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Dragnet clauses:

Fischer v First Int'l Bank, 2003
Roger Bernhardt

Boilerplate “dragnet” clause in bank’s trust deed dd not, as matter of law, defeat
borrower’s claim that bank’s other loans to borrowea were not cross-collateralized.
Fischer v First Int'l Bank2003) 109 CA4th 1433, 1 CR3d 162

In 1989, the Fischers purchased commercial lotserAdbtaining a construction loan from
First International Bank (FIB), they constructedaege family dining and recreation center on
the property. In 1998, the Fischers and FIB entanemla written agreement for two additional
loans: a take-out loan to pay off the existing ¢artdion loan (Loan #1) and an equipment loan
(Loan #2). The loan agreement included the follgvprovision specifying the collateral for
each of the two loans:

Loan #1: First deed of trust on commercial propéstated at 2102 Main Street, Ramona,
CA;

Loan #2: Second deed of trust on commercial ptgpecated at 2102 Main Street, Ramona,
CA, and second deed of trust on single family msog located at 14382 Blue Sage Road,
Poway, CA

The agreement contained no reference to crosst@a@leation of the loans. The Fischers
maintained that they “specifically negotiated” flban agreement so that their residence would
not be collateral for Loan #1. When the Fischerstwe the bank to sign final loan documents,
including a deed of trust for their residence, tipeynted out to the FIB vice-president that the
proposed deed of trust incorrectly stated that theme would be collateral fdroth loans. The
bank changed the deed of trust so that the defmdf the word “note” referred only to Loan #2.
However, the fine print of the trust deed contaiaefttiragnet” clause defining indebtedness as
including “all obligations, debts and liabilitieplus interest thereon, of Borrower to Lender.”
The deed of trust also included a “due on sale'vigsion giving FIB the right to “declare
immediately due and payable all sums secured 8yOibed of Trust upon the sale or transfer” of
the residence.

In 1999, the Fischers decided to sell the resideAceording to Mrs. Fischer, FIB’s vice-
president told her that if the house were sold,n.#2 would have to be paid off, but the Fischers
could retain any excess proceeds from the salesliance on that representation and on their
own understanding of the loan agreement, the FHisawd their home. After Loan #2 was paid
off through escrow, $125,000 remained. FIB demaritatithe $125,000 be applied to Loan #1
and the escrow company issued a check to FIB f@®00. FIB returned $25,000 to the
Fischers. The Fischers sued FIB for breach of eohtnd various tort-based causes. The trial
court granted FIB’s motion for summary judgmentdfng that the definition of “indebtedness”
in the trust deed gave FIB the right to apply thads from the sale of the residence to the
balance of both loans.

The court of appeal reversed, holding that a teiabsue of fact existed as to whether the
parties had agreed to cross-collateralization efidans. The court rejected the argument that, as



a matter of law, the dragnet clause defeated tkehErs’ suit. The court pointed out that,
although California courts have upheld the geneadidity of dragnet clauses, they have also
recognized that those clauses can enwrap an urtdimgpeebtor in an arrangement that he or
she did not contemplate. Given that a dragnet elaus trust deed is an adhesion contract that
should be narrowly construed against the lendeifd@aia courts have consistently adhered to a
construction of such clauses that depends moré@adtual expectations of the parties than on
the literal wording of the boilerplate. The counave considered factors such as the language
and specificity of the dragnet clause; whetherpghdies were aware of the dragnet clause and
appreciated its significance; whether the othensoaere of the same type or character as the
primary loan; and whether the bank relied on thegdet clause as the security for the other
loans. Applying those general principles, the codid not find an objectively clear and
unambiguous expression of mutual intent to crodistenalize the loans, and held that the
conflicting provisions of the loan agreement anel deed of trust created a triable issue of fact
regarding the true intentions of the parties.

THE EDITOR’S TAKE: Sometimes lenders just cannot resist shooting thles in their

feet. Like those who make full-credit bids at thewn foreclosure sales, some also seem

unable to stop including in their deeds of trust $ame clauses that got them into so much

trouble earlier.

Back in 1979, in the first edition of my CalifornMortgage and Deed of Trust Practice
(Cal CEB 1979), | wrote, “creditors will not soltkeir problems by writing increasingly
broad dragnet clauses, but rather by tending towante specificity in describing
subsequent obligations to be included.” (The otludligation in this case was
contemporaneous rather than subsequent, but tenlésthe same.)

When lenders woke up to that problem, they elinddahe language under which the
deed of trust secured any and every obligation adylzould think of, and replaced it with
new phrasing under which it secured only notes ifpalty referenced. But now comes
Fischer v First Int'l Bank(2003) 109 CA4th 1433, 1 CR3d 162, and, in wantmbave it
both ways, the lender forgot the original lessds. decuring clause refers only to one
particular note, but then adds “the indebtednessd’ defines that as including everything
under the sun. Well, if a lender can get into tteuior making its security provision too
broad, it's not going to escape that trouble by mg\he broadness over to the definition
provision instead.

However, this arrangement was ambiguous, giventtigatoan agreement stated that the
other loan was not covered and the deed of trudtteat it was. That means that parol
evidence will come in to explain it, and that metret the borrower’s interpretation is sure
to prevail. If these borrowers say that they ditlintend to have their home secure the real
estate loan, there is more than enough in the ka@uments alone to support that
interpretation.

The bank was lucky here: It merely lost its claimattthe security covered both the real
estate loan and the equipment loan, although it exay up having to pay damages for
having taken that position. It could have been eo@nce a loan document is ambiguous,



borrowers can probably have it construed either,wahichever is best for them. In a
different setting, for instance, the bank mighelds claim entirely if the borrowers claimed
that the mortgage also secured their other loanttamdank violated the one-action rule by
unilaterally releasing its security for that loan!

Cross-collateralization is a powerful tool, but@alifornia it can blow up in a lender’'s
face. Lenders and their lawyers should be far numetious about using it. Reger
Bernhardt
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