the performance of the condition was made impossible by
operation. of law, and that siace the limiting event had not ececurred
prior to condemnation, the future inteves! was too speculative and
remote to have any compensabie value™ The court did recognize
that possibilitier of reverter and powers of termination should have a
separgte valuation, but only where the land taken hss some special
value to the owner apart from the use of the land, such as the value of
mineral rights.®® The effect was io award the railroad the value of the
land for its best possible use even though the lesser value for the
restricted use was acguired forbnly a nominal sum.

In more recent California cases ihe rulc set forth in the Restate-
ment of Property has been recognized, yet no eourt has found such
irnminence of the terminating event that would allow the holder of
the passibility of reverter or gower of Yermination ¢ share in the

72 See Treas. Beg. 262512-6(1;. fee aize 5 B, Powrlt, THE Law oF REar
Paorerry £ 666, at J12-2F (I83%). .

™ “The ecourd, jury, or referee must hear such legal testimony as may be
offered by any of the parties to the procesding, aand thereupon must ascer-
tain snd assess: 1. Value, The wvalue of the property sought to be con-~
deraned, snd &1l improvemenis thereon neriaining i the realty, and of each
and every separate estate or interest therein®” Car. Cooy Crv, Proc, § 1248(1).

B0 Johneton w. Los Angeles, 17€ Cal. 479, 168 P. 1047 {1817); Strong w.
Shatto, 45 Cal. Apn. 29, 18T P 158 (10193 see 26 Cactr. L. Rey, 525, 528 {1941),

51 17 Cal. 24 18%, 108 P.2d 662 (1941).

2 I3, at 181, 105 P.id at 562

a8 rd. at 181, 109 P22 at 6641

B4 jd, af 104, 108 P.2d at 685

2 Id. at 185 108 P24 at €65
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award® In fante Monico v Jones™ the court deteymined that the
land had been comveyed to ibe railrond on a condition subseguent as
in the Roniero case. Tae deed stipulated that if the land was not used
for raliway purpoges, or the raillway should cease to run a daily pas-
sehger service, or any struciurss not necessary to the operation of
the railroad wore constructed thereon, the land would revert to the
granfor.® Relvingz directly on Croswell the court held that the taking
by the governmeni dud not smouni so & breach of the condition, and
even if it were a breach, the heirs had not slecied to declare a for-
feiture of ithe possessory estate™  The court found thait forfsiture
was not imminent even though the railrcad had made applieation on
several gcensions tr discontinue passenger servies M '

In finding no imminence the court cited a New York case, Carter
v, New York Centrai Railroad® as anthority. Howewver, while the
guestion of immimence was raised in the New York ease, the actuil
detision 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 suibsequent
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 value 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 ©. Los Angeles®
land had heen conveyed to the City of Los Angeles for the purposes
of a public park. The land was deeded on the condition that it be
used exelusively for a public nark to be known as Griffith Park.
The state subsequently condetnned part of the land for the construe-

" #6 Sep People ex vel. Department of Pub, Works v. Fresno, 210 Cal. App.
2d 500, 517, 268 Cal. Rptr. 833, B63 (1963); People ex rel Department of Pub.
Werks v, Los Angeles, 176 Cal App. 2d 588, 574, 4 Cal. Rpir. 531, 541-42
{1960); Santz Monira v. Jenes, 104 Cai. App. 24 463, 474-75, 232 P.2d 56,
B2-63 {1851).

37 104 Cal App. 24 405, 232 2.2d 55 (1951).

48 Iq. st 468, 232 P2d ot HB-5S.

B Fd. ozt 472-73, 232 P.2d at 6L

o Id oar 471, 232 P24 at 60

21 73 N.¥.S.2d 610 (Sup. Ct. 18470,

0t Feld. ot 614,

93 Sanfa Monica v. Jones, 104 Cal. App. 2d 463 473, 232 P.2d 55, 61
(19591}, This holding caused one writer to cormmment that such ressoning rep-
resented hlind adbherance to the rule of Croswelll Comment, The Effect of
Condemnetion Proreedings Upon Posgsikilities of Reverter and Powers of
Termination, 38 U, Der. L.J. 45, 50 (18RO}

™ See Sania Mounica v, Jones, 104 Cal. App. 28 463, 474, 282 P.2d 55, 62
(19315,

¥ Car, Cove Cry. Proe. § 12448{1).

# 179 Cal. App. 2d 558, ¢ Cal. Rpir 531 {1060},
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tion of the Golden State Freeway. The court first determined that
the land was held on a condition subsegueni® and that there wag no
breach of the conditicn prior to condemnation.® The court ther con-
cluded that any interest that the heirs had in the land was “so remote,
specuialive and contingent as io justify ne consideration by the
court . . . "™ As in Senra Monica v, Jones, nio ev 1dance was pre-
sented by the claimant as to the value of his righe '™

The most recent California case is People ex rel. Department of
Public Works v. FresnoM' in which a lavge parcel of property was
conveyed to the City of Fresno for municipal purpoeses, including use
as a municipal airport, ang "for no ether purpose.”™ The heirs of
the grantor were named ss 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 required use was inveluntary, 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 '™
The court held that the non-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 feel® However, the court did at
least recognize those cases that impesed the grantor’s conditions upon
the award, and indicated that such a provision under the facts of
Fresno would be proper.'% gncededly, the city ifself had volun-
teered thiz stipulation, but the willingness of the court to imple-
ment such a provision under the right circumstances may be an indi-
cation that some measure of protection will be zfforded these in-
terests in California condemnaticn proceedings.

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

AT Id. at 570, 4 Cal. Rptr. at 532

¥ Id. at 575, 4 Cal Hptr. at 543,

% Id. at 574, 4 Cal. Kptr. at 542,

we I, at 578, 4 Cal. Rpir. ai 542,

w1l 210 Cal App. 2d 500, 26 Cal. Kptr. 853 (1882).
- 10z rd. et 503, 26 Cal. Eptr. at 854.

103 jd. at 504, 26 Cal. Rpir. &t 835,

104 FA,

W5 Id. et 508, 28 Cal. Rptr. at 855

108 14, at 517, 28 Cal. Rptr. at B63.

7 Id. st 515, 26 Cal Eptr. at B62.

10k 714, at 518, 28 Cal. Rptr. at 863 {cifing favorably cases noted in sec-

tion on minority position}.
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soned cases, in a minority, holding that a future interest in Jand which
is not tenuous and which is capable of evatuatior. is a compensable
right when taken or damagsd by the state for puble vse”¥ Such
a result would appear io be dictaled in states such as California where
future interests are clussified as property, and all property interests
are required to have a separete vwaluation in condemnation proceed-
ings. )

The recent trend has hecn in favor of protecting these interests. -
California apparently recognizes thix trend as favorable, as evidenced
by its general recognition of the Restaiement rule and the language of
Fresno indicating aporoval of the bmposition of the granter's condi-
tions upon the grantee’s award. If 15 also Important te nofe that
there have been no major Califernia decisions on this point subsequent
to the decisions by the Minnesota and (hie courts, which made the
first major breakthroughs in this area, .

It is suggested that these interests do have a value in and of
themselwes, apart from any likelithood of their becoming possessory.
Concededly, the condemnatisn of land by & public authority does not
effect a reversicn 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 possessory 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 interests do have independent value,
and it is necessary to formulate means of estimating and protecting

them.

Roger A. Grable*

A

19 Hemphill v. State Hway Comun'n, 245 Miss. 33, 50, 145 So. 2d 455,
4683 (1962} (ciling cases),
* Member, Second Year Class
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IN THE SUPREME COURT OF THE STATE OF CALIPFORNIA
IN BANK

SOUTHERH CALIFORNIA EDISON COMPANY,
Plaintiff and Respondent,

L.A. 30095
(Super. Ct. B6635)

v.
RICHARD D. BOURGERIE et al.,

Defendants and Appellants.

Fraial’ M Yt gl Sl Sn il Nt St Yy ol N

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

In 1964, defendants purchased & 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 adjoining defendants' property on

the west. The deed from the bank to defendants provided

that the property transferred could not be used for an

-electric transmission station, and the land retained by the

bank was made subject to the same restriction. Plaintiff,

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

of building an electric substation.

In its complaint agalnst thé bank, Edlson 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 their favor,
and that they would be damaged by the proposed electric substation
Subsequently, the bank and Edison entered inte 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 tc the propriety

of the condemnation,and the trial court rendered judgment in

2/ :

T Section 1001 of the Civil Code provides that any
person may acquire private property by eminent domain for any
use specified in section 1238 of the Code of Civll Procedure.
Section 1238 of the Code of Civil Procedure states that the
right of eminent domain may be exercised by any public utility
for electrlc power facillties.



Edison's-favor, holding that the praperty_sought~t0 be
condemned would be applied 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 attackling the basic lssue defendants fire two
salvos. First, 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 Cal:App.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 eguitable
servitude; sqch an Interest is, in essence, a contractual
right cognizable in equity as between the contracting partles
but not blnding upon‘the sovereign slnce parties may not by
mutual covenants in 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 applled 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 majoriﬁy-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 fS.D.Me, 1963) 220 F.Supp. 696, 700-701; School District



No. 3 v. Country Club of Charleston (8.C. 1962) 127 S.E.2d

625, 627; Town of Stamford v. Vuono (Conn..1928):1h3 A.

245, 249, Allén v. Clty 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[1].) The Restatement

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

Bharply criticized by law review commentators. (See, e.g.,

Afgler, Meagsure 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 Iﬁwa 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 eriticism of the

conceptual undérpinnings Ef Friesen. First, it is unquestioned
that buillding restrictlions 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, 1t 1s difficult teo justify-affording compensation for

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

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



Eoth easements and bullding restrictions may be created by
agreements between private partles and, therefore, upon condems
nation in both situations the financlal burden of the condemner
is 1lncreased solely by virtue of agreements made between
private‘parties.gf Equally important, the violatlion of &
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 distinetion by merely label-
ing one a property interest for which cempensatigﬁ must be
made and the other a mere contractual'riéht which may be appropri-
ated by a condemner without any compensatlon is inequitable and

raticnally indefensible. .

) Q/Professor Algler, in his article, Measure of Damages
for Extinguishment of Easement by Condemnatlon, op. cit,

su ra,.I§§5 Wis.L.Rev., 5, 23-20, footnote 44, offers thia

- analysis: " . . . But surely 1t 1s possible for a landowner
by his own act, for instance by improving hls land with
bulldings, trees, etc., to lncrease the amount of compensation
he 1s entitlied to recelve on condemnation., The condemning
unit cannot expect to get off by paying for the taken land
only in its natural state untouched by the hand of man and
unaf'fected by developments in the neighborhood. Llkewise he
may clearly get increased compensation If he has acquired
valugble easements (legal)} apurtenant [sic] tc the land taken,
and if the legal easement he has acqulréd burdens the taken
land for the benefit ¢f his land which is not taken, the
authorities all agree that he is entitled to compensation.
Why, then, should compensation be denied when the increase

in value gr. trea tenecest extinenished was created by covenant
t.---au OF Dy a deed of conveyance and is called an equltable

instead of a legal easement? The contract in thes ait
creates property rights." e uatlions




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 objective analysls reveals the
real basls for the decislions which deny compensation for the
violation of buiiding restrictions by a condemner relates 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

-y
v. Vuono, supra, 143 A. 245.)'f

Y The rationale of the Connectlicut court in Stamford
{at pp. 248-249) seems lrrefutable: "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 justified upon
the ground that the cost of constructing public projects
wlll be substantially Increased if compensation must be pro-
vided by a condemner for the violation of & restriction. In
addition, it 1s asserted that a condemner might he required
to Join a large number of landowners as defendants in cases
where the benefit of the restriction runs to numeroué lots,
and that thia could result in inhibitihg the condeTner's
abllity to acqulre essential property.zf Finally, 1t has

been suggested that landowners might ?pldck 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
Tor the taking of his interest in the servient tenement
actually Iinterferes with the exercise of any governmental
function. There is, of course, a clear distinction between
the rights of the private owner of land whilch is subject to

a restrictive easement and those of a governmental agency
“which requires for public¢ purposes the use of the land in
vioclation of the restriction. The private owner may not
violate the restriction; 1f he attempts to do so he may be
restrained by injunction., The governmental agency may not be
restralned from making such use of the property as the pub-
1ic purpose for which 1t is acquired may require, but, 1f that
involves the taking of prlivate property it must make compensa-
tlon for the same, When, therefore, property subject to a
restrictive easement is taken for & public use, it has been
held that the owner ¢f the property for whose beneflt the
restriction 1s 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 posslble claimants. {(Algler,
Measure of Damages for Extingulshment of Easement by Condemna-
tion, op. cit. suprsa, 1 s,L.Rev, a%t p. 32.




of action from the thin ailr" by entering into agreements
imposing restrictlons whenever condemnatién proceedings are
on the horizon. (Arkansas State Highway Commission v.
McNeill (Ark. 1964) 381 S.w.2d 425, U427.)

We find these reasons for denying compensation to be
unpersuasive. Conceding the possibllity that the coat of
condemning property might be increased somewhat by awarding
compensation for ﬁhe violation of bullding restrictions, we
cannot conclude that such increases will significadtly'burden
eiercise 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 &8 parks or access
rbaﬂs); if the character of the improvement were such that
damage to some - landowners would result {e.g., schools or fire
stations), it is likely tﬁat only those immediately adjoining
or in close protimity 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, it has been posited by some
authoritles 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; there are other
remedies for excludgd owners who antlclipate the improvement

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



op. cit. supra, 56 Iowa L.Rev, pp. 307-308.) Finally, the

speculatlive 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 denlal of compensation to all property owners,

' including those acting in good falth. If bad faith or sharp
practices were establishéd, a court could propérly refuse to
allow compensafion.

Under the minority view, comﬁensation is denied to
persons whose property may have been damaged as a result of
the violatlon of a valld deed restriction thereby placing &
disproportionate share of the cost of publie improvements
upon 2 few individuals. Neither "the constitutional guarantee
of just compensation, nor public pollicy permit such a burden-
some result., The United States Supreme Court has recently _
- declared, “The,éonstitutidhal requirement of just compensation
derives 'as much content from.thé basic equitablé principles of
fairness . . . as it does from technlcal concepts of property
law.” (U.3, v. Fuller (1973) 41 U.S.L.Week 4159.) Our con-
clusion to harmonize California law with the majority rule is
in conformity wlth this salutary principle.

For all the foregoing reascons, Friesen v. City of
@lendale, supra, 209 Cal. 524, is overruled and Lombardy v.
Peter Kiewlt Song;:CO., supra, 266 Cal.App.2d 599, is disapproved

10



té 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
violatlon 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 Chalrman of the Judicial Council.
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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 thils
state, thereby substantially affectihg future eminent
domain proceedings. This case alters long;étanding
California law to conform with the rule in the "majority"
of American Jurisdictlions on the issue of compensability
of a "taking" of bullding restrictions in eminent domain
proceedings. However, in doing sc, the majority discards
the conceptual bases supporting the prior California posi-
tion without submitiing 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 concliusion reached, rether than of the reasons
that iﬁpelled-the conclusion. The very question to be

decided 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-Policy and Concept
(1954) 42 cal.L.Rev. 596, 630; italics added.)

Today*s majority opinion is founded upon the
tenuous proppsition that a bullding restrictlon 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 1s wholly negative in character, amounting to 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 compensationr
for a "taking"” of building restrictions was first amnmounced
in Friesen v. City of Glendale, 209 Cal; 524, which the
majorlty now overrules. The reasons esgpoused in support
of the holding in Friesen appear equally as cogent today
as when that case was decided., In Friesen the dourt held
a bpullding restriction amounted to no more than a contract
rlght, enforceable in equity as between the partiés or
ﬁheir successorg with notice, and did not attain the status
of a compensable property intereét.z' Other courts have
concluded similarly. {Moses v. Hazen, 69 F.2d 842; Houston
v. Wynne, 279 S.W. 916; Board o} Public Instruction v; Bay
Harbor Islands, 81 S.2d¢ 637; Anderson v. Lynch, 188 Ga.
15U4; Doan v. Cleveland Short Line R. Co., 92 Ohio 461.)
The majority fail to exﬁiain what reasons now compel a

contrary rule.

(Fn. 1 continued)}

the United States. However, the number of Jurisdictions
adhering to the minority view 1s substantial. {See casges
collected in 4 A.L.R.34 1137; 2 Nichols on Eminent Domain
(3d ed. 1970) § 5.73[21.) :

2/ See 5 Powell on Real Property (1971) section
671, page T84, 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 concertual premisen underiying eminent
domain proceedings sdd further support to the holding
in Friesen. In Smith v. Clifton Sanitation District, 134
Colo. 116, 120, the court remarked "We think 1t 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 is using the property for public purposes, no claim
‘for damages ariées by virtue of such a convenant as in
the instant éase, in favor of the owners of other pProperty
on account of such use by the gondemner. Were the rule
otherwise the right of eminent domain could be defeated
if the condemning authority had to respond in damages. . . .”"
The above remarks focus‘pn the added expense which a
damaggs sward would imﬁsée in future eminent domain ac-
tions. Such an award could "defeat" the right of eminent
domain in at least twoways. Initlally, an award of damages
to land owners bénefitted by a bullding restriction may be
so prohibitive as to require termination of the contemplated
condemnation gction. Secondly, although the public entity
might be able to pay the damage awards and proceed with the
public use of the condemned property, the financial burdens
involved mey ouﬁweigh the expected beneflt to the public,



BEach of these 15 an equally unacceptable alternative
which the majority's decision imposes on thoge entitles
possessing powers of eminent domaln.

Additionelly, damege awards in future eminent
domain actions may presant complex précedural entangle-
ments. If each parcel in a residential subdivlision is
mutually benefitted and burdened by a building restric-
tion, then upon viclation of the restriction by condemna-
tion proceedings and inconsistent use, the problem lis
raised as to which persons have compensable property in-
terests requiring Joinder in the action. The owner'of
every benefittéd parcel should Be Jeined 1f, as the ma-

4/
jority concludes, each has suffered a taking of "property.”

%/ Since only & smell number of parties conceivably
have been Injured by the violation of the building restriction.
in this case the increased condemnation cogts caused by damage
ewards mey be lnsubstantial. However, the factual clrcumstances
presented by this aecticn should not blind the majority from
recognizing that in simllar situstions the number of injured
parties claiming damege may be g0 numerous a2 to make the use
of eminent domain prchibltive.

4/ The majority cites Stoebuck, Condemnation of
Rights the Condemnee Holds in Lands of Another (1970) 56 lowa
I.Rev, 233, ;57 -308, There the author states that 1ndividuals
suffering & "technicsl” injury may be compensated by a settle-
ment agreement. He alsc proposes a highly gquestionable proced-
ure to dispose of the claims of guch persons who have a compens-
able property interest teken: "A mejor safety velve for the

condemnor is that holders of the smaller claime cannot, prac-
tically, afford to press their clsim very hard. . . . Perhaps

(Pn. 4 continued)



Also, since llienholders and mortgagees ﬁaintain & present
propriefary interegt 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 conglder, may
return to haunt us in the near fuiure.

I would affirm the trial court judgment denying
compensation for the violation 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 policy decision becomes cone simply of the
practicalities. The answer iies in the economlc 1infor-

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 sre largely confined to infor-
mation pregently avallable or collacted by litigants.
Therefore, these questiong may be more satisfactorlily

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

Consequentisl Damages in Eminent Domain (1962) 48 vir,

L.REV; 1'137, 245?"458&}

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



§ 1250.010
CHAPTER €. CCMPENSATION 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
intersst and the injury, if 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
defendents in and to the amount of compensation awarded and shall apportion

the award accordingly.

Comment. BSection 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. Tt is intended

as procedural only. Cf. People v. Lynbar, Inc.,.25%3 Cal. App.2d 870,

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

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



§ 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 wvalue of the property as if 1t were owned by a
single person in an undivided state.

{b) Uhere the amount of compensation provided in subdivision (a) is
not sufficient to compensate all the interests in the property, the amcunt
of compensation shsll 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
& twoe-stage proceeding.

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

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

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

177 Cal. App.2d b7, 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 Csal.

Rptr. 113, (1967).

Subdivision (b) provides for compensation of amounts in excess of the
undivided fee wvalue 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 existence of 2 leasehold. See People v, ILynbar, Inc.,

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

L6 Cal.2d 539, 297 P.2d 96h (1956}. Subdivision (b) meskes clear that the

-0



§ 1250.020

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

excess of the undivided fee value.



§ 1250.030

§ 1290.030. Costs of apportionment among divided interests

1250.030. 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 costs of determining the spportionment of the
award shall be allowed to the defendants and taxed against the plaintiff
except that the costs of determining any issue as t¢o title between itwo 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 substence as the second

sentence of former Sectlon 1246.1.

~he



§ 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 accruing

rent. BSee, 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. Partial cancellation of lease in partial taking

1250.120. Except as provided 1n Section 1255.130, where psrt of the
property subject to a lease is acquired for public use, the lease is can-
celled as to the part taken and remains 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
that required continustion of the lessee's full rental cbligation for the
duration of the lease in cases of a partial taking of property subject to
a leagse, Section 1250.120 requires a pro rata abatement of the rental
obligation; for a comparable provision, see W. Va. Code § 37-6-29 (19 _ ).
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.

wbe



§ 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.



§ 1250.1k0

§ 1250.140. Time of termination or partial cancellstion

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 suthorized to take possession of the

property as steted in an order for possession,

-8«



§ 1250.150

§ 1250.150. ZRemedies 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 cobligaticons in the event of the acquisition of
the property for public use are expressly provided in the lease,

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

he has an interest.



§ 1250.210

Article 3. Encumbrances

§ 1250.210. Acquisition of property subject to encumbrances

1250.210. Where property acquired by eminent dom;in 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 plaintiff and the deferdant,

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

12488},

«10-



§ 1250.220

§ 1250.220. Allocation of award among encumbrancers in partial taking

1250.220. (a) Where property is encumbered by a mortgage or cther
lien and only a portion of the encumbered property is acquired by eminent
domain, and where the property being taken, or some portion of 1t, is also
encumbered by & mortgage or other lien which is junlor to the first-mentioned
lien and such junior mortgage or other lien is against only a portion of the
property encumbered by the senior morigage or other lien, it shall be deter-
mined whether the award is sufficient in amount so that the amounts owing to
the holders of such senior and junior liens may be paid in full from the
award.

(v) 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 taken,
and which will be paid from the award or deducted from the judgment pursuant
to Bection 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. Such amount shall
tentatively be sllocated first to the senior lien up to the full amount of the
indebtedness secured by the senicr 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 amcunt tentstively 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

=-1]lm



§ 1250.220

of his security prior to the taking in proportion to the indebtedness to him
prior tc 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 lienholder, the tentative
allocations to the senior and junior llens shall be gdjusted. 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 lien 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 ithe 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.

(b) No adjustment of the tentative allocations shall be made if it is
determined that the security of the junior lienholder which will remsin 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 properiy taken, and any other indebtedneszs owing to

=-12-



§ 1250.220

the senior or junior lienholders shall not be consildered 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 &t 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. ©OSee, 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.

{b) If the plaintiff does not make the election provided in Section
1250.210, the compensation for the property shall include an amount suffi-
cient 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 reason 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 terminetion pursuant
to subdivision (b). Upon such exercise, the option holder is entitled to
the compensation awarded for the interest acquired by such exercise.

(b) An unexercised option to acquire an interest in property is ter-
minated if, after the commencement of an eminent domain proceeding, the cwner
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 folloving service of such notice.

Comment. Section 1250,.310 provides a procedure whereby an option that
is 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).
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Article 5. Future Interests

§ 1250.410. Contingent future interests

1250.410. Where property acquired for public use is subject to & con-
tingent future interest, upon petition of the holder of such intersst or
upon petition of any other perscn having an interest in the property, the
court may order that the competsation awarded for the property be held in
trust, or be dilstributed outright in whole or in pert 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 domain, such interests may
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); Pecple 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, b4 Cal. Rptr. 531

(1960); City of Sants Monica v. Jones, 104 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 condempation. It
permits a wide variety of possible sclutions inecluding, 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 reascnable basis
including market value or actusrisl factors, and imposing a trust on the
proceeds under the same conditions as the original grant of land. BSee

discussion in Note, Compensation for Possibilities of Reverter and Powers

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

Estate of Qiacomelos, 192 Cal. App.2d 24k, 13 Cal. Rptr. 245 (1961).
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§ 1250.420. Property subjeet 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 arrangement as will be sequitable under the circum-

stances.

Conment. 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 substantial
Jjustice under the circumstances of the particular case. See Estate of
Giacomelos, 192 Cal. App.2d 2uk, 13 Cal. Rptr. 245 (1961){trust imposed on

proceeds).
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