










state's legislature to adopt a new foreclosure process, either more or less
burdensome to lenders than the standard procedure, for defaults trig-
gered by due-on-sale clauses.

Window Periods--Conclusion

The mind-boggling complexity and ambiguity of the window pe-
riod concept in practice illustrates how unwise it is to make broad na-
tional policy turn on the date that a particular court-made rule became
law or on the precise coverage of the rule; such judicial law-making is
not well suited to achieve Congress' goals. When legislation such as
the U.C.C.C. is involved, questions of scope of coverage and effective
date are usually easier to answer, for the statute will often be quite
explicit on these points. But even a statute's interpretation may be
open to doubt and may confound Congress' intent.

The Board's apparent refusal to recognize reasonable reliance as
the key to interpretation of the window period principles is equally
troubling. By pretending that there is only one window period for all
types of loans and lenders in a given state, it has sacrificed common
sense for administrative simplicity. Even the simplicity is illusory, for
the Regulation is certain to be attacked in court as contrary to the in-
tent of Congress. The combined result of Congress' flawed conception
and the Board's faulty execution will be a mountain of litigation.

Special Rules Under the Act for Certain Federally-Chartered
Lenders

As noted earlier, federally-chartered savings and loan associations
have had the pre-Act power to enforce due-on sale clauses by virtue of
the 1976 Bank Board regulation upheld in de la Cuesta.310 The Act,
with minor modifications, simply continues that power.31 Moreover,
while prior to the Act some doubt existed as to the enforceability of
due-on-sale clauses in pre-1976 regulation mortgage loans, the Act's
preemption definitely applies to such clauses, which are now clearly
enforceable.312 Neither the window period concept nor a window pe-
riod state's ability to "otherwise regulate" window period loans is ap-
plicable to such federal associations.3 13 Thus, so far as any post-Act

310. See supra text accompanying notes 89-100.
311. 12 U.S.C. § 1701j-3(c)(2)(C) (1982). The Act's modifications involve transfers

which are exempt from due-on-sale enforcement. See supra text accompanying notes 83,
152.

312. 12 U.S.C. § 1701j-3(b)(1), (c)(2)(C) (1982).
313. Id. § 1701j-3(c)(2)(C).
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transfer is concerned, federal associations are entirely free of state due-
on-sale law.

With respect to national banks and federal credit unions, window
period loans originated by these lenders are subject to state law until
October 15, 1985, 3 14 unless the Comptroller of the Currency (Comp-
troller) or the National Credit Union Administration (NCUA) acts
prior to that date otherwise to regulate these loans. 315 Thus, the Comp-
troller or the NCUA has the power to either extend or contract the time
period in which these loans are subject to state law. The NCUA acted,
effective November 18, 1982, to render immediately enforceable due-
on-sale clauses in transfers made on or after that date.316 In effect, the
NCUA's rules preempt state law, regardless of the reasonable expecta-
tions of the consumers in states that would otherwise have had assuma-
ble window period loans.

The Comptroller's rule, effective December 8, 1983, is similar to
the NCUA rule but is more lenient to owners of one to four family
homes who obtained or assumed loans during a window period. Until
April 15, 1984, such loans can be assumed to the extent allowed by
state law, except that the lender may increase the interest rate to a
"blended" level that is the average of the original contract rate and the
current average contract interest rate on existing homes, as published
by the Board. For other types of loans, the full federal preemption is
effective immediately.317

Prepayment Penalties Incident to Due-on-Sale Enforcement
Under the Act

Mortgagees frequently include in loan agreements a provision that
exacts a fee or "prepayment penalty" for the "privilege" of prepaying a
mortgage loan. While the amount of the penalty varies, a common
amount is six months' interest.3 18 Such prepayment penalties are uti-

314. Id. § 1701j-3(c)(1)(B).
315. Id.
316. 47 Fed. Reg. 54,425 (1982) (to be codified at 12 C.F.R. § 701.21-6 (d)(2)(i)).
317. 48 Fed. Reg. 51,283 (1983) (to be codified at 12 C.F.R. § 30.1). The Comptroller

took the unprecedented step of expressly designating, for purposes of his regulation, the
window period for each state. See supra note 192.

The Comptroller's use of "blended" rates is supported by the Act, which specifically
encourages the use of such rates. 12 U.S.C. § 1701j-3(b)(3) (1982). The Board, believing this
provision to be merely persuasive and not mandatory, did not include a similar provision in
the Regulation. See 48 Fed. Reg. 21,561-63 (1983) (to be codified at 12 C.F.R. §§ 591.1-.6).

318. A Board regulation, applicable to all federally chartered savings and loan associa-
tions, limits the penalty for payment of the entire principal balance to a maximum of six
months' interest. This regulation also permits penalty-free prepayment of up to 20% of the
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lized for at least two reasons. First, it is argued that the mortgagee's
fixed costs of making a loan are not recaptured entirely if the loan is
terminated early. The collection of a prepayment penalty is aimed at
enabling the mortgagee to recapture these costs. 319 Second, such pro-
visions are utilized as a complement to the due-on-sale clause.320

While the due-on-sale clause enables a mortgagee to recall lower-than-
market-interest-rate loans, the prepayment penalty is utilized to dis-
courage mortgagor refinancing when market interest rates fall below
the rate being collected by the mortgagee on an existing loan.

While judicial attacks on prepayment penalties have largely been
unsuccessful, 321 state legislation and federal regulation limit such pen-
alties in a variety of residential mortgage settings. 322 There has also
been some success in challenging collection of the penalty when pre-
payment was triggered by an involuntary disposition of the mortgage
security, such as by casualty loss or condemnation. 323 Moreover, courts
have at times been reluctant to permit the collection of a prepayment

mortgage balance in any twelve month period. See 12 C.F.R. § 545.8-5(b) (1983); see also
Lazzareschi Inv. Co. v. San Francisco Fed. Say. & Loan Ass'n, 23 Cal. App. 3d 303, 99 Cal.
Rptr. 417 (1971); Note, Secured Real Estate Loan Prepayment and the Prepayment Penalty,
51 CALIF. L. REV. 923, 925 n.14 (1963).

319. See, e.g., Bonanno, supra note 9, at 295.
320. See OSBORNE, NELSON & WHITMAN, supra note 3, § 6.1.
321. See, e.g., Meyers v. Home Say. & Loan Ass'n, 38 Cal App. 3d 544, 546, 113 Cal.

Rptr. 358,359 (1974); Lazzareschi Inv. Co. v. San Francisco Fed. Say. & Loan Ass'n, 22 Cal.
App. 3d 303, 311, 99 Cal. Rptr. 417,422 (1971); Aronoffv. Western Fed. Say. & Loan Ass'n,
28 Colo. App. 151, 155, 470 P.2d 889, 891 (1970).

322. See, e.g., KAN. STAT. ANN. § 17-5512 (1981) (prohibiting any prepayment penalty
in excess of 1.5% of the prepayment); MICH. COMP. LAws ANN. § 438.31c (West 1978) (a
penalty may not be imposed after three years from the date of the mortgage and any charges
within that three year period are limited to one percent of the amount of any prepayment);
Mo. ANN. STAT. § 408.036 (Vernon 1979) (imposition of prepayment penalties prohibited
after five years from the date of the execution of the loan); N.J. STAT. ANN. 45:10B-2 to -3
(West Supp. 1982) (amount of any prepayment penalty is reduced each year during the first
three years of a mortgage loan; no prepayment may be collected thereafter); N.Y. BANKING
LAW § 393(2) (McKinney 1971) (prepayment penalties may be imposed only during the first
year of the loan and may not exceed interest for a period of three months on the principal so
prepaid, or interest for the remaining months in the first year, whichever is the lesser
amount).

As noted earlier, the Board also restricts prepayment penalties. See supra note 318.
The FNMA does not enforce prepayment clauses in mortgages it owns, and its 1980 mort-
gage form does not include a prepayment penalty provision. See FNMA Conventional
Home Mortgage Selling Contract Supplement § 301.05. The FHLMC prohibits the collec-
tion of a prepayment charge on any mortgage acquired by it in 1980 and thereafter. See
FHLMC SELLER'S GUIDE CONVENTIONAL MORTGAGES § 3.201(e).

323. See, e.g., Associated Schools, Inc. v. Dade County, 209 So. 2d 489, 490 (Fla. App.
1968); Silverman v. State, 48 A.D.2d 418, 414, 370 N.Y.S.2d 234, 236 (1975); Sala v. Berke-
ley Sav. & Loan Ass'n., 104 N.J. Super. 394, 400, 250 A.2d 150, 154 (1969); Chestnut Corp.
v. Bankers Bond & Mortgage Co., 395 Pa. 153, 156, 149 A.2d 48, 50 (1959).
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penalty incident to a default on the mortgage indebtedness and foreclo-
sure. This reluctance is sometimes justified on the theory that when
default in payment of the indebtedness occurs and there is an accelera-
tion, no prepayment, as such, can take place. At that stage, the mortga-
gor cannot opt to prepay, but only to exercise his equity of redemption
from the mortgage. 324

The Act itself is silent concerning collection of prepayment penal-
ties incident to due-on-sale enforcement. The Board has vascillated in
its regulatory approach. Its proposed Regulation, issued in January of
1983, would have prohibited all lenders from collecting prepayment
penalties resulting from acceleration under due-on-sale clauses. 325

However, the final Regulation, issued in April of 1983, backed away
from this position and prohibited assessment of penalties only as to
loans originated by federally-chartered savings and loan associations
between July 31, 1976, and May 10, 1983.326 As to all other loans the
Board chose not to restrict prepayment penalties, but rather to leave the
matter to state law.327

This result was confusing to many lenders, since in most states
there was no clear state law. The Board received numerous requests
for clarification, and on July 7, 1983, it reverted to its original proposal;
the Regulation was amended to prohibit all prepayment penalties in
connection with due-on-sale enforcement. 328 This step eliminated the
discrimination between federal and state-chartered lenders and proba-
bly forestalled considerable litigation.

Yet there is no language in the Act that gives the Board authority
to extend the prepayment penalty prohibition to state lenders. The
Board relied on a statement in the Senate Report that referred to the
need for uniform, homogeneous mortgage documents in the operation
of an efficient secondary mortgage market.329 While it is hard to quar-
rel with this goal, it is also hard to see how this rather ambiguous and
insubstantial statement can authorize Board action that changes a type
of mortgage clause never mentioned in the Act. Lenders are likely to
attack the amended Regulation as ultra vires, and they may well
succeed.

The validity of the Board's attempted preemption of the prepay-

324. See George H. Nutman, Inc. v. Aetna Business Credit Inc., 115 Misc. 2d 168, 453
N.Y.S.2d 586 (1982); OSBORNE, NELSON & WHITMAN, supra note 3, at 376.

325. 48 Fed. Reg. 2,378 (1983).
326. Id. at 21,563 (to be codified at 12 C.F.R. § 591.5(b)(2)).
327. Id. See also id. at 21,560.
328. Id. at 32,160 (amending 12 C.F.R. § 591.5(b)(2)).
329. SENATE COMMITTEE REPORT, supra note 159, at 21.
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ment penalties issue may not have much practical importance. State
law consistently has been unsympathetic to this type of "double-dip-
ping." A few state statutes prohibit the enforcement of a prepayment
penalty if the prepayment is triggered by the mortgagee's enforcement
of a due-on-sale clause.330 Several courts have reached the same result
without the benefit of a statute. These cases reason that once a mortga-
gor has exercised the due-on-sale clause and accelerated the mortgage
debt, payment by the mortgagor is then legally due and by definition
cannot be a "prepayment. '331

This result is sound from a policy perspective as well. As the
Board has pointed out, "[w]hile the ability to impose a prepayment or
equivalent fee upon due-on-sale acceleration may be of some economic
benefit to the lender, it is in no sense essential to effective use of the
due-on-sale clause for the purpose of raising portfolio yields to current
market rates. '332 Moreover, neither of the two reasons normally used
to justify prepayment penalty provisions justify their use incident to
due-on-sale enforcement. First, collection of the penalty is not, in this
context, needed to "lock in" a loan that earns a higher than market
interest rate. Except in the relatively rare situation in which the due-
on-sale clause is invoked to prevent impairment of security, it is used
when current market interest rates exceeed the rate being paid by the
mortgagor- transferor and any rational mortgagee would be only too
delighted to accept a prepayment. Further, while any prepayment of
the loan principal without collection of the penalty may frustrate the
mortgagee's ability to recover fully the fixed cost of making the loan,
such an argument is hardly persuasive when, in the due-on-sale con-
text, it is the mortgagee rather than the mortgagor who is insisting on
prepayment.

Mortgagee's Duty to Respond Under the Act

When a mortgagor and a proposed transferee seek mortgagee ap-
proval for a transfer of a window-period loan, the Regulation requires
the mortgagee to respond in writing with its decision within thirty days
after receipt of a completed credit application and supporting informa-

330. See, e.g., N.Y. REL PROPERTY LAW § 254-a (McKinney Supp. 1982); VA. CODE
§ 6.1-330.33 (1983).

331. See, e.g., Tan v. California Fed. Sav.& Loan Ass'n, 140 Cal. App. 3d 800, 809, 189
Cal. Rptr. 775, 782 (1983); American Fed. Say. & Loan Ass'n v. Mid-America Serv. Corp.,
329 N.W.2d 124, 125-26 (S.D. 1983); see also 48 Fed. Reg. 21,560 (1983) (citing Slevin
Container Corp. v. Provident Fed. Say. & Loan Ass'n, 98 Ill. App. 3d 646, 648, 424 N.E.2d
939, 94 (1981)).

332. 48 Fed. Reg. 21,560 (1983).
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tion.333 If the mortgagee decides to disapprove a proposed transfer, its
decision must be accompanied by a statement of the reasons supporting
the disapproval.3 34 Failure to respond in this way prohibits a mortga-
gee from enforcing a due-on-sale clause as to the proposed transfer.335

The foregoing requirements are apparently inapplicable to non-win-
dow period loans and to all loans originated by federally-chartered sav-
ings and loan associations.3 36 Perhaps this exclusion was based on a
Board belief that since the due-on-sale clauses in such loans are usually
enforceable, the mortgagor and his or her transferee should be deemed
to assume that permission to transfer will be denied. Thus, the Board
could have concluded that the imposition of a formal response require-
ment on the mortgagee under such circumstances would not be
justifiable.

This limitation of the response requirement to window period
loans whose due-on-sale clauses are likely to be unenforceable is unfor-
tunate. To be sure, the probability of obtaining permission to transfer
may be significantly lower in circumstances involving a non-window
period loan. On the other hand, there may well be instances when a
mortgagee will permit a transfer with no interest rate change, notwith-
standing the enforceability of the due-on-sale clause. This could occur,
for example, if the current market rate does not differ markedly from
the mortgage rate. It is common for lenders to approve transfers on the
condition that the interest rate be raised to a "blended" level some-
where between the original and current market rates. The Senate Re-
port and the Act itself specifically encourage this practice. 337 In any
event, it hardly seems equitable to leave the parties to a proposed trans-
fer in a state of uncertainty for an unduly long period. This is espe-

333. Id. at 21,562 (to be codified at 12 C.F.R. § 591.4(d)(3)).
334. Id.
335. Id.
336. The language of 12 C.F.R. § 592A(d)(3) does not specifically exempt non-window

period loans and all loans originated by federally-chartered savings and loan associations
from the formal mortgagee response requirement. But when it is read in context with other
parts of 12 C.F.R. § 591.4, an inference that the Board intended such an exclusion is strongly
warranted. For example, the section itself is entitled "Loans originated by lenders other
than Federal associations." Moreover, 12 C.F.R. § 591.4(d)(2), which immediately preceeds
the formal response requirement, deals specifically with the circumstances under which a
transfer of a windowperiod loan may be denied when the transferee does not meet the mort-
gagee's customary credit standards. In this context it is unlikely that the Board could have
intended to apply 12 C.F.R. § 591.4(d)(3) to non-window period loans or to those loans
originated by federally-chartered lenders.

337. See 12 U.S.C. § 1701j-3(b)(3) (1982); SENATE COMMITTEE REPORT, supra note 159,
at 21.
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cially true where, as here, the response requirement appears to impose
a relatively insignificant burden on the mortgagee.

In certain relatively rare situations, a mortgagee may by judicial
decision be held estopped to assert, or to have waived, its rights under
an otherwise enforceable due-on-sale clause? 38 Suppose a mortgagor
requests permission to transfer and receives no reply from the mortga-
gee. Nonetheless, the proposed transfer is consummated. If the mort-
gagee delays acceleration of the mortgage debt for a significant period
of time, a court may be convinced that any subsequent attempt to en-
force the clause as to that transfer is barred by waiver or estoppel prin-
ciples. The probability of this result will be increased if the transferee
has made significant improvements to the mortgaged real estate or has
entered into substantial commercial relationships with respect to that
real estate, prior to a belated attempt by the mortgagee to accelerate the
mortgage debt. Unfortunately, the judicial application of waiver or es-
toppel concepts in this setting is uncertain at best. Ideally, the Board
should simply broaden the lender-response requirement to encompass
loans that contain enforceable due-on-sale clauses.

The Board's authority to take this step is debatable. The Act con-
tains nothing about lender response. It merely states that lenders of
window period loans may insist that transferees meet customary credit
standards.339 The Board apparently reasoned from this provision that
it had authority to standardize the procedure by which the meeting of
applicable credit standards would be determined and communicated.
This conclusion seems unexceptionable. Of course, the Board's plenary
power to regulate federally chartered associations340 would permit it to
apply this rule to such lenders with respect to all loans originated by
them. A harder case would arise if the Board attempted to make non-
federally chartered lenders comply with the response rule for non-win-
dow period loans. On the one hand, the Act provides that the power of
such lenders to enforce their due-on-sale clauses "shall be exclusively
governed by the terms of the loan contract, and all rights and remedies

338. The cases frequently focus on whether the lender has delayed an unreasonable time
after the transfer before accelerating. See, e.g., Malouff v. Midland Fed. Say. & Loan Ass'n,
181 Colo. 294, 304, 509 P.2d 1240, 1245-46 (1973) (one-month delay is reasonable, but one
year would not be); First Nat'l Bank v. Brown, 90 Il. App. 3d 215, 219, 412 N.E.2d 1078,
1082 (1980) (18-month delay gave rise to estoppel where mortgagee had notice and mortga-
gor detrimentally relied). Cf. Bakker v. Empire Sav., Bldg. & Loan Ass'n, 634 P.2d 1021,
1022 (Colo. App. 1981) (no waiver despite lender's acceptance of payments after notice of
transfer); Dunham v. Ware Say. Bank, 384 Mass. 63, 67, 423 N.E.2d 998, 1000 (1981) (three
month delay, no waiver or estoppel).

339. 12 U.S.C. § 1701j-3(c)(2)(A) (1982).
340. See Fidelity Fed. Say. & Loan Ass'n v. de la Cuesta, 458 U.S. 141, 160 (1982).
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of the lender and the borrower shall be fixed and governed by the con-
tract."'341 This language may prevent the Board from interposing even
mere procedural requirements if they are not mentioned in the loan
contract.

On the other hand, the Act gives the Board authority "to issue
rules and regulations and to publish interpretations governing the im-
plementation of this section." 342 The grammatical structure of this sen-
tence seems to suggest that issuing rules and publishing interpretations
are separate activities, and this in turn may indicate that rules can be
issued that go beyond mere interpretations of the Act. Under this view,
a rule giving non-window period borrowers a right to a timely response
to their requests for loan assumption approval might well be within the
Board's powers. At least, such a rule is well within the general subject
matter of the Act, something that cannot be so easily said about the
Board's rule on prepayment penalties.

Further support for this position is found in the Act's language,
appearing at the end of the list of "non-substantive transfers" discussed
earlier in this article, 343 that prohibits due-on-sale enforcement upon
"any other transfer or disposition described in regulations prescribed
by the Federal Home Loan Bank Board."'344 The Senate Committee
Report indicates that the Board was given this authority "to provide
protections for consumers by prohibiting the enforcement of due-on-
sale clauses where such enforcement would be inequitable." 345 Since it
is probably inequitable for a lender to accelerate after failing to give a
timely response to the borrower's request for approval to transfer title,
this language seems to fit the present situation rather nicely. It seems
very likely that if the Board issued a broad rule requiring all lenders to
respond to such requests within a reasonable time, the courts would
uphold it.

Release of The Original Mortgagor Under the Act

When a mortgagee waives its right to accelerate under a due-on-
sale clause (typically after a higher interest rate or "assumption fee" is
agreed upon) and the transferee assumes (rather than merely takes
"subject to"346) the existing mortgage, the Regulation requires that the

341. 12 U.S.C. § 1701j-3(b)(2) (1982).
342. Id. § 1701j-3(e)(1).
343. See supra text accompanying notes 151-52.
344. 12 U.S.C. § 1701j-3(d)(9) (1982).
345. SENATE COMMITTEE REPORT, supra note 159, at 25.
346. A grantee who "assumes" an existing mortgage becomes personally liable for the

payment of the mortgage debt. A grantee who merely takes "subject to" the mortgage im-
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mortgagee release the original mortgagor from personal liability on the
mortgage debt.347 For several years this requirement has been part of
Board regulations applicable to federally-chartered savings and loan
associations. 348 The mortgage form specified for use by lenders who
sell mortgages to the FNMA and the FHLMC on the secondary market
also imposes such a requirement on mortgagees.349 There is no policy
ground for objecting to the Board's requirement, but there is also no
justification for it in the Act. Hence the Board's authority to impose
the requirement on lenders other than federally-chartered savings as-
sociations must rest on the rather thin reed of its general power to issue
rules.350

Concealment of Transfers

In jurisdictions where due-on-sale clauses have been automatically
enforceable or where there has been some doubt as to their enforceabil-
ity, parties to real estate transactions may be tempted to avoid the con-
sequences of the due-on-sale clause by concealing the transfer from the
mortgagee. Because the Act will increase the number of enforceable
due-on-sale clauses, these concealment attempts will probably increase.
For example, to decrease the risk of discovery, the parties may arrange
to have the transferee make the mortgage payments to the mortgagor-
transferor or to a third party, who in turn will make the payment to the
mortgagee in the mortgagor's name. Usually the parties continue to
use the payment book originally issued to the mortgagor-transferor.

For a variety of reasons these concealment strategies often fail.
Some mortgagees, for example, may closely monitor the public records
for evidence of new real estate recordings affecting their mortgaged
properties. Ownership changes may also become apparent from the
annual real estate tax statements that the mortgagee receives in its ca-
pacity as an escrow agent for real estate taxes and insurance. Similar
information can be obtained when a new casualty insurance policy is
issued and the mortgagee's copy reveals the new owner. Moreover,

plicitly agrees that if the debt is not paid the mortgagee may look to the mortgaged real
estate for satisfaction of the debt, but the grantee does not become personally liable on that
debt. See, e.g., Del Rio Loan, Inc. v. Haument, 110 Ariz. 7, 9, 514 P.2d 1003, 1005 (1973);
Elluckson v. Dull, 34 Colo. App. 25, 28,521 P.2d 1282, 1284 (1974); Brice v. Griffin, 269 Md.
558, 561, 307 A.2d 660, 661 (1973); Nutz v. Sheperd, 490 S.W.2d 366, 372 (Mo. App. 1973).

347. 48 Fed. Reg. 21,563 (1983) (to be codified at 12 C.F.R. § 591.5(b)(3)).
348. 12 C.F.R. § 545.8- 3(g) (1983).
349. FNMA/FHLMC Mortgage, supra note 2, Clause 17 (one to four family).
350. See supra text accompanying note 342.
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mortgagees can keep abreast of transfers through a program of regular
inspection of the real estate on which they hold mortgages.

Transferees may attempt to reduce the chances of discovery by not
recording the transfer. This approach not only frustrates mortgagee
discovery of the transfer from an examination of the public records, but
also usually prevents the revelation of a new owner incident to the issu-
ance of new tax statements. In addition, the parties may also keep the
casualty insurance policy in force in the mortgagor's name, but utilize a
side agreement that purports to assign the beneficial interest in the pol-
icy to the transferee.

Even assuming that the foregoing tactics succeed in preventing
mortgagee discovery of a transfer, the failure to record can create sub-
stantial problems for transferees in some states. If the transferee takes
possession, in most jurisdictions that constitutes constructive notice of
the transferee's interest and should protect the transferee against mort-
gages or other interests that are created by or arise against the mortga-
gor-transferor.35' In such situations, possession is the functional
equivalent of recording.352 A few jurisdictions, however, require actual
notice; possession alone does not qualify as constructive notice. 353

Even when possession constitutes constructive notice, "establishing the
existence of that possession could require litigation, while the fact of a
recorded document would not."'354 Failure to record is unacceptably
risky, in our view.

If the mortgagee ultimately discovers the transfer, as will often
happen, does it have a remedy against the parties to the concealment
beyond a belated acceleration of the mortgage debt? The answer will
depend in part on whether the parties have a duty to notify the mortga-
gee of the transfer. One court suggested that no such duty is implicit in
the due-on-sale clause itself.355 This conclusion is by no means ines-
capable. A court could conceivably impose a duty of good faith on the
mortgagor that would be violated by concealment attempts. Moreover,
some mortgagees have begun to include express mortgage language
that requires the mortgagor-transferor to notify the mortgagee in the
event of a transfer. When such language is utilized, the mortgagee may

351. See G. NELSON & D. WHITMAN, supra note 124, at 194-95.
352. See McCannon v. Marston, 679 F.2d 13, 16 (3d Cir. 1982); Grand Island Hotel

Corp. v. Second Island Dev. Co., 191 Neb. 98, 214 N.W.2d 253, 257 (1974).
353. See, e.g., Drey v. Doyle, 99 Mo. 459, 469, 12 S.W. 287, 289 (1889); MASS. ANN.

LAws ch. 183, § 4 (West 1982); Comment, Possession as Notice Under Missouri Recording
Act, 16 Mo. L. REv. 142 (1951).

354. OSBORNE, NELSON & WHITMAN, supra note 3, at 102.
355. Medovoi v. American Say. & Loan Ass'n, 152 Cal. Rptr. 572 (1979) (depublished).
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have a cause of action even when a window period loan is involved.
Even though the due-on-sale clause in such a loan will often prove to
be unenforceable, the mortgagee has a valid interest in discovering the
identity of the transferee so as to be able to assess his or her
creditworthiness or the impact of the transfer on mortgage security.

Suppose there is a duty to notify the lender, or at least a duty of
good faith that would be violated by active concealment efforts. What
damages might the lender recover for breach? If the mortgagee had
been informed at the time of the transfer and had accelerated, and if
the funds could have then been re-lent at a higher rate, the mortgagee
has lost this interest income. In reality, most lenders are willing to
forego acceleration under due-on-sale clauses in a rising-interest mar-
ket if the transferee agrees to begin paying an interest rate that is higher
than that provided in the original contract but nearer to the current
market rate. In a concealment case the mortgagee might show damages
by proving the interest rate that it customarily demanded on trans-
ferred properties at the time the concealed transfer occurred. It is
doubtful that punitive damages could be recovered even for bad faith
on the mortgagor's part.356 It would appear that only the original
mortgagor can be liable for compensatory damages; the transferee who
has taken subject to a mortgage has no contractual relationship with
the lender, and it is hard to see any other basis for liability.

Concealment can raise serious legal problems between the mortga-
gor and the transferee. If the lender subsequently discovers the tranfer
and accelerates, the transferee may well sue his seller for damages. The
suit could claim, for example, a breach of an implied warranty or cove-
nant that the loan would not be called due. We have found no case
authority for such an action, but it is not inconceivable. This implied
covenant notion is, in a sense, the exact opposite of the traditional im-
plied covenant of marketable title,357 for here a continuing encum-
brance is desired by the buyer and bargained for by the parties. The
buyer would argue that acceleration by the lender breaches this term
and understanding of the sales agreement. The buyer's damages would
represent the excess interest (and possibly settlement and related costs)
that the buyer would incur in the future upon refinancing the property
after acceleration. Moreover, if the buyer is unable to qualify for new

356. Punitive damages are not generally available for contract breaches unless a tort has
also been committed. See RESTATEMENT (SECOND) OF CONTRAcTs § 355 (1981); 5 A.
CORBIN, supra note 35, § 1077.

357. See 6A R. POWELL, supra note 118, at 925(2); 3 AMERICAN LAW OF PROPERTY,
supra note 119, § 11.47.
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financing and foreclosure ensues, the seller may be liable for damages
incident to the buyer's loss of his or her equity in the mortgaged real
estate. Conceivably the seller could be faced with two suits: one by the
lender for lost interest up to the date of actual acceleration, and one by
the buyer for increased interest payments or loss of the property there-
after. In any transaction in which the lender is not fully informed, the
seller is well-advised to include in the sale contract language by which
the transferee acknowledges the risk of future acceleration and agrees
to hold the seller harmless in the event acceleration occurs. 358

Should a lawyer be troubled by the ethical implications of counsel-
ing a client to conceal a transfer, or of arranging the details of the
transaction? At most, the concealment is a breach of contract, and the
Model Code of Professional Responsibility apparently does not pro-
hibit advising a client to breach a contract, although Disciplinary Rule
7-102(A)(7) provides that a lawyer shall not "counsel or assist his client
in conduct that the lawyer knows to be illegal or fraudulent. '359 Of

course, "illegal" is a slippery word, and could conceivably include con-
tract breaches. But the opinons of the American Bar Association's
Committee on Ethics and Professional Responsibility consistently treat
this rule as referring only to criminal conduct or something very close
to it.360 The rule has never been regarded as applying to breaches of
contract.

The lawyer who counsels concealment in the face of an enforcea-
ble due-on-sale clause may be (and we think usually is) guilty of giving
poor advice, but it does not appear to be an ethical violation under the
Code. We are uncomfortable with this conclusion. The Code does not
adequately deal with the issue, and perhaps reflects the larger societal
indecision regarding the morality of breaching contracts.361

Conclusion

Congressional preemption of due-on-sale clauses under the Act
can be evaluated on two levels: whether the Act's objective is sound,
and whether it can accomplish the objective in a satisfactory manner.

358. See Liss, Drafting Around the Mortgage "Due on Sale" Clause in the Installment
Sale of Real Estate, 62 CHI. B. REC. 312 (1981) (suggesting various other protective clauses).

359. MODEL CODE OF PROFESSIONAL RESPONSIBILITY EC 7-5 (1980) states the same
priciples in even more general terms.

360. See ABA Comm. on Ethics and Professional Responsibility, Informal Op. 1314
(1975) (perjury by client); ABA Comm. on Ethics and Professional Responsibility, Formal
Op. 335 (1974) (securities fraud); ABA Comm. on Professional Ethics and Grievances, For-
mal Op. 281 (1952) (representation of a criminal syndicate).

361. Liss, supra note 358, appears to see no ethical problems in concealment. Id. at 312.
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On the first level, we have no difficulty applauding the Act. A
uniform national policy enforcing due-on-sale clauses was long over-
due. The arguments that have been raised against enforceability of
due-on-sale clauses as interest rate adjustment tools do not appear to us
to be logical. As the mortgage finance market has evolved, the argu-
ments seem even less persuasive, even if one ignores the grave eco-
nomic crisis that depository financial institutions have weathered.3 62 In
an era when short-term balloon mortgages and adjustable rate loans
have become common, the latter with rate adjustments perhaps every
six months or every year, we believe it does not make sense to regard
enforcement of the due-on-sale clause as unconscionable. From the
borrower's viewpoint, a fixed-rate long-term mortgage with a due-on-
sale clause is usually much more humane and agreeable than a short-
term rollover loan or a frequently-adjusted variable interest mortgage.
With the former, the borrower is at least assured that the rate will be
stable so long as he or she owns the property. When one considers the
general decline in the use of prepayment penalties in the past few years,
the fixed-rate loan with a due-on-sale clause often gives the borrower
the best of all available worlds-protection against rising rates, and at
the same time, freedom to refinance if rates fall-so long as the prop-
erty is not transferred. Of course, the contract is not as advantageous
as it would be if continued restrictions on enforcement of due-on-sale
clauses made the loan transferrable at its existing contract rate. How-
ever, compared to the alternative kinds of contracts that have become
popular without so much as a wimper of protest from the courts, it is
very attractive.

The restraint on alienation argument has always been, in our opin-
ion, a weak one. Those who have pressed it have usually managed to
avoid direct discussion of its major premise: that mortgage lenders
somehow have an obligation to finance not only the ownership of their
immediate borrowers, but of the transferees of those borrowers as well.
If one accepts this premise, then it is true that the due-on-sale clause is

362. The impact of decisions restricting due-on-sale enforcement on the well-being of
financial institutions has been substantial. One economist has estimated that the effect of the
Wellenkamp decision, supra note 217, in calendar year 1981 was to transfer between $58
million and $170 million from California state-chartered savings and loan associations to
borrowers. Ozanne, The Financial Stakes in Due-on-Sale: The Case of California's State
Charered Savings and Loans 2 (unpublished paper prepared for the Federal Home Loan
Bank Board, July 1982).

Another study estimated that Wellenkamp reduced the market value of the mortgage
portfolios of California-chartered associations by an amount equal to about 45% of the as-
sociations' net worth. See Dietrich, Langetieg, Dale-Johnson & Campbell, The Economic
Effects of Due-on-Sale Clause Invalidation, 2 HOUSING FIN. REV. 19 (1983).
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a practical restraint on alienation. On the other hand, if lenders have
no such duty then their insistence on being paid off when the borrower
sells the property, or on extending the loan only at a higher interest
rate, cannot be thought to restrain the sale, any more than would the
refusal of some other lending institution to finance the new owner's
purchase. Again, the analogy to more recently popularized forms of
mortgage financing is telling. Does the lender who takes only a one-
year or three-year note have a duty to extend it merely because the
property that secures it is sold? Does the lender who contracts for an
adjustable interest rate have a duty to refrain from adjusting it upward
because that action may make it more difficult for the borrower to sell
the property? If these lenders do not have the sorts of duties outlined,
as they quite obviously do not, why should a fixed-rate long-term
lender have any analogous duty? Viewed in this light, the notion that
the due-on-sale clause is a restraint on alienation does not withstand
analysis.

While we applaud the spirit of the Act, the implementation of its
objectives is quite another matter. In important ways the legislation is
clearly deficient. The principal problems arise with the window period
concept. Congress apparently wanted to protect, for at least a three-
year period, those borrowers who reasonably relied upon favorable
state law. This objective is praiseworthy, but the technique Congress
selected to accomplish it is fraught with pitfalls. To make legal rights
turn on when and how a state rule of law was adopted by a state court
ignores the vagaries and complexities of judicial lawmaking. Thb lan-
guage of the Act itself foreshadows the problems when it refers to the
date "on which the next highest appellate court has rendered a decision
resulting in a final judgment if such decision applies State-wide." 363

The fallacy is obvious: judicial judgments "apply" only to the parties
before them and their privies; the reasoning that underlies them may
subsequently influence future decisions involving other parties, but the
process by which that occurs is subtle, complex, and often unpredict-
able. There is typically (and surely in the due-on-sale situation) much
room to explain, distinguish, reargue, and expand or contract the scope
of prior opinions. This is hardly a solid basis for establishing national
legislative policy.

The Bank Board has compounded the problem by failing to adopt
a consistent and rational interpretation of the window period concept.
It has sought simplicity where simplicity does not exist, and in doing so
it has almost certainly disregarded the intent of Congress. There is

363. 12 U.S.C. § 1701j-3(c)(1) (1982).
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nothing inherently objectionable about a window period, or the bene-
fits to borrowers that the window period concept makes possible. But
we believe Congress would have been far wiser to have simply enacted
a list of window period states and corresponding dates. If it had done
so, the great volume of litigation now anticipated could easily have
been avoided. The Act was drafted and passed in haste,364 and perhaps
it is understandable that Congress was not able to reflect maturely on
these problems. Yet unless Congress moves to clarify the Act (and
there is no sign at this writing that it will), we can expect years of con-
fusion and litigation.

364. On September 24, 1982, the Senate took the House version of the bill, H.R. 6267,
and deleted everything in it except for the title and the statement of intent, replaced the text
with S. 2879, and sent it back to joint conference. See generally 128 CONG. REC. S 12,221-63
(daily ed. Sept. 24, 1982). On September 30, Representative St. Germain won from the rules
committee a closed rule waiving certain procedural requirements--essentially those prohib-
iting consideration of the bill without debate. The text of the bill was distributed to the
House members on the morning of October 1, 1982. At approximately 9:30 p.m. on the last
night of the second session (October 1, 1982) the bill was put on the floor for a vote, despite
the fact that most of the members had not yet seen the legislation. Intense controversy
ensued: "[T]here is total disagreement as to what is in this bill. Very likely it perpetuates
high interest rates-but we don't know, because we don't know what is in this bill. We
ought to vote down this rule until we can take a good look at this legislation, none of us
knows what it does." 128 CONG. Ruc. H8429 (daily ed. Oct. 1, 1982) (statement of Rep.
Perkins). Even one of the senior members of the banking committee-Representative Gon-
zalez-asked to postpone voting on the bill because he had not been able to study it. 128
CONG. REc. H8434-35 (daily ed. Oct. 1, 1982) (statement of Rep. Gonzalez).
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