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THE PROPOSED TEXAS ASSIGNMENT OF RENTS ACT: .
A LEGISLATIVE ESCAPE FROM THE COMMON LAW MORASS

When a loan is secured by a mortgage or deed of trust on an income-producing property, such as an office building,
shopping center, or apartment complex, rents are a significant part of the security for the loan, in addition to the land and
improvements.2 Rents provide the funds necessary to pay for operating and maintaining the mortgaged property and to
make payments on the mortgage loan.> After a default on the mortgage loan, a borrower, facing the possibility of losing
the property to foreclosure, may apply rents to purposes unrelated to the property or the mortgage loan.* The lender, on
the other hand, wants rents collected after default to be applied to operation and maintenance of the property or to the
mortgage debt.> Therefore, a lender wants the ability to control rents from mortgaged property in the event of a default,
and to this end will require the borrower to execute an assignment of rents at the loan closing. Unfortunately, the law
governing assignments of rents is illogical and confusing.6

Because of problems in many states with the common law relating to assignments of rents, the National Conference of
Commissioners on Uniform State Laws (NCCUSL) appointed a drafting committee in 2003 to draft uniform legislation
governing assignments of rents,” and NCCUSL approved the Uniform Assignment of Rents Act (UARA) in 2005.% In
early 2009, the Real Estate, Probate, and Trust Law Section (REPTL) assembled a committee to study UARA and adapt
the Act to Texas law.” In May 2010, the committee completed drafting of the proposed Texas Assignment of Rents Act
(TARA), which is attached as Appendix A. TARA was approved by REPTL and by Texas State Bar leadership and is
included in the State Bar legislative package for 2011. TARA would be a vast improvement over current Texas law. This
Avrticle explains the problems under current law and describes this legislative escape from the morass of existing common
law.

I. The Nature of Rents and Security Interests in Rents

The right to rents from real property is an interest in land incident to the landlord's reversion.'® Rents are severed from the
real property and become personal property when they are actually collected from tenants.** The right to collect rents is
part of the bundle of property rights covered by a mortgage. Because Texas is a lien theory state, the borrower retains the
right to possession of the property until completion of a foreclosure.*? Furthermore, unless the lender has an assignment
of rents that permits the lender to collect rents upon default, the borrower has the right to collect rents until the lender
forecloses.™

Texas law recognizes two types of assignments of rents made in connection with a mortgage loan. Under a collateral
assignment of rents, the borrower has the right to collect rents until the lender, after the borrower's default, takes some
affirmative action, such as taking possession of the mortgaged property, impounding the rents, obtaining the appointment
of a receiver, or taking another similar action.™* Lenders typically prefer a second type of assignment of rents called an
absolute assignment of rents, which purports to actually transfer title to rents to the lender.® The absolute assignment
usually provides that the borrower may collect rents until default, often based on a license from the lender, but the
borrower's right to collect rents terminates automatically and immediately upon the borrower's default. This Article
addresses the deficiencies of collateral assignments of rents, the confusion caused by absolute assignments of rents, and
TARA as a legislative solution to the problems.

I1. Deficiencies of the Collateral Assignment of Rents

In Texas, a collateral assignment of rents will not accomplish most lenders’ objectives because of problems relating to
perfection and enforcement. With regard to perfection, Texas has adopted the traditional view that a collateral assignment
of rents is not perfected until the lender takes an affirmative action to enforce the assignment of rents.™ In Taylor v.
Brennan, the Texas Supreme Court held that a collateral assignment of rents is inchoate and “does not become operative”
until the lender enforces it.}” As aresult, in a priority contest between a mortgage lender with a recorded but unenforced
assignment of rents and a judgment lien creditor who has served a writ of garnishment on rents, the judgment lien creditor
will win.*® The Court of Appeals for the Fifth Circuit, in criticizing the common law approach, stated: “This leads to a
bizarre result: A mortgagee, which has done all it could to secure its interest in the rents, loses priority to a judgment

"Portions of this article are adapted with permission from Julia Patterson Forrester, Still Crazy After All These Years: The
Absolute Assignment of Rents in Mortgage Loan Transactions, 59 FLA. L. REv. 487 (2007). | wish to thank Rick Spencer for
his comments on drafts of this Article and SMU law students, Susan Fisher and Blake Redwine, for their research
assistance.
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creditor who had constructive knowledge by the recordation of the mortgagee's assignment of rents. An absolute
assignment of rents, on the other hand, is perfected when it is recorded and is effective upon default without any
requirement that the lender take further action.?
Enforcement of a collateral assignment of rents in Texas requires the lender to take some burdensome action. The lender
must “obtain[] possession of the property, or impound[] the rents, or secure[] the appointment of a receiver, or take[] some
other similar action.”? However, becoming a mortgagee in possession or obtaining a receiver may be undesirable
remedies for a lender. If a lender becomes a mortgagee in possession, the lender faces potential liability to the borrower
for mismanagement if the lender fails to meet the standard of a “prudent” or “provident” owner,22 or to third parties for
injuries caused by dangerous conditions on the property.23 If a lender obtains the appointment of a receiver, the lender
risks being deemed to have elected a judicial foreclosure as its remedy.24 On the other hand, an absolute assignment of
rents gives the lender the right to rents automatically upon default without the necessity for taking any risky or
burdensome action.?® Although absolute assignments of rents resolve the concerns that lenders have with collateral
assignments of rents, they raise a whole new set of issues.
I11. Problems Caused by the Absolute Assignment of Rents
A. Effect of the Absolute Assignment of Rents
The absolute assignment of rents causes confusion because the assignment purports to be a sale of the rental stream rather
than the creation of a type of security interest in rents. The Texas Supreme Court created confusion in Texas law when
the court said in Taylor v. Brennan that an absolute assignment of rents is one which “passes title to the rents.”?® Courts
that treat the absolute assignment of rents as a sale of the rental stream rather than as a type of security interest because of
the form and language of the document are elevating form over substance and have been routinely criticized by
commentators.?’
The Court of Appeals for the Fifth Circuit in FDIC v. International Property Management, Inc., has acknowledged that an
absolute assignment does in fact create a security interest, albeit a different type of security interest from a collateral
assignment of rents.’® The court said that “[t]he concept of a present transfer of title to rents contingent upon default, as
opposed to a security interest in the rents, is essentially a legal fiction.””® An Illinois bankruptcy court made the same
point in a more humorous manner, stating, “[The lender] can call this arrangement an ‘absolute assignment’ or, more
appropriately, ‘Mickey Mouse.’ It's still a lien.”*°
In other contexts, courts recognize the substance of a transaction as a security interest even if it purports to take another
form. For example, the parties to a mortgage loan transaction may document that transaction as a sale of the property
rather than as a mortgage.31 Sometimes an unsophisticated borrower in desperate need of credit will give a lender an
absolute deed to property to secure a loan.* The parties typically agree that the lender will return the deed unrecorded
upon repayment of the debt.®® In determining the substance of the transaction, courts consider a number of factors,
including whether a debt exists, whether the grantor retained possession of the property, whether a disparity exists
between the value of the property and the consideration, and whether the parties agree to a reconveyance.34 Courts permit
the introduction of parol evidence to prove the true nature of the transaction.® If a court determines that the substance of
such a transaction is in fact a mortgage rather than a transfer of title, the court will treat the deed as a mortgage on the
property. Therefore, in the context of the absolute deed intended as security, courts have been able to look beyond the
form of the transaction to determine its substance.
The courts holding that an absolute assignment creates a type of security interest are correct because of the true substance
of the assignment of rents in the context of a mortgage loan. The substance of the transaction is a security interest for a
number of reasons. First, an absolute assignment of rents is given in connection with (and only because of) the related
mortgage loan. Second, the borrower is typically permitted to collect rents prior to default. Although the borrower may be
required to apply rents to pay for operation and maintenance of the property and to pay debt service, the borrower's use of
excess rents is not restricted. Third, the lender is not entitled to collect rents until after a default. Fourth, the rents that the
lender collects must be applied to the indebtedness or for expenses related to the mortgaged property. The lender cannot
use rents to pay its stockholders a dividend, to give its employees a raise, or to redecorate its offices. Fifth, the borrower
retains the risk of nonpayment of rents by the tenants. If a tenant fails to pay rent, the debt is not reduced. Finally, the
absolute assignment of rents terminates on payment in full of the debt. After the debt is paid, the “lien” on rents must be
released, and the borrower may collect them unencumbered by any obligation to the lender. All of these factors point to
the fact that the absolute assignment is actually a security interest.
Theoretically, a property owner could sell the right to collect rents from the property apart from any mortgage. In a true
sale of rents, the purchaser would give some consideration for the purchase. Rents are very rarely transferred in a true
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sale, however, because the property owner/landlord of necessity retains the obligation to perform under the leases.
Without the rental stream, a landlord would have little incentive to perform its duties under the leases. If the landlord
stops performing, the tenants are likely to stop paying rent. Thus, rents are not a particularly desirable receivable for a
prospective purchaser.
A mortgage lender, on the other hand, has every reason to want an assignment of rents as an incident to its mortgage, and
the lender has an incentive to maintain the rental stream and the value of the real property that is security for its loan. This
assignment is not a transfer of title at all, but is actually a transfer of a security interest in the rents. The superior treatment
of the “absolute assignment” type of security interest gives the lender an incentive to call its security interest an absolute
assignment rather than a collateral assignment. However, the confusion over the effect of absolute assignments has
created problems in their creation and in their treatment by the courts.
B. Creating an Absolute Assignment of Rents
The uncertainty over whether an absolute assignment of rents creates a security interest or transfers title to rents has made
it difficult to create. Texas courts have been reluctant to find that a borrower and lender intended an absolute assignment
and, therefore, have required the parties to clearly express their intent.®
If an assignment of rents provides that it is given “as security” or “as additional security” for the mortgage debt, courts
will hold that it is not an absolute assignmen'[.37 In Taylor v. Brennan, the assignment of rents provided: “[I]n order to
further secure the payment of the indebtedness of the Borrower to the Lender, . . . the said Borrower does hereby sell,
assign, transfer and set over unto the Lender all of the rents, issues and profits of the aforesaid mortgaged premises.”38
The court held that the document thus showed an intent to create a pledge of rents rather than an absolute assignment.39
Language in an assignment of rents requiring the lender to take some action after default in order to collect rents is also
fatal to the finding of an absolute assignment.40 In 2006, a bankruptcy court in Texas considered an assignment of rents
clause that stated: “[P]rior to Lender's notice to Borrower of Borrower's breach of any covenant . . ., Borrower shall
collect and receive all rents . . . as trustee for the benefit of Lender and Borrower. This assignment of rents constitutes an
absolute assignment . . . *1 The court concluded that the assignment of rents was a collateral assignment because it made
the lender the sole beneficiary of rents only after the lender gave notice of default.*?
The elevation of form over substance has made drafting difficult for lenders and their attorneys attempting to secure a loan
with an absolute assignment that passes title to the rents upon default and is not “security” for the loan. Because of the
pretense involved in creating an absolute assignment of rents, lenders still struggle with these drafting issues, thus
incurring additional transaction costs. Lenders and borrowers still spend money litigating these issues, and courts use
scarce judicial resources in hearing these disputes. Borrowers and lenders should be able to create a sensible security
interest in rents to secure a mortgage debt.
C. State Law Consequences of Confusion over Characterizing an Absolute Assignment of Rents

Confusion over the characterization of an absolute assignment of rents has also been a source of unnecessary litigation.
Furthermore, the characterization of an absolute assignment of rents as a transfer of title to rents can have negative
consequences for both borrowers and lenders. The negative consequences arise for lenders primarily under state law and
for borrowers primarily in bankruptcy.

Of particular concern to lenders are a few cases that imply that a lender who takes an absolute assignment of rents has
reduced the amount of the debt in payment for the rental stream without ever actually collecting any rent.** The confusion
arises from language in Taylor v. Brennan that an absolute assignment of rents is a pro tanto payment of the obligation.44
The term pro tanto means “to that extent” or “as far as it goes”45 and should be interpreted to mean that the debt is
reduced to the extent that rents are collected and applied because an absolute assignment is in substance a security interest
rather than a sale of rents. However, the risk that a court might hold otherwise creates a concern for lenders.

Other problems for lenders arise when a tenant tries to treat the lender as the landlord based on a misunderstanding of the
absolute assignment of rents. In 1990, a tenant sued a lender for breaches under a lease that occurred prior to the lender's
foreclosure.*® The tenant claimed that the lender's absolute assignment of rents placed the lender in privity of estate with
the tenant and therefore obligated the lender to comply with lease covenants.*” The court did not decide whether the
assignment of rents created “only a pledge or an absolute assignment.”48 Instead, the court looked to a provision in the
assignment of rents stating that the assignee was undertaking no obligation under the lease.*® Based on that provision, the
court held that the lender was not liable.® Therefore, the court reached the correct result, but incorrectly implied that a
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finding of an absolute assignment without any special language abrogating assignee liability would be relevant in
determining whether the lender was liable.

Ten years later, in a suit by a landlord against a tenant for breach of lease, the tenant argued that the lender was a
necessary party in the suit because of an absolute assignment of rents.>> The court looked to the provisions of the
assignment of rents that granted the borrower the right to collect rents until the lender gave notice of default.>® Because
the lender never gave notice of default, the court held that the borrower retained the right to bring or defend a suit under
the lease and, therefore, that the lender was not a necessary party to the suit.>® Once again, the court reached the right
result, but the court incorrectly implied that a lender with an absolute assignment of rents could be treated as a party to the
lease after default under the terms of the mortgage. Thus, although the absolute assignment of rents has served lenders in
providing a type of security interest that avoids some of the pitfalls of the collateral assignment of rents, it has caused
needless litigation and confusion. This uncertainty has carried over into bankruptcy cases in which it has caused
significant problems.

D. The Absolute Assignment of Rents in Bankruptcy

The confusion regarding characterization of an absolute assignment of rents as a transfer of title or a security interest has
created uncertainty in bankruptcy cases as well as under state law. Federal courts are split on the treatment of an absolute
assignment of rents when the debtor is in bankruptcy. Most courts addressing the issue in the bankruptcy context have
held that an absolute assignment gives a lender only a security interest in rents.>* These courts recognize the continuing
interest of the bankruptcy estate in rents covered by an absolute assignment and have held that the rents covered by a duly
recorded absolute assignment of rents are cash collateral.>®

However, other federal courts have treated an absolute assignment of rents as giving the lender an absolute ownership
interest in rents.>® These courts have held that because the lender owns the rents absolutely as a matter of state law, the
bankruptcy estate has no interest in the rents.”” Therefore, the bankruptcy trustee or debtor-in-possession has no right to
use the rents to operate and maintain the property in a reorganization.

Bankruptcy courts that hold that an absolute assignment of rents gives a lender ownership of rents rather than a security
interest are simply incorrect. Although the form of the transaction may indicate a transfer of title to rents, the substance of
such a transaction is a security interest. Some of these courts are following state law precedent on the theory that property
rights are a matter of state law.® The better-reasoned bankruptcy opinions look to the substance of the transaction and to
factors such as the borrower's right to collect rents until default, the lender's obligation to apply rents to payment of the
debt, and the termination of the assignment of rents upon payment of the loan.> If the borrower has any remaining
property rights in the rental stream under state law, bankruptcy law dictates that the rental stream be treated as part of the
bankruptcy estate.®

When a court holds that rents covered by an absolute assignment are owned by the lender, the debtor-in-possession does
not have any rents available for operation and maintenance of the mortgaged property as would be the case if rents were
treated as cash collateral.®* If rents are unavailable for operation and maintenance of the property, almost no hope of
reorganization exists for a borrower in Chapter 11.°% If the debtor has no equity in the property and there is not “a
reasonable possibility of a successful reorganization within a reasonable tirne,”63 the lender is entitled to relief from the
automatic stay.64 Therefore, the borrower's efforts to reorganize under the protection of Chapter 11 will be frustrated even
in those cases where a reorganization might otherwise have been successful.®® This result defeats the policies behind the
Bankruptcy Code and Chapter 11.

IV. A Legislative Solution to the Problem

The absolute assignment of rents is not a satisfactory method of creating a security interest in rents. It causes problems for
lenders in drafting and enforcing the assignment of rents and for borrowers in bankruptcy. It causes unnecessary litigation
that may raise the cost of credit. However, because it is the best alternative for lenders at this time, it cannot simply be
eliminated unless replaced by a workable solution to the problems it solves. Therefore, comprehensive change is

36



Real Estate, Probate and Trust Law Reporter VOLUME 48 /NO. 4

Page 37
necessary. This change has occurred gradually in some states through the judicial process, but the legislative process
provides a faster and more comprehensive solution. The proposed Texas Assignment of Rents Act (TARA or the Act)
provides that legislative relief. TARA has been approved for inclusion in the Texas State Bar legislative package to go to
the legislature in 2011.

The REPTL committee that drafted TARA began with UARA, but made numerous and substantial changes. Thus, TARA
is not the uniform act. In addition, TARA does not include the official comments to UARA.?® However, this author finds
some of the comments to UARA helpful in understanding some sections of TARA.

A. Preliminary Matters

Preliminary sections of TARA provide for a short title, definitions, and manner of giving notifications under the Act.®
Section 2 of the Act contains definitions of terms. The Act uses the terms “Assignee” and “Assignor,” as defined therein,
for the lender and the borrower, respectively,68 and this article will use those terms in discussing the Act. Under the Act,
an “Assignment of Rents” is “a transfer of an interest in rents” made in connection with a mortgage loan.®® The definition
expressly excludes net profits interests that are permitted under Section 306.101 of the Texas Finance Code, pursuant to
which an assignment of rents could be given as additional consideration for a qualified commercial loan.™" The definition
also excludes the rare true sale of rents where the substance of a transaction is the sale of an income stream rather than a
device to secure payment of a mortgage loan.”® One committee member gave as an example of a true sale a transaction in
which a landowner sold the right to receive cell tower rents to a purchaser. The Act would not cover that true sale of
rents.

The definition of rents as “consideration payable for the right to possess or occupy . . . real property”73 is very broad and
includes payments made by a licensee, such as hotel room revenues and parking fees. Correspondingly, the definition of
tenant’* includes licensees and is thus broader than the term as it is used in Title 8 of the Property Code dealing with
landlord and tenant.” Finally, for consistency, several of the definitions in TARA reference other Texas statutory
definitions, including the definition of “person,” “security instrument,” and “sign.”76
Because notification is the primary method of enforcing an assignment of rents under TARA,” the committee gave a
great deal of attention to the notification provisions of the Act. The Act provides the method of notification and the
addresses to which notification may be gjiven.78 Provisions regarding addresses for notification to a tenant were
particularly difficult to draft because the assignee does not always have an agreement with a tenant that provides an
address for notice. Because notifications are so important under the Act, assignees and tenants will benefit from having
an agreement as to notifications.”” TARA provides that notification is deemed to be received on actual receipt, five days
after notification is given, or as otherwise agreeol.80

B. Creation and Perfection of a Security Interest in Rents

The primary substance of TARA is in sections 4 through 8, which provide for creation, perfection, and enforcement of a
security interest in rents.

Section 4(a) changes present law by providing that a deed of trust, mortgage, or other contract lien on land assigns rents
from that land unless it specifically provides otherwise.2* Thus, under the Act, every deed of trust would be an
assignment of rents unless it specifically provides that is not. Because rents are proceeds of the real property, this
provision simply ensures that a lender has a security interest in proceeds from its collateral. This section might raise a
concern in the context of residential mortgagors; however, that concern is addressed in the Act by limitations placed on
remedies against a homeowner.®? Essentially, a residential lender would have an assignment of rents under the Act, but it
could not be enforced against the homeowner. Section 4(a) provides an exception for home equity loans, home equity
lines of credit, and reverse mortgages, which are not permitted under the Texas Constitution to have any security other
than the homestead.®

Section 4(b) provides that an assignment of rents, including an absolute assignment, creates a security interest regardless
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of its form.>* Because TARA provides for a workable security interest in rents for mortgage lenders with due regard for
the concerns of borrowers and tenants, it eliminates the need for an absolute assignment of rents.

Section 4(c) is a special Texas section (with a special Texas comment) that is designed “to eliminate confusion created by
language in Taylor v. Brennan . . . to the effect that an absolute assignment of rents is a pro tanto payment of the
obligation.”85 Section 4(c) provides that “[a]n assignment of rents does not reduce the secured obligation except to the
extent the assignee collects rents and applies, or is obligated to apply, the collected rents to payment of the secured
obligation.”86 The Act would eliminate any question that an assignment of rents could operate to reduce the indebtedness
in any way other than actual payment.

Section 5 provides that an assignment of rents is fully perfected upon recordation.’” The Act further provides that a
perfected security interest in rents has priority over subsequent creditors and transferees.%® With state law clarified by the
Act, a recorded assignment of rents would be treated as perfected in bankruptcy, resolving the perfection problem that
lenders tried to avoid by using absolute assignments.

C. Enforcement of an Assignment of Rents Under TARA

TARA has detailed provisions relating to the enforcement of an assignment of rents. Section 6 provides that an
assignment of rents may be enforced: 1) under section 7 by notification to the assignor, 2) under section 8 by notification
to tenants, and 3) by methods permitted under common law.® Sections 7 and 8 create new methods of enforcement under
Texas law that do not require a lender to take burdensome action to enforce an assignment of rents. However, an assignee
could still enforce an assignment of rents under Taylor v. Brennan by taking possession of the property, impounding rents,
or securing the appointment of a receiver.” UARA had an entire section devoted to enforcing an assignment of rents by
securing the appointment of a receiver, which the committee deleted.®* The section would have changed Texas
receivership law, which the committee felt was beyond the scope of its mission. Although receivership is relatively rare
in Texas, Texas law does provide for enforcement of an assignment of rents by securing the appointment of a receiver,”
and section 6 preserves that option.

Section 6 also defines which rents an assignee is entitled to upon enforcement. It provides that the assignee is entitled to
rents that “have accrued but remain unpaid” on the date of enforcement and rents that “accrue on or after that date.”® The
assignee is not entitled to proceeds of rents that accrued and were paid before enforcement because those funds may be
spent or may be subject to competing claims. An assignee who wants to control those funds can require a lockbox
arrangement, or the assignee can require personal liability for the assignor’s misapplication of rents collected before
enforcement.

Sections 7 and 8 provide details as to enforcement by notification to the assignor and tenants, respectively. Assignees will
almost certainly want to enforce by both methods. Enforcement by notification to the assignor gives the assignee
remedies against the assignor to reach proceeds of rents that the assignee collects after enforcement as well as proceeds of
prepaid rents that the assignor collected before enforcement. Enforcement by notification to tenants gives the assignee the
right to collect rents from tenants after the date of enforcement.

Under section 7, an assignee may give notification to the assignor to turn over proceeds of those rents that the assignee is
entitled to collect pursuant to section 6.%* Note that the date of enforcement against an assignor is the date of giving the
notification.” An assignee may not enforce an assignment of rents by giving notice to the assignor if the mortgaged
property covered by the assignment of rents is the assignor’s homestead.”® Section 13 makes the assignor personally
liable for proceeds and reasonable attorney’s fees and costs if the assignor fails to turn over the proceeds.97 This provision
is particularly important for the lender if the borrower is not personally liable for the debt because the debt is non-recourse
or because the mortgaged property has been conveyed to a non-assuming grantee. Section 14 governs the assignee’s
security interest in proceeds, providing that the security interest attaches to identifiable proceeds.98 If the assignment of
rents is perfected, the “security interest in identifiable cash proceeds is perfected,”99 and the security interest in proceeds
is otherwise governed by Chapter 9 of the Business and Commerce Code.® Therefore, the Act provides a
comprehensive scheme for the lender to reach proceeds of prepaid rents and rents collected by the assignor after
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enforcement.

An assignee may give notification to tenants to pay unpaid accrued rents and unaccrued rents to the assignee under section
8.1 “The date of enforcement against a tenant is the date on which the tenant receives [the] notification.”'% Section 9
provides a safe harbor form for an assignee to use for the notification, and section 8 requires that the notice substantially
comply with that form.'®

Tenants receiving a notification to begin paying rent to a lender rather than to the landlord are understandably reluctant to
do so because of the risk that they may pay the wrong party. Tenants in this position often stop paying rent altogether to
avoid paying the wrong party. The Act provides detailed provisions that strongly encourage tenants to pay an assignee
who has exercised its rights under an assignment of rents rather than the landlord and at the same time protect the tenants
in paying the assignee.1 * Most tenants who pay the assignor after receiving notification will not be discharged from the
obligation to pay the assignee.105 A residential tenant, however, may discharge the obligation to pay rent by paying either
assignor or assignee because the committee did not want to put consumers to a difficult and confusing choice.

A tenant is not required to pay again any rents prepaid to the assignor unless the tenant has otherwise agreed not to prepay
rents.'"’ Thus, assignees have an incentive to obtain such an agreement in a document such as a Subordination, Non-
Disturbance, and Attornment Agreement.108 Tenants are given a grace period for payment of rent after receiving a notice
so that the tenant may seek the advice of counsel.*® Finally, section 8 addresses priority issues among assignees by

requiring an assignee to cancel its notification if a prior creditor has foreclosed or is enforcing an assignment of rents.

D. Other Provisions

TARA tries to clarify and define the rights and duties of the parties to an assignment of rents and to resolve in advance the
issues that the parties and tenants affected by an assignment of rents might need to litigate. Section 10 provides that the
enforcement of an assignment of rents does not “make the assignee a mortgagee in possession of the real property.”111
Although most courts have held that collecting rents by giving notice to a borrower or tenants without otherwise taking
control of property does not make a lender a mortgagee in possession,112 a few courts have held otherwise.**® Lenders
tend to avoid taking possession of mortgaged property prior to foreclosure to avoid liability, and, therefore, lenders do not
want to be liable as a mortgagee in possession simply because they are collecting rent. TARA resolves this issue by
providing that the lender does not become a mortgagee in possession simply by virtue of collecting rents."** Section 10
further provides that enforcement does not make the assignee an agent of the assignor, constitute an election of remedies,
make the secured obligation unenforceable, limit any rights of the assignee, or bar a deficiencyjudgement.115

The Act further provides that the lender is not obligated by virtue of collecting rents to pay “expenses of protecting or
maintaining the real property.”116 The assumption is that mortgage lenders have sufficient incentive to pay taxes and
insurance premiums and to maintain the mortgaged property if the borrower is unable or unwilling to do s0.M" The Act
makes clear that if the lender's failure to maintain the property results in a breach of the lease by the landlord, tenants may
have a defense to paying rent.*® Therefore, the concerns of tenants, as well as borrowers and lenders, are considered in
the Act. Finally, Section 11 provides for the order of application of proceeds,119 and section 15 provides that priorities in
rents may be subordinated by agjreement.120

V. Conclusion

Texas law regarding assignments of rents has been in great disarray. Lenders, dissatisfied with the problems they have
encountered with collateral assignments of rents, have turned to the absolute assignment of rents as a solution. The
absolute assignment, however, caused substantial confusion. Courts have made drafting an absolute assignment difficult
by requiring the pretense of a transfer of title to the rents. Courts have caused additional uncertainty by treating absolute
assignments as a transfer of title to rents, when in fact they simply create a different type of security interest. The refusal
of courts to give lenders reasonable security interests under collateral assignments and lenders' use of absolute
assignments to overcome the deficiencies of collateral assignments have led to additional transaction costs and
unnecessary litigation.
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The Act considers and balances the rights of borrowers, lenders, and tenants. It would eliminate the need for absolute
assignments of rents by creating a workable security interest for lenders and more certainty for both borrowers and
lenders. It would therefore reduce transaction costs and litigation caused by this device. The Act would resolve confusion
over the perfection of an assignment of rents. In addition, under the Act, lenders could enforce an assignment of rents
upon default simply by giving notification to the borrower or tenants. For borrowers, this method of enforcement is no
more onerous than rights that lenders have under current law to enforce an absolute assignment of rents. In addition, for
the benefit of borrowers, lenders could no longer try to use an absolute assignment of rents to block a borrower's ability to
reorganize under Chapter 11 of the Bankruptcy Code. The Act provides a clear and comprehensive scheme for the
creation of security interests in rents.

A solution to the problems relating to assignments of rents in mortgage loan transactions is now at hand. The proposed
Texas Assignment of Rents Act provides a comprehensive and logical scheme for creating security interests in rents that
will satisfy mortgage lenders while considering the needs of borrowers and tenants. It is indeed an escape from the
morass.
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TEXAS ASSIGNMENT OF RENTS ACT
SECTION 1. SHORT TITLE. This Chapter may be cited as the Assignment of Rents Act.
SECTION 2. DEFINITIONS. In this Chapter:

(1) "Assignee" means a person entitled to enforce a security instrument.
(2) "Assignment of rents" means a transfer of an interest in rents in connection with an obligation secured by real
property from which the rents arise. An assignment of rents does not include charges permitted under Section 306.101
of the Finance Code or a true sale of rents.
(3) "Assignor" means a person that makes an assignment of rents or, if the real property has been conveyed, the
successor owner of the real property from which the rents arise.
(4) "Cash proceeds" means proceeds that are money, checks, deposit accounts, or the like.
(5) "Day" means calendar day.
(6) "Deposit account" means a demand, time, savings, passbook, escrow or similar account maintained with a bank,
savings bank, savings and loan association, credit union, or trust company or other person.
(7) "Document" means information that is inscribed on a tangible medium or that is stored on an electronic or other
medium and is retrievable in perceivable form.
(8) "Notification" means a sighed document containing information that this Chapter requires or permits a person to
give to another.
(9) "Person" has the meaning contained in the Code Construction Act, Gov. Code Sec. 311.005(2).
(10) "Proceeds" means personal property that is received, collected or distributed on account of an obligation to pay
rents.
(11) "Rents" means:

(A) consideration payable for the right to possess or occupy, or for the actual possession or occupation of, real
property;

(B) consideration payable to an assignor under a policy of rental interruption insurance covering real property;

(C) claims arising out of a default in the payment of consideration payable for the right to possess or occupy real
property;

(D) consideration payable to terminate an agreement to possess or occupy real property;

(E) consideration payable to an assignor for payment or reimbursement of expenses incurred in owning, operating
and maintaining, or constructing or installing improvements on, real property; or

(F) any other consideration payable under an agreement relating to the real property that constitutes rents under
law of this state other than this Chapter.
(12) "Secured obligation" means an obligation secured by an assignment of rents.
(13) "Security instrument" means:

(A) a security instrument as defined in Sec. 51.001(6), Prop. Code; or

(B) an agreement containing an assignment of rents.
(14) "Security interest" means an interest in property that arises by agreement and secures an obligation.
(15) "Sign" means:

(A) signed as defined in Code Construction Act, Gov. Code Sec. 311.005(6); or

(B) an electronic signature as defined in Sec. 43.002(8), Bus. & Com. Code or Sec. 15.002(4), Prop. Code.
(16) "Tenant" means a person that has an obligation to pay for the right to possess or occupy, or for possessing or
occupying, real property.

SECTION 3. MANNER OF GIVING NOTIFICATION.

(a) A person gives a notification or a copy of a notification under this Chapter:
(1) by transmitting it in accordance with Ch. 51, Prop. Code;

47



Real Estate, Probate and Trust Law Reporter VOLUME 48 /NO. 4
Page 48

(2) by depositing it with the United States Postal Service or with a commercially reasonable delivery service,
properly addressed to the intended recipient's address as specified in subsection (b), with first-class postage or cost of
delivery provided for; or

(3) by transmitting it by any means agreed to by the person receiving it.

(b) The following rules determine the address for notification under subsection (a):

(1) the address for notification to an assignee is the address of the assignee provided in the security instrument or
other document between the parties for this purpose, unless a more recent address for notices has been given by the
assignee to the person giving the notification in accordance with Section 3(a) or as provided in a security instrument or
other document signed by the assignee.

(2) the address for notification to an assignor is the address of the assignor provided in the security instrument or
other document between the parties for this purpose or as provided in Chap. 51, Prop. Code, unless a more recent
address for notices has been given by the assignor to the person giving the notification in accordance with Section 3(a)
or as provided in a security instrument or other document signed by the assignor.

(3) the address for notification to a tenant is:

(A) if there is an address for notice in a signed document between the tenant and the person giving the
notification, the person giving the notification shall use that address unless a more recent address for notice has been
given by the tenant pursuant to that document;

(B) if there is not an address for notice in a sighed document between the tenant and the person giving the
notification, but the tenant's agreement with the assignor has an address for notices to the tenant and the person giving
notification has received a copy of that document or has actual knowledge of the address for notices specified in that
document, the person giving the notification shall use that address; or

(C) if neither (A) or (B) apply, the person giving the notification shall use the tenant's address at the real
property covered by the security instrument.

(c) Notification given in accordance with this Chapter is deemed received upon the earliest to occur of:

(1) actual receipt by the person to whom notification is being given;

(2) five days after notification is given in accordance with Section 3(a)(2); or

(3) the time agreed to by the person receiving it.

SECTION 4. SECURITY INSTRUMENT CREATES ASSIGNMENT OF RENTS; ASSIGNMENT OF RENTS CREATES SECURITY
INTEREST.

(a) An enforceable security instrument creates an assignment of rents arising from the real property described in the
security instrument, unless the security instrument provides otherwise or the security instrument is governed by Section
50(a) (6), (7), or (8), Article XVI, Texas Constitution.

(b) An assignment of rents creates a presently effective security interest in all accrued and unaccrued rents arising from
the real property described in the document creating the assignment, regardless of whether the document is in the form
of an absolute assignment, an absolute assignment conditioned upon default or other event, an assignment as
additional security, or any other form. The security interest in rents is separate and distinct from any security interest
held by the assignee in the real property from which the rents arise.

(c) An assignment of rents does not reduce the secured obligation except to the extent the assignee collects rents and
applies, or is obligated to apply, the collected rents to payment of the secured obligation.

Texas Comment: Subsection (c) of Section 4 is intended to eliminate confusion created by language in Taylor v.
Brennan, 621 S.W.2d 529 (Tex. 1981), to the effect that an absolute assignment of rents is a pro tanto payment of the
obligation. This section makes clear that unless the parties otherwise agree (a very unlikely agreement), the secured
obligation is reduced only if and to the extent that the assignee collects rents and applies them. Simply taking an
assignment of rents does not reduce the secured obligation.
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SECTION 5. RECORDATION; PERFECTION OF SECURITY INTEREST IN RENTS; PRIORITY OF CONFLICTING INTERESTS IN
RENTS.
(a) A document creating an assignment of rents may be recorded in the county in which a part of the real property is
located in the manner provided in Sec. 11.001, Prop. Code.
(b) Upon recording, the security interest in rents is perfected, even if a provision of the document creating the
assignment of rents or law of this state other than this Chapter prohibits or defers enforcement of the security interest
until the occurrence of a subsequent event, including a subsequent default of the assignor, the assignee's obtaining
possession of the real property, or the appointment of a receiver.
(c) Except as otherwise provided in subsection (d), a perfected security interest in rents has priority over the rights of a
person that, after the security interest is perfected:

(1) acquires a lien or security interest against the rents or the real property from which the rents arise; or

(2) acquires an interest in the rents or the real property from which the rents arise.
(d) An assignee of a perfected security interest in rents has the same priority over the rights of a person described in
subsection (c) with respect to future advances as the assignee has with respect to its security interest in the real
property from which the rents arise.

SECTION 6. ENFORCEMENT OF SECURITY INTEREST IN RENTS.

(a) An assignee may enforce an assignment of rents using one or more of the methods specified in Sections 7 or 8 or any
other method sufficient to enforce the assignment under law of this State other than this Chapter.
(b) From the date of enforcement, the assignee is entitled to collect all rents that:

(1) have accrued but remain unpaid on that date; and

(2) accrue on or after that date.

SECTION 7. ENFORCEMENT BY NOTIFICATION TO ASSIGNOR.

(a) After default, or as otherwise agreed by the assignor, the assignee may give the assignor a notification demanding
that the assignor pay over the proceeds of any rents that the assignee is entitled to collect under Section 6.

(b) The date of enforcement against an assignor is the date on which an assignee gives a notification to the assignor
under Section 3.

(c) An assignee may not enforce an assignment of rents under this section if the real property constituted the assignor's
homestead on which was located a one-to-four family dwelling on the date of the security instrument was signed and
remains the assignor's homestead on the date of enforcement.

SECTION 8. ENFORCEMENT BY NOTIFICATION TO TENANT.

(a) After default, or as otherwise agreed by the assignor, the assignee may give to a tenant of the real property a
notification demanding that the tenant pay to the assignee all unpaid accrued rents and all unaccrued rents as they
accrue. The assignee shall give a copy of the notification to the assignor. The notification must substantially comply
with the form contained in Section 9 and be signed by the assignee or assignee's authorized agent or representative.
(b) The date of enforcement against a tenant is the date on which the tenant receives a notification complying with
subsection (a).

(c) Subject to subsection (d) and any other claim or defense that a tenant has under law of this state other than this
Chapter, after receipt of a notification under subsection (a):

(1) atenantis obligated to pay to the assignee all unpaid accrued rents and all unaccrued rents as they accrue,
unless the tenant has previously received a notification from another assignee of rents given by that assignee in
accordance with this section and the other assignee has not canceled that notification;

(2) except as otherwise agreed in a document signed by tenant, tenant is not obligated to pay rent to assignee that
was prepaid to the assignor prior to receipt of a notification under subsection (a);
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(3) unless the tenant occupies the premises as the tenant's primary residence, a tenant that pays rents to the
assignor is not discharged from the obligation to pay rents to the assignee;

(4) atenant's payment to the assignee of rents then due satisfies the tenant's obligation under the tenant's
agreement with the assignor to the extent of the payment made; and

(5) atenant's obligation to pay rents to the assignee continues until the tenant receives a court order directing the
tenant to pay the rents in a different manner, a signed notification that a prior perfected security instrument has been
foreclosed, or a signed document from the assignee canceling its notification, whichever occurs first.
(d) Except as otherwise agreed in a document signed by tenant, a tenant that has received a notification under
subsection (a) is not in default for nonpayment of rents accruing within 30 days after the date the notification is received
before the earlier of:

(1) 10 days after the date the next regularly scheduled rental payment would be due; or

(2) 30 days after the date the tenant receives the notification.
(e) Upon receiving a notification from another creditor that has priority under Section 5(c) that the creditor with priority
has conducted a foreclosure of the real property from which the rents arise or is enforcing its interest in rents by
notification to tenant, an assignee that has given a notification to a tenant under subsection (a) shall immediately give
another notification to the tenant canceling the earlier notification.

SECTION 9. FORM OF NOTIFICATION TO TENANT.
The following form of notification, when properly completed, satisfies the requirements of Section 8:
NOTIFICATION TO PAY RENTS TO PERSON
OTHER THAN LANDLORD
Tenant: [Name of Tenant]
Property Occupied by Tenant (the "Premises"): [Address]
Landlord: [Name of landlord]
Assignee: [Name of assignee]
Address of Assignee and Telephone Number of Contact Person: [Address of assignee]
[Telephone number of person to contact]
1. Assignee is entitled to collect rents on the Premises under <Name of Document > (the "Assignment of Rents") dated
, and recorded at <Recording Data> of the Records of County, Texas.

You may obtain additional information about the Assignment of Rents and Assignee's right to enforce it at Address of
assignee.

2. A default exists under the Assignment of Rents or related documents between Landlord and Assignee. Assignee is
entitled to collect rents from the Premises.

3. This notification affects your rights and obligations under the agreement under which you occupy the Premises (your
"Lease Agreement"). Unless you have otherwise agreed in a document signed by you, if your next scheduled rental
payment is due within 30 days after you receive this notification, you will not be in default under your Lease Agreement
for nonpayment of that rental payment until 10 days after the due date of that payment or 30 days following the date
you receive this notification, whichever occurs first.
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4. You may consult a lawyer at your expense concerning your rights and obligations under your Lease Agreement and
the effect of this notification.

5. You must pay to Assignee at the Address of Assignee all rents under your Lease Agreement which are due and
payable on the date you receive this notification and all rents accruing under your Lease Agreement after you receive
this notification.

6. If you pay rents to Assignee after receiving this notification, the payment will satisfy your rental obligation to the
extent of that payment.

7. If you pay any rents to Landlord after receiving this notification, your payment to the Landlord will not discharge your
rental obligation, and Assignee may hold you liable for that rental obligation notwithstanding your payment to Landlord,
unless you occupy the Premises as your primary residence.

8. If you have previously received a notification from another person that also holds an assignment of the rents due
under your Lease Agreement, you should continue paying your rents to the person that sent that notification until that
person cancels that notification. Once that notification is canceled, you must begin paying rents to Assignee in
accordance with this notification.

Name of assignee
By: Officer/authorized agent of assignee
SECTION 10. EFFECT OF ENFORCEMENT.

The enforcement of an assignment of rents by a method identified in Section 7 or 8, the application of proceeds by the
assignee under Section 12 after enforcement, the payment of expenses under Section 11, or an action under Section 13
does not:

(1) make the assignee a mortgagee in possession of the real property from which the rents arise;

(2) make the assignee an agent of the assignor;

(3) constitute an election of remedies that precludes a later action to enforce the secured obligation;

(4) make the secured obligation unenforceable;

(5) limit any right available to the assignee with respect to the secured obligation; or

(7) bar a deficiency judgment pursuant to any law of this state governing or relating to deficiency judgments following
the enforcement of any encumbrance, lien, or security interest.

SECTION 11. APPLICATION OF PROCEEDS.

Unless otherwise agreed, an assignee that collects rents under this Chapter or collects upon a judgment in an action
under Section 13(c) shall apply the sums collected in the following order to:

(1) the assignee's expenses of enforcing its assignment of rents, including, to the extent provided for by agreement and
not prohibited by law of this state other than this Chapter, reasonable attorney's fees and costs incurred by the
assignee;

(2) reimbursement of any expenses incurred by the assignee to protect or maintain the real property subject to the
assignment of rents;

(3) payment of the secured obligation;
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(4) payment of any obligation secured by a subordinate security interest or other lien on the rents if, before distribution
of the proceeds, the assignee receives a signed notification from the holder of the interest or lien demanding payment
of the proceeds; and

(5) the assignor.

SECTION 12. APPLICATION OF PROCEEDS TO EXPENSES OF PROTECTING REAL PROPERTY; CLAIMS AND DEFENSES OF
TENANT.

(a) Unless otherwise agreed by the assignee, an assignee that collects rents following enforcement under Section 7 or 8
is not obligated to apply the collected rents to the payment of expenses of protecting or maintaining the real property
subject to an assignment of rents.

(b) Unless otherwise agreed by a tenant, the right of the assignee to collect rents from the tenant is subject to the terms
of any agreement between the assignor and tenant, or any claim or defense arising from the assignor's nonperformance
of that agreement.

Texas Comment: Sections 10 and 12 of this Chapter are not intended to modify the law applicable to enforcement of an
assignment by a method other than those specified in Sections 7 and 8 of this Chapter.

SECTION 13. TURNOVER OF RENTS; LIABILITY OF ASSIGNOR.

(a) If an assignor collects rents that the assignee is entitled to collect under this Chapter,
the assignor shall turn over the proceeds to the assignee within thirty days after notification from assignee under
Section 7, or such other period as may be provided in a security instrument or other document signed by assignor and
approved by assignee, less any amount representing payment of expenses authorized by a security instrument or other
document signed by the assignee.
(b) In addition to any other remedy available to the assignee under law of this state other than this Chapter, if an
assignor fails to turn over proceeds to the assignee as required by subsection (a), the assignee may recover from the
assignor in a civil action:

(1) the proceeds, or an amount equal to the proceeds, that the assignor was obligated to turn over under
subsection (a); and

(2) reasonable attorney's fees and costs incurred by the assignee to the extent provided for by agreement and not
prohibited by law of this state other than this Chapter.
(c) The assignee may maintain an action under subsection (b) either with or without taking action to foreclose any
security interest that it may have in the real property.
(d) Unless otherwise agreed, if an assignee that has priority under Section 5enforces its interest in rents after another
creditor holding a subordinate security interest in rents has enforced its interest under Section 7 or 8, the creditor
holding the subordinate security interest in rents is not obligated to turn over any proceeds that it collects before it
receives a signed notification from the assignee with priority that the assignee with priority is enforcing its interest in
rents. The subordinate creditor shall turn over to an assignee with priority any proceeds that the subordinate creditor
collects after it receives the notification from the assignee with priority that the assignee with priority is enforcing its
interest in rents on or before thirty days after it receives the notification, or as otherwise agreed between the assignee
with priority and the subordinate creditor. Any proceeds subsequently collected by the subordinate creditor shall be
turned over to the assignee with priority on or before ten days after the proceeds are collected, or as otherwise agreed
between the assignee with priority and the subordinate creditor.

SECTION 14. ATTACHMENT, PERFECTION AND PRIORITY OF ASSIGNEE'S SECURITY INTEREST IN PROCEEDS.

(a) An assignee's security interest in rents attaches to identifiable proceeds.
(b) If an assignee's security interest in rents is perfected, its security interest in identifiable cash proceeds is perfected.
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(c) Except as provided in subsection (b), Business and Commerce Code Chapter 9, or the comparable provisions of the
Uniform Commercial Code of another applicable jurisdiction, determines (i) whether an assignee's security interest in
proceeds is perfected, (ii) the effect of perfection or non-perfection, (iii) the priority of an interest in proceeds, and (iv)
the law governing perfection, the effect of perfection or non-perfection, and the priority of an interest in proceeds.

(d) For purposes of this Chapter, cash proceeds are identifiable if they are maintained in a segregated deposit account
or, if commingled with other funds, to the extent they can be identified by a method of tracing, including application of
equitable principles, that is permitted under law of this state other than this Chapter with respect to commingled funds.

SECTION 15. PRIORITY SUBJECT TO SUBORDINATION.
This Chapter does not preclude subordination by agreement by a person entitled to priority.
SECTION 16. APPLICATION TO EXISTING RELATIONSHIPS.

(a) Except as otherwise provided in this section, this Chapter governs the enforcement of an assignment of rents, the
perfection and priority of a security interest in rents, and the attachment and perfection of a security interest in
proceeds even if the document creating the assighnment of rents was signed and delivered before the effective date of
this Chapter.
(b) This Chapter does not affect an action, case or proceeding commenced before the effective date of this Chapter.
(c) Section 4(a) of this Chapter does not apply to any security instrument signed and delivered before the effective date
of this Chapter.
(d) This Chapter does not affect:

(1) the enforceability of an assignee's security interest in rents or proceeds if, immediately before the effective
date of this Chapter, that security interest was enforceable;

(2) the perfection of an assignee's security interest in rents or proceeds if, immediately before the effective date
of this Chapter, that security interest was perfected; or

(3) the priority of an assignee's security interest in rents or proceeds with respect to the interest of another person
if, immediately before the effective date of this Chapter, the interest of the other person was enforceable and
perfected, and that priority was established.

SECTION 17. EFFECTIVE DATE.

This Act takes effect immediately if it receives a vote of two-thirds of all the members elected to each house, as
provided by Section 39, Article Ill, Texas Constitution. If this Act does not receive the vote necessary for immediate
effect, this Act takes effect [September 1, 2011] [(stated date), 2011] [on the 91st day after the last day of the legislative
session].

SECTION 18. CONFORMING AMENDMENTS.

(a) Business and Commerce Code Section 9.109(d) (11) is amended to read:

"(11) the creation or transfer of an interest or lien on real property, including a lease or rents (as defined in Texas
Property Code Section ----- ) thereunder, the interest of a vendor or vendee in a contract for deed to purchase an interest
in real property, or the interest of an optionor or optionee in an option to purchase an interest in real property, except
to the extent that provision is made for:

(A) liens on real property in Sections 9.203 and 9.308;

(B) fixtures in Section 9.334;

(C) fixture filings in Sections 9.501, 9.502, 9.512, 9.516, and 9.519; and

(D) security agreements covering personal and real property in Section 9.604;"
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