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INTRODUCTION

Tenants pay security deposits to ensure landlords that they will
perform the obligations imposed by their leases, and they expect to
recover those deposits when they surrender the premises. Given an
active investment market in income producing property, occupied
projects are bought and sold with some frequency. Absent express
agreement, such sales can generate substantial controversy as to
whether the old landlord, the new landlord, or both are obligated to
account for deposits owed to tenants who occupied the project at the
time of sale.
For residential tenants, Texas imposes apparent statutory liability on the new owner to account for deposits paid to former landlords,' although a recent case construed the statute differently.2 The
statute does not address nonresidential leases,3 but agricultural and
1.
erences
2.
writ).
3.

TEX. PROP. CODE ANN. § 92.105(a) (Vernon Pamph. Supp. 1983). Hereinafter, refto the Texas Property Code in text and footnotes will be TEX. PROP. CODE.
Johnson v. Huie Properties, 594 S.W.2d 488 (Tex. Civ. App.-Dallas 1979, no
TEX. PROP. CODE § 92.002.
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commercial tenants have a similar problem when the reversion is
sold during the term.
This article discusses the Texas statute and the common-law
background that applies to transfers of the landlord's reversion.
The purpose of this discussion is to determine how the statutory solution works and to harmonize the statute's policies with a commonlaw background that may assist in interpreting the statute. Such an
interpretation would allow extension of the statute's protective policies into nonresidential deposit disputes.
II.

ARTICLE

5236e

AND JOHNSON V. HUIE PROPERTIES

A. Article 5236e (now Texas Property Code Sections 92.101-.109)
During the 1970s, Texas enacted several statutes that changed
residential landlord and tenant law.4 One of these, article 5236e,
concerned security deposits. In 1983 the security deposit statute was
codfied in subchapter C, sections 92.101-.,109 of the Texas Property
Code (Code).' Article 5236e and the current Code provisions identify and attempt to solve, through remedial legislation, three common security deposit problems.
One security deposit problem is the landlord who refuses in
bad faith to return residential tenants' deposits when the premises
are surrendered. The Code allows tenants to collect a $100 penalty,
treble damages, and reasonable attorney fees from such landlords.6
A second problem is the residential tenant who subverts the purpose
of the security deposit by deducting it from the last month's rent.
The Code allows landlords to collect treble damages and reasonable
7
attorney fees from such tenants.
A third security deposit problem, conceptually more complex
than the first two, is the subject of this article. The problem is that
of accountability for security deposits owed to existing tenants when
the landlord sells an occupied project to a new owner. Tenants, unaware of the sale, will demand their deposits from the landlord who
owns the project when their leases expire. Prior to the statute, purchasers of occupied projects sometimes disclaimed liability for de4. TEX. REV. CIv. STAT. ANN. arts. 5236b-5236j, repealedby Act of May 2, 1983, ch.
576, §§ 92.001-.262.
5. TEX. PROP. CODE §§ 92.101-.109, repealing TEX. REV. CIv. STAT. ANN. art. 5236e
(Vernon Supp. 1982-1983).
6.

Id § 92.109(a).

7.

Id

§ 92.108.
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posits, asserting that the former landlord still held them. In general,
no one held the deposits at any time. Most landlords treated tenants' deposits as additional project revenue and did not keep them
in separate accounts. When required to repay departing tenants,
landlords withdrew deposit refunds from their general accounts.
When owners sold occupied projects, the sales contracts did not always establish formal responsibility for deposit refunds. Project
buyers could, with some justification, send existing tenants back to
the former landlord for payment. Code section 92.105(a) (formerly
article 5236e, section 5(a)) resolves this problem in the tenants' favor
by firmly obligating the new landlord to return deposits, even without an agreement to do so.8
Code section 92.105(a) states in simple terms that the new owner of a residential apartment project is liable for return of deposits
according to subchapter C from the date title is acquired.9 Section
92.105(b) states that the former owner remains liable for security
deposits it received "until the new owner delivers to the tenant a
signed statement acknowledging, that the new owner has received
and is responsible for the tenant's security deposits . . . ."1
Despite the plain language of section 92.105(a)'s statutory predecessor, article 5236e, section 5(a), " Johnson v. Huie Properties'2 indicates that the new owner does not become liable to existing
tenants until it acknowledges receipt of those deposits pursuant to
section 92.105(b)' 3 (then article 5236e, section 5(b)). This result is
8. Id.§ 92.105(a).
9. Id. This provision does not apply to real estate mortgage lienholders who acquire
title at a foreclosure sale. Id. § 92.105(c).

10. Id § 92.105(b).
11. TEX. REV. CIv. STAT. ANN. art. 5256e, § 5(a) (repealed 1983). For the text of § 5(a)
see infra note 22.

12. 594 S.W.2d 488 (Tex. Civ. App.-Dallas 1980, no writ). Johnson v. Huie Properties
was not the first case to mention article 5236e, § 5. In Skyland Developers, Inc. v. Sky
Harbor Assocs., 586 S.W.2d 564 (Tex. Civ. App.-Corpus Christi 1979, no writ), an apartment builder sold an unfinished project to a buyer and contracted to manage the project as
buyer's agent until a designated date when buyer would assume full management. As compensation, seller was to receive "cash flow" from the project, ordinarily calculated as project
income minus project expenses and debt service on the mortgage. Seller counted security
deposits as "income" and refused to turn them over to buyer. Buyer sued and collected the
nonforfeited deposits, which the court said seller received as buyer's agent. Id at 566-67.
The case is not strictly on point for this discussion because the buyer was an "owner" as
described in article 5236e, § 5 during the entire time deposits were received from tenant, and
the case involved interpretation of a management arrangement between a seller and buyer.
13. TEX. PROP. CODE § 92.105(b). See supra text accompanying note 10.
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contrary to the statute and ignores common-law rules that could
have imposed liability on the new owner before the statute was
adopted.
B. Johnson v. Huie Properties
Johnson paid a deposit to Huie Properties (Huie), which then
sold the project during Johnson's tenancy. Johnson surrendered the
premises to the new owner but sued Huie for the deposit. In defense, Huie offered a letter that it wrote to tenants advising them of
the sale and contended that the notification transferred liability to
4
the new owner.'
The Dallas Court of Civil Appeals, reversing the trial court,
held that Huie's letter did not comply with section 5(b) of article
5236e and that Huie was still liable for the deposit. ' 5 The court then
made the unsupported statement that the new owner would not be
liable until it made a proper acknowledgement,' 6 a construction
contrary to the plain language of the statute and unnecessary to the
decision.
Johnson's conceptual victory did him no lasting good. On rehearing, the court held that Johnson's demand letter did not contain
the required forwarding address and affirmed the trial court's judgment for Huie. 17 Johnson v. Huie Properties18 deserves attention because it is the first significant interpretation of article 5236e, section
5 (now Property Code section 92.105) and appears to be wrong in
several respects.
III.

THREE QUESTIONS PRESENTED BY JOHNSON V. HUIE
PROPERTIES

Johnson v. Huie Properties'9 raises at least three questions.
First, was the court correct in assuming that the new landlord is not
liable to existing tenants until it makes a qualifying section
92.105(b) acknowledgement? The Code appears to attach liability
when the new landlord acquires title.
Second, is the old landlord released upon securing a section
14.
15.
16.
17.
18.
19.

594 S.W.2d 488, 489-90 (Tex. Civ. App.-Dallas 1980, no writ).
Id at 490.
Id
Id. at 491.
594 S.W.2d 488 (Tex. Civ. App.-Dallas 1980, no writ).
Id
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92.105(b) acknowledgement from the buyer? A superficial reading
indicates that the section does release the seller, but this result is
such a striking departure from ordinary contract law that it ought
not be accepted lightly. A careful reading indicates that the Code
simply erects an additional barrier to enforcement of any lease
clause that otherwise would substitute the grantee as obligor and
release the former landlord.
Third, is there a conceptual framework for analyzing section
92.105 that is consistent with common sense and common law? Absent a consistent theoretical context, decisions arising under the
Code may have an ad hoc character that will violate both the statute's own policies of tenant protection and ordinary common-law
principles. If, on the other hand, a theory can be developed that
conforms the statutory solution with traditional common law, then
the Code can be interpreted with full benefit of common-law principles. Moreover, the combined solution can be applied directly to
other applicable security deposit situations such as commercial
leases not covered by the Code.
The three questions will be addressed in order.
IV.

WAS THE COURT IN JOHNSON V. HUIE PROPERTIES

CORRECT IN ASSUMING THAT THE NEW LANDLORD IS

NOT LIABLE TO EXISTING TENANTS UNTIL IT
MAKES A QUALIFYING SECTION

92.105(b)

ACKNOWLEDGEMENT?

A. Property Code Section 92.105(a)
In Johnson v. Huie Properties,20 the court focused on the acknowledgement provisions of section 5(b) of article 5236e and
stated: "In the absence of an acknowledgement of responsibility, the
tenant has no cause of action against the new owner because the
deposit was not paid to him. ' ' 21 This statement is not essential to the
decision and could be dismissed as dictum. The court's interpretation of the statute is, however, central to its analysis and should be
taken into account.
Section 92.105(a) declares, as did its predecessor article 5236e,
20.
21.

Id
Id. at 490.
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section 5(a),22 that a grantee becomes obligated to return security
deposits pursuant to the statute upon acquiring title to an occupied
project.23 It does not, despite the court's statement to the contrary,24
restrict liability to grantees who take the further step of acknowledging receipt of deposits pursuant to section 92.105(b). Nor is liability
limited to tenants who pay deposits to that grantee after sale.25
One would suppose that a remedial provision such as section
92.105 would have changed preexisting common law. This may not
be the case. Early English and American law, as well as Texas cases
and statutes, suggest that the section only reaffirms a common-law
obligation based on covenants that run with land, third26party beneficiary law, and a Texas statute dating from the 1800s.
22. TEX. REV. CIv. STAT. ANN. art. 5236e, § 5(a) (repealed 1983). Section 5(a) provides in full:
On cessation of the owner's interest in the premises (whether by sale, assignment,
death, appointment of a receiver, or otherwise), the new owner is liable for the
return of security deposits pursuant to the terms of this Act, from the date title to
the premises is acquired by the new owner. However, this subsection is not applicable to acquisition of title at foreclosure by real estate mortgage lien holders.
Id
The legislative drafters of § 5(a) had access to a 1969 tentative draft of the American
Bar Foundation's Model Residential Landlord-Tenant Code that requires (1) identification
of a fund for deposits at closing and (2) either transfer of the fund to the successor-landlord
or return to the tenants. The Model Code states that the transferee shall have all of the
rights and obligations of a landlord holding the funds as a security deposit "upon receipt of

transferred funds."

AMERICAN BAR FOUNDATION, MODEL RESIDENTIAL LANDLORD-TEN-

CODE § 2-401 (1969). The Texas statute reflects a clear choice not to follow the 1969
draft of the Model Code in that it does not require that funds be identified at closing, and it
imposes liability on the new owner at the time title is acquired.
In its final draft, the Model Code provides in § 2.101(e): "The holder of the landlord's
interest in the premises at the time of the termination of the tenancy is bound by this section." In simpler terms, the final Model Code makes the same choice as the Texas Legislature, namely that the landlord at the time of surrender of the premises is obligated to
account for deposits, regardless of when and to whom they were paid by the tenant. UNIF.
RESIDENTIAL LANDLORD AND TENANT ACT § 2.101(e), 7A U.L.A. 524 (1972).
23. TEX. PROP. CODE § 92.105(a) provides:
If the owner's interest in the premises is terminated by sale, assignment, death,
appointment of a receiver, or otherwise, the new owner is liable for the return of
security deposits according to this subchapter from the date title to the premises is
acquired.
Id
24. 594 S.W.2d at 490.
25. Other provisions of the Code amply impose liability for deposits actually received
by a landlord. See TEX. PROP. CODE §§ 92.103, .104, .109.
26. See generally infra notes 104-25 and accompanying text (discussing the Texas
authorities).
ANT
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The Common Law of Covenants that Run with the Land

As early as the sixteenth century, English courts held that burdens of certain covenants between landlords and tenants could "run
with the land" and bind transferees.2 7 Original parties who covenanted to perform obligations such as rent payment were bound by
privity of contract. Such covenantors continued to be obligated on
their contract, even after they assigned the leasehold, thereby passing privity of estate to a transferee. Transferees of the leasehold
were obligated to perform covenants so long as they held privity of
28

estate with the landlord.
Most early cases on covenants running with land dealt with
tenants' obligations. In 1540, however, the Statute of 32 Henry
V11129 established 30 or confirmed 3' that covenants made by a land27. In Humble v. Oliver, 79 Eng. Rep. 1171 (1594), the lessor conveyed the reversion to
Humble. Oliver, the tenant, assigned the term to Southmead. Humble sued Oliver for rents
due after the assignment. The court held for Oliver, stating that there was no privity of
contract between Oliver and Humble and that Humble's action lay against the assignee,
Southmead, who owned the estate. See L. ELPHINSTONE, COVENANTS AFFECTING LAND
25 (1946); G. MERITON, LANDLORD'S LAW 67 (1665).
28. If, for example, a landlord leased to a tenant who promised to pay rent, the original
tenant was bound by privity of estate to pay rent during his occupancy. L. ELPHINSTONE,
supra note 27, at 25. He was bound by privity of contract for the entire time. Auriol v.
Mills, 100 Eng. Rep. 912 (1790); Barnard v. Goodscall, 79 Eng. Rep. 264 (1612);
L. ELPHINSTONE, supra note 27, at 44. If the tenant assigned the leasehold, the rent obligation attached to the assignee because of privity of estate, and the landlord could recover rent
from the assignee by an action at law. Humble v. Oliver, 79 Eng. Rep. 1171 (1594). An
assignee's obligation that was based only on privity of estate could be terminated if, by
further assignment, the leasehold passed to a subsequent transferee. The assignee could
terminate privity and avoid further liability by assigning even to a prisoner. Taylor v.
Shum, 126 Eng. Rep. 755 (1797). The original tenant's covenant to pay rent was unaffected
by assignment, however, and, absent novation, he remained liable for the entire term by
privity of contract. 100 Eng. Rep. 912 (1790); 79 Eng. Rep. 264 (1612); L. ELPHINSTONE,
supra note 27, at 44.
29. 32 Henry VIII, ch. 34 (1540). See Williams, Restrictions On The Use Of LandCovenants Running With the LandAt Law, 27 TEX. L. REV. 419, 421 (1949) (brief discussion
of the statute).
30. See L. ELPHINSTONE, supra note 27, at 40 (citing Eccles v. Mills, A.C. 360, 371
(1898)). A more surprising feature of early common law is its reluctance to allow transfer of
a legal interest in contract benefits to assignees and grantees. L. ELPHINSTONE, supra note
27, states: "By the common law, the benefit of a covenant affecting land was not assignable.
But completed assignments or an agreement to assign for valuable consideration were recognized by courts of equity .... ." But see J. AMES, LECTURES ON LEGAL HISTORY 102 n.3
(1913) (citing Glover v. Cope, 83 Eng. Rep. 713 (1691); Harper v. Burgh, 83 Eng. Rep. 521
(1677)). Accord Vyvyan v. Arthur, 107 Eng. Rep. 152 (1823). Contra Thrale v. Cornwall, 95
Eng. Rep. 552 (1747); Barker v. Darner, 87 Eng. Rep. 223 (1691).
31.

C. CLARK, REAL COVENANTS AND OTHER INTERESTS WHICH "RUN WITH LAND"

126 (2d ed. 1947).
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lord could run with the reversion and bind successors of the landlord's interest. If they meet the general requirements, the security
deposit covenants can be enforced against project buyers as covenants that run with the reversion.
1. Touch and Concern
Spencer's Case,3 2 decided in 1583, imposed a requirement that
covenants "touch and concern" the land in order to bind transfer-

ees. 33 Does the security deposit covenant "touch and concern" the
land?

The deposit's only legitimate functions are to ensure that the
tenant pays the rent, protects the premises from waste, and performs
32. 77 Eng. Rep. 72 (1583).
33. In Spencer's Case it was decided that a tenant's covenant for himself or his assigns
to build a fence on the leased land did touch and concern the land and therefore bound the
assignee. Id. at 74. There are various definitions of "touch and concern." Spencer's Case
states:
If the lessee covenants for him and his assigns to build a house upon the land of the
lessor which is no parcel of the demise, or to pay any collateral sum to the lessor, or
to a stranger, it shall not bind the assignee, because it is merely collateral, and in no
manner touches or concerns the thing that was demised, or that is assigned over
Id Elphinstone states the test as follows:
A covenant by a lessor with a lessee or by a lessee with a lessor touches or
concerns the demised premises if it requires or restricts the doing to or on the
demised premises of a thing which(i) physically affects the demised premises during the term;
(ii) affects the manner in which the demised premises may be used or enjoyed
during the term;
(iii) relates to the produce of the demised land;
(iv) of itself, without the aid of other circumstances, affects the nature, quality
or value of the demised premises during the term or their value at the end of the
term; or
(v) is beneficial to the lessor as owner of the reversion and in no other capacity.
(4) If a covenant touches or concerns the demised premises, then, unless the
contrary intention is expressed in the lease, if it is a covenant by the lessor, the
benefit runs with the term and the burden runs with the reversion, or, if it is a
covenant by the lessee, the benefit burden runs with the reversion and the burden
runs with the term.
L. ELPHINSTONE, supra note 27, at 30-31.
Compare C. CLARK, supra note 31, at 97. "If the promisor's legal relations in respect to
the land are lessened-his legal interest as owner rendered less valuable by the promise-the
burden of the covenant touches or concerns the land .. ."Id. (citing Bigelow, The Content
of Covenants in Leases, 12 MICH. L. REV. 639 (1914)). Bigelow's test was cited with approval in Westland Oil Dev. Corp. v. Gulf Oil Corp., 637 S.W.2d 903, 911 (Tex. 1982).
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other lease obligations. All of these activities touch and concern the
land. If tenants perceive that their deposits will not be returned by
the landlord to whom the premises are surrendered, then they will
not be encouraged to perform the lease obligations. To the contrary, if tenants realize that they must pursue a former landlord to
recover their deposits, they will be encouraged to breach the rent
covenant and claim the deposit as an offset. Therefore, preserving
the deposit connection between tenants and their current landlord
benefits the reversion by ensuring that the tenants perform their
lease obligations up to the time they surrender their leaseholds.
This function is served only if the current owner of the reversion is
responsible for the deposit. The reversion is actually disadvantaged
by a decision that the covenant to return the deposit does not run
with the land.
2.

Implied from the Landlord and Tenant Relation

English cases after Spencer's Case held that only those covenants that are implied by the landlord and the tenant relationship
can run with the reversion.34 If a landlord receives a performance
deposit from a tenant and the lease does not specifically require that
it be used for ordinary deposit purposes, the landlord is nevertheless
required to account for it. 35 The obligation to account for the deposit is therefore implied from the particular relationship of landlord and tenant and is not a mere express and collateral covenant.
The deposit covenant thus passes the "implied from the relation"
test.
3. Running at Law or Equity
English courts further distinguished between covenants that
run at law and those that run only in equity. If a covenant runs at
law, the court can award a money judgment against the burdened
34. L. ELPHINSTONE, supra note 27, art. 37, at 40, 41 n.3. Covenants that have been
held to run with the reversion include an implied warranty that a furnished house is fit for
habitation. Collins v. Hopkins, 2 K.B. 617, 620 (1923); Harmer v. Jumbil (Nigeria) Tin
Areas Ltd., I Ch. 200 (1921); Browne v. Flower, 1 Ch. 219 (1910); Aldin v. Latimer Clark,
Muirhead & Co., 2 Ch. 437 (1894) (warranty that lessor will abstain from preventing tenant's
use of demised land for the purpose for which it was let). See L. ELPHINSTONE, supra note
27, at 41 n.2.
35. Bay View State Bank v. Liber, 33 Wis. 2d 539, -, 148 N.W.2d 122, 123 (1967).
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party.36 If the covenant runs only in equity, the court may enjoin a
transferee from violating the covenant, 3 but generally will not impose personal liability for damages arising from breach. 38 In England only the landlord and tenant relationship will support
covenants that run with the land at law.39 Enforcement of the security deposit covenant generally imposes personal liability on the
landlord. Because it arises out of a landlord and tenant relationship, however, such liability "at law" meets the standard set by early
English law.
The security deposit covenant appears to meet all of the English courts' requirements for running at law and binding transferees
of the reversion. It "touches and concerns" the land, it is implied
from the landlord and tenant relationship, and it can therefore be
enforced as a covenant running at law. The implications of English
covenant law are clear for Johnson v. Huie Properfies4 -after Huie
conveyed the project, both Huie andhis grantee were obligatedto accountfor Johnson's deposit. Huie was bound by privity of contract
so long as the deposit remained unpaid, and Huie's grantee was
bound by privity of estate so long as it was owner. Nevertheless,
however convincing the case may be that covenants to account for
deposits ought to run with the land, the predominate American authority for sixty years has been that the covenant is collateral and
does not run.
C. American Authorities
1. New York
In a series of cases commencing in 1906, the New York
supreme court concluded that the security deposit obligation is collateral and does not run with the land.4" The court gave no convincing policy reason nor did it cite strong precedent for its decisions.
36. L. ELPHINSTONE, supra note 27, at 69; Rundell, Judge Clark on the American Law
Institute's Law of Real Covenants: A Comment, 53 YALE L.J. 312, 318 (1944).
37. L. ELPHINSTONE, supra note 27, at 2. See Tulk v. Moxhay, 41 Eng. Rep. 1143
(1848). For a detailed discussion of Tulk see L. ELPHINSTONE, supra note 27, at 70-75.
38. Rundell, supra note 36, at 318.
39. L. ELPHINSTONE, supra note 27, at 23 (citing Austerberry v. Corporation of Oldham, 29 Ch. 750, 781 (1885)).
40. 594 S.W.2d 488 (Tex. Civ. App.-Dallas 1980, no writ).
41. E.g., Knutsen v. Cinque, 113 A.D. 677, 99 N.Y.S. 911 (1906) (originating the doctrine); Fallert Brewing Co. v. Blass, 119 A.D. 53, 103 N.Y.S. 865 (1907) (extending Knutsen

to sale of the reversion).
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The cumulative effect of the courts' holdings made the security deposit virtually worthless for a time.
Knutsen v. Cinque42 held that a tenant in admitted breach could
nevertheless recover the full deposit from a former landlord.43 The
court reasoned that the offset could not be litigated because the new
landlord held the right of action for damage to the leasehold. 44 Although Knutsen itself did not decide whether the covenant to account for the deposit ran with the land, it took the unfortunate first
step of separating the deposit's function from accountability for its
return.
Joseph Fallert Brewing Co. v. Blass4 5 extended Knutsen and
held that the burden of the deposit covenant did not run with a sale
of the reversion.' Knutsen had already deprived the deposit of its
primary purpose, thus leaving New York tenants without incentive
to perform lease obligations after a sale of the reversion-their former landlord had to return their deposit regardless of their breach.
Fallert reinforced the holding by making the new landlord a virtual
bystander, without liability or control over the deposit.
In Sanford v. Zimmern, the court held that if both landlord
and tenant sold their respective interests in rented property, the
right to collect the deposit and the obligation to pay it remained
with the original parties. Thus, Sanford left the deposit issue in the
hands of parties no longer interested in maintaining the premises or
performing other lease obligations.48
In 1915 the court, in Mauro v. Alvino,'

9

finally recognized the

42. 113 A.D. 677, 99 N.Y.S. 911 (1906).
43. Id at -, 99 N.Y.S. at 912.
44. Id at -, 99 N.Y.S. at 912. In Knutsen the original landlord counterclaimed, contending that the tenant had failed to surrender the premises in the condition received. In
affirming the lower court's judgment, which allowed the tenant to collect from the original
landlord, the court stated that because the covenant of repair ran with the land, the action in
the counterclaim properly belonged to the original landlord's grantee. Id at -, 99 N.Y.S. at
912.
45. 119 A.D. 53, 103 N.Y.S. 865 (1907).
46. Id at -, 103 N.Y.S. at 866-67.
We have recently held, in Knutsen v. Cinque [that] an action to recover the sum
deposited by the tenant of a lessor who has sold and conveyed the property before
the expiration of the lease . . . was against the original lessor, and this was upon
the theory that the covenant to refund was collateral and did not run with the land.
Id. at -, 103 N.Y.S. at 866-67.
47. 76 Misc. 434, 134 N.Y.S. 1116 (1912).
48. Id at -, 134 N.Y.S. at 1116-17.
49. 90 Misc. 328, 152 N.Y.S. 963 (1915).
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absurdity of New York's rule and acknowledged that the deposit
should somehow be available to the grantee of the reversion. 50
However, it was not until Pollack v. Jackson,5 decided almost
twenty years after the matter was first considered, that the court established a procedure allowing grantees of the reversion to litigate
the issue of forfeiture52 by entering the suit between the tenant and
the original landlord.
In 1935 the New York Legislature changed the status of deposits from debt to trust.5 3 The trust arrangement allows a project seller

to pass deposits to the new buyer as trustee and thereby terminate
the seller's post-transfer liability to tenants. 4 Tenants benefit by
having access to an identifiable fund and clear accountability for
return of their deposits. New owners benefit by obtaining control
over the deposits as trustee and power to forfeit funds to cover tenants' breaches.
The New York cases, all supreme court decisions, were decided
while the state's highest court, the Court of Appeals, was openly
opposed to enforcing affirmative covenants that ran with the land.5
The Court of Appeals departed from that antagonistic position in
1938 in Neponsit Property Owner's Association v. Emigrant Industrial
Savings Bank,56 which upheld the running of a burden to pay various charges for the development of land.57
2.

Michigan

Although several states followed New York's pre-Neponsit
common-law rule that the covenant does not run with the land, 58 the
50. Id at -, 152 N.Y.S. at 964.
51. 124 Misc. 608, 209 N.Y.S. 120 (1925).
52. "If the new owner is entitled to the benefit of the security deposited with his grantor, a multiplicity of actions and motions would be avoided if he were substituted as a de" Id at -, 209 N.Y.S. at 122.
fendant in the place of his grantee ....

53. N.Y. GEN. OBLIG. LAW § 7-103(1) (1978). The landlord places the security deposit
in an account which "shall continue to be the money of the person making such deposit or
advance and shall be held in trust by the person with whom such deposit or advance shall be
Id
made .......
54. Id § 7-105(2). "Any owner or lessee turning over to his grantee... the amount of
such security deposit is hereby relieved of and from liability to the tenant or licensee for the
" Id
repayment thereof ..
55. C. CLARK, supra note 31, at 100 n.22.
56. 278 N.Y. 248, 15 N.E.2d 793 (1939).
57.

Id

at -,

15 N.E.2d at 797.

58. Federated Mortgage Investors v. American Say. & Loan Ass'ns of Calif., 47 Cal.
App. 3d 917, -, 121 Cal. Rptr. 137, 141 (1975); Thibault v. Frechette, 135 Conn. 170, -, 62
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Michigan case of Moskin v. Goldstein 9 held contra, stating that a
grantee of the reversion was obligated to return a security deposit to
the grantor's tenant. 6° The deposit was construed as a continuing
security which passed with the title. When the lease expired, it was
the duty of the new landlord to return to the tenant the money deposited with the grantor to secure performance under the lease. 6'
The Moskin court did not specifically link its holding to the law
6
of covenants running with land; however, a later Michigan court 1
and several commentators 63 have made the theoretical connection.

Michigan now has a comprehensive security deposit statute that requires deposits to be placed in a regulated financial institution or
protected by a bond filed with the Secretary of State. 64
3.

Clark on Covenants

Judge Charles E. Clark in his work on covenants 65 argued that
neither judicial history nor logic justified the highly technical requirements that courts imposed to prevent covenants from running
with land.66 Clark advocated relaxing the restrictions to allow covenants to run.6 7 His test for whether a covenant touched and conA.2d 863, 865 (1948); McDonald's Corp. v. Blotnik, 28 I11.App. 3d 732, -, 328 N.E.2d 897,
900 (1975); Tuteur v. P. & F. Enters., Inc., 21 Ohio App. 2d 122, -, 255 N.E.2d 284, 291
(1970).
New Jersey followed New York's common-law rule with a twist, holding that the deposit is a "pledge" of tenant's money. Kaufman v. Williams, 92 N.J.L. 182, -, 104 A. 202,
203 (1918). New Jersey allowed the former landlord to transfer deposits to the new landlord
and thereby be relieved of future liability to tenants. Id at -, 104 A. at 203; Partington v.
Miller, 122 N.J.L. 388, -, 5 A.2d 468, 471 (1939). In this respect, New Jersey's pledge is
similar to New York's statutory solution of a trust fund for deposits. See N.Y. GEN. OBLIG.
LAW § 7-103(1) (1978).
59. 225 Mich. 389, 196 N.W. 415 (1923).
60. Id at -, 196 N.W. at 416-17. A Wisconsin court, aided by a statute similar to 32
Henry VIII, ch. 34, reached the same result as Moskin. Bay View State Bank v. Liber, 33
Wis. 2d 539, 148 NW.2d 122 (1967). This case is cited to support the proposition that the
covenant runs with the land. RESTATEMENT (SECOND) OF PROPERTY § 16.1, at 131 (Reporters Notes) (1977).
61. 225 Mich. at -, 196 N.W. at 416-17.
62. Plaza Inv. Co. v. Abel, 153 N.W.2d 379 (Mich. Ct. App. 1967).
63.

See C. CLARK, mpra note 31, at 100 n.22; RESTATEMENT (SECOND) OF PROPERTY

§ 16.1, at 131 (Reporters Notes) (1977); Note, Landlordand Tenants-Deposit-Recoupment,
24 COLUM. L. REV. 432, 432 (1924).
64. MICH. STAT. A'N. § 26.1138(l)-.1138(16) (Callaghan 1982).

65.
(1929).
66.
67.

C.

CLARK, REAL COVENANTS AND OTHER INTERESTS WHICH "RUN WITH LAND"

Id, Preface.
Id.
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cerned land was "where the parties, as laymen and not as lawyers,
would naturally regard the covenant as intimately bound up with
the land, aiding the promisee as landowner, or hampering the promisor in a similar capacity." 6 Clark stated outright that the security
deposit covenant ought to run with the reversion, citing Moskin and
listing the New York cases as contra. 69 Clark failed, however, to
persuade the Commission drafting the Restatement of Property to
relax its rules and allow burdens to run easily. 0
4.

Restatement (First) of Property

The Restatement strictly defines the conditions for enforcing
burdens of real covenants on transferees. The conditions are (1) intent by the original parties that the promise run;7 ' (2) observance of
formal contract requirements; 2 (3) privity between the original cov74
enanting parties;73 (4) privity between the promisor and successor;
and (5) a relation of benefit and burden that replaced the touch and
concern test of Spencer's Case.7 5 Moreover, the Restatement imposes a definitional limitation by limiting its rules to promises "respecting the use of land"7 6 and not promises for payment of money.
Finally, the Restatement allows enforcement of affirmative cove68. Id. at 78.
69. Id at 79 n.16d. This position was later supported by Neponsit Property Owners'
Ass'n v. Emigrant Indus. Sav. Bank, 278 N.Y. 248, -, 15 N.E. 793, 798 (1938).
70. As advisor for the American Law Institute's Restatement ofthe Law of Property,
Clark argued against policies that restrict the running of benefits and burdens created by
covenants attached to real property. C. CLARK, supra note 31, at 6-9, 79-83, 137-43. Similar
arguments against restriction of the running of covenants were made by Henry U. Simms,
another advisor and writer on the law of real covenants. See Simms, The Law of Real Covenants: Exceptions to the Restatement ofthe Subject by the American Law Institute, 30 CORNELL L.Q. 1 (1944). See generally C. CLARK, supra note 31, Appendix I-III (additional
arguments by Clark). Rundell, the Restatement reporter, disagreed. He would allow benefits to be transferred freely, but he wanted burdens to run only in strictly defined circumstances. Rundell, supra note 36, at 314-18. Rundell won the bitter fight over Restatement
policy using tactics publicly decried by Clark. C. CLARK, supra note 3 1, at 241-49.
Favoring a free use policy, Rundell believed that any burdens placed on land hamper
its utilization, regardless of whether the burden is a use limitation or a promise to pay
money. See RESTATEMENT (FIRST) OF PROPERTY § 537, comment a (1944). Accordingly,

he steered the Restatement into imposing specific formalistic barriers to impede the running
of such covenants and to promote free use.
71. RESTATEMENT (FIRST) OF PROPERTY § 531 (1944).
72. Id § 532.
73. Id § 534.
74. Id. § 535.
75. Id § 537.
76. Id §§ 530-539.
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nants by imposing an equitable lien on the land as an alternative to
holding the transferee personally liable for breach."
A landlord's promise to account for security deposits ordinarily
meets the Restatement's first four conditions. The New York courts'
difficulty was not with these formal requirements, but with the touch
and concern test.78
The Restatement's touch and concern test (in section 537) provides that when the owner of land has made a promise respecting its
use, the successors in title may be bound if the promisee will benefit
by performance of the promise. 9 The successors may also be bound
if the promise is part of a transaction, the consummation of which
will benefit the promisor.8 0 Regardless, the burden on the land of
the promisor must bear a reasonable relation to the benefit received
by the person benefitted.8s
The policy behind this section is that "succession to the ownership of land ought not to be subjected to the hazards incident to the
running with land of the burden of promises respecting its use, unless there is a compensating benefit in the use or ownership of that
or other land."'8 2 The policy statement supports the running of deposit covenants because deposits benefit the landlord by encouraging tenants to take care of the property and perform other lease
covenants. This effect also brings the promise within the Restatement's touch and concern test.
Courts and the Restatement are more generous in enforcing
land use covenants than affirmative covenants for payment of
money. In its strictest sense, the landlord's covenant to account for
deposits is an affirmative covenant that could be enforced at law by
a personal action for damages. This aspect of the covenant may
have swayed the pre-Neponsit New York court to hold that the covenant is collateral and does not run with the reversion. Thus stated,
does the affirmative promise to account for deposits "respect the use
of land" as required by the Restatement?
The Restatement's "use of land" test is satisfied if a promise to
77. Id § 540.
78. See Joseph Fallen Brewing Co. v. Blass, 119 A.D. 53, -,
(1907) (holding covenant collateral to the land).
79. RESTATEMENT (FIRST) OF PROPERTY § 537 (1944).
80. Id
81. Id
82. Rundell, supra note 36, at 313.

103 N.Y.S. 865, 866
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be enforced is the agreed exchange for a performance that respects
the use of land. S3 The promise to account for deposits is the agreed
exchange for performance which respects the use of land and benefits the promisor as landowner. The performance is the enhanced
care of the leased premises and attention to performance of other
lease covenants. The promise to account for security deposits thus
meets the Restatement's definition of a promise "respecting the use
of land" and can run with the land.
5. Restatement (Second) of Property
Historically, covenants attached to landlord and tenant relationships were allowed to run with the land more readily than those
arising out of other relationships. The Restatement (First)of Property did not separate landlord and tenant cases from other covenant
situations when formulating rules for covenants that run with the
land. It therefore did not grant them their customary favorable
treatment. The Restatement (Second) of Property does separate
landlord and tenant from other cases and states outright that the
security deposit covenant runs with the reversion.84 Presumably, the
covenant is enforceable at law by personal judgment for the amount
of the deposit that is due. The influence of the Restatement (First)
on court decisions is conjectural, and the early New York commonlaw rule still has a strong following. The reporter for Restatement
(Second) admits that the security deposit illustration does not reflect
the weight of case authority,85 but adds that more states commit to it
86
by statute than to the contrary New York rule.
Any court that is not bound by statute or precedent ought to
look well beyond the early New York cases in deciding whether the
deposit covenant runs with the land. Even if a court decides that the
covenant does not run, the matter is not finally settled against tenants. In most sale transactions tenants can resort to third party beneficiary law to establish a parallel and independent basis for
recovering deposits against successor landlords.
83.

RESTATEMENT (FIRST) OF PROPERTY

§ 530 (1944). The Restatement's closest ex-

ample is a landowner's promise to pay a stipulated rate for irrigation water supplied to a
tract of land. This promise is said to meet the "use of land" test and provides an analogy for
the case of deposits. Id. § 537 (comments).
84. RESTATEMENT (SECOND) OF PROPERTY § 16.1, illustration 13, at 119-20 (1977).
85. Id at 129 (reporter's note).
86. Id. at 128 n.2.
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Tenants as Third Party Beneficiaries of Project Buyers'
Promises to Account for Deposits

If project buyers expressly promise to discharge the seller's obligation to account for deposits, then tenants acquire separate and
independent contract actions against the buyer of their project as
creditor third party beneficiaries. 87 Project sellers know that they
are obligated to tenants for their deposits and want to avoid continuing liability to tenants after the sale. Therefore, as a matter of self
interest, sellers will bargain for buyers to promise to account for deposits owed to existing tenants,88 thereby presenting a classic third
party beneficiary arrangement.
Tenants are creditors of a promisee (seller) who extracts a promisefrom apromisor(buyer)to dischargea debt that the promisee owes

to a thirdparty (tenant). The seller and buyer have privity of contract and the seller can enforce the buyer's promise on that basis.
Tenants, however, are not privy to the contract, and in English contract law they cannot enforce the buyer's promise even though they
benefit from its performance.89 In the United States, however, donee and creditor third party beneficiaries can enforce such promises
even though they do not have strict contract privity.9 ° If, therefore,

a buyer of an occupied project promises the seller to discharge the
deposit obligation to existing tenants, those tenants can sue the

buyer directly to enforce the promise.9

Tenants who are benefi-

87. A. CORBIN, CORBIN ON CONTRACTS § 774 (1951). See generally id. §§ 772-855
(comprehensive discussion of third party beneficiary law).
88. A review of early New York cases indicates that the parties attempted to settle their
obligations in this manner. In Cohen v. Bims, 170 N.Y.S. 560 (App. Div. 1918), the court
implicitly recognized applicability of the third party beneficiary analysis by stating:
There is no evidence in the record that defendant agreed with her grantor to pay
this deposit, either to the plaintiff or any other person. Nor is there any evidence
that she promised either her grantor, or the plaintiff, or any other person, that she
would pay this deposit to plaintiff. The facts do not bring the case within the principle laid down in Lawrence v. Fox, and the long line of cases following the principle established therein.
Id. at 561. See also Bozzuffi v. Darrieusecq, 210 N.Y.S. 455 (Sup. Ct. 1925); Alvord v.
Banfield, 85 Or. 49, 166 P. 549 (1917) (each case concerning express contract provision is sale
making purchaser liable to tenant).
89. See A. CORBIN, supra note 87, § 836. Corbin acknowledges the formal statement
that England does not permit third party recovery, but describes alternate theories that permit similar results. Id. §§ 836-855.
90. Lawrence v. Fox, 20 N.Y. 268 (1859). See J. MURRAY, MURRAY ON CONTRACTS
§ 278 (1974) (brief history of early American third party beneficiary law).
91. Alvord v. Banfield, 85 Or. 49, 166 P. 549 (1917).
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ciaries of project buyers' promises therefore need not rely on the law
of covenants running with the land to hold the buyer responsible for

their deposits.

I To recover on third party beneficiary theory, tenants must show
either an express or an implied promise. Conversely, if a project
sale arrangement negates liability, tenants have no action as third
party beneficiaries.92 An express negation of third party beneficiary
liability does not, however, disable tenants from holding buyers of
their project liable for breach of the parallel covenant running with

the land or liability imposed by statute.93
When a project buyer neither expressly assumes nor negates liability for deposits, tenants can argue that the buyer ought to be
held to an implied promise to assume the deposit obligation. 4 Most
92. A. CORBIN, supra note 87, § 779J; RESTATEMENT (SECOND) OF CONTRACTS §§ 302,
304, 309 (1979). Cf U.C.C. § 2-318 (1983) (third party beneficiaries of express or implied
warranties).
93. The tenants, not the landlord, hold the right to enforce the covenant to return the
rents. The landlord therefore has no power to release tenants' rights that arise from a covenant that runs with land. Any grantee who takes with notice of a covenant that runs with
land is obligated to those persons who hold the benefitted estate. See Williams, Restrictions
on the Use of Lands. Equitable Servitudes, 28 TEX. L. REV. 194, 199, 221-22 (1949).
94.

Contract law supports this argument.

RESTATEMENT (SECOND) OF CONTRACTS

§ 328 (1981) states:
(1) Unless the language or the circumstances indicate the contrary, as in an
assignment for security, an assignment of "the contract" or of "all my rights under
the contract" or an assignment in similar general terms is an assignment of the
assignor's rights and a delegation of his unperformed duties under the contract.
(2) Unless the language or the circumstances indicate the contrary, the acceptance by an assignee of such an assignment operates as a promise to the assignor to
perform the assignor's unperformed duties, and the obligor of the assigned rights is
an intended beneficiary of the promise.
Caveat: The Institute expresses no opinion as to whether the rule stated in
Subsection (2) applies to an assignment by a purchaser of his rights under a contract for the sale of land.
Id
This provision was carried forward from RESTATEMENT (FIRST) OF CONTRACTS § 164
(1932). SIMPSON ON CONTRACTS 355 (1954) states that the Restatement position is a minority rule, citing in support of the Restatement, Imperial Ref. Co. v. Kanotex Ref. Co., 29 F.2d
193 (8th Cir. 1928); Wightman v. Spofford, 56 Iowa 145, 8 N.W. 680 (1881); C.H. Little Co.
v. Caldwell Transit Co., 197 Mich. 481, 163 N.W. 952 (1917); Corvallis & A. R. R. Co. v.
Portland E. & E. Co., 84 Or. 524, 163 P. 1173 (1917); Blue Star Navigation Co. v. Emmons
Coal Min. Corp., 276 Pa. 352, 120 A. 459 (1923). See also Grismore, Is the Assignee of a
Contract Liablefor the Non-Performance ofDelegated Duties?, 18 MICH. L. REV. 284 (1920).
Generally, when land is conveyed "subject to" an outstanding mortgage debt, courts do
not imply a promise by the grantee to discharge the debt. Langel v. Betz, 250 N.Y. 159, -,
164 N.E. 890, 891 (1928); San Antonio Loan & Trust Co. v. Rabb, 155 S.W.2d 981, 982-83
(Tex. Civ. App.-San Antonio 1941, writ ref'd w.o.m.). Tenants can reasonably argue that
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sales of occupied rental property provide ample grounds for implying a promise by the buyer. For example, most grantors expect that
grantees will handle deposit claims after the property is conveyedan expectation that grantees ordinarily share. Grantees benefit from
administering deposits owed to existing tenants, using them as leverage to require those tenants to comply with their leases. Moreover,
the deposit obligation is a modest burden for most project buyers
because they routinely replace refunded deposits with new deposits
paid by arriving tenants. These expectations are so strong that if, in
a routine transaction, a project buyer fails to assume the obligation
to account for deposits owed to existing tenants, there is a strong
likelihood that the seller and buyer overlooked the matter, or that
the seller, buyer, or both are trying to avoid paying the tenants' just
claims.
7.

A Tenants' Lien to Secure Repayment of Deposits

The Restatement (First)of Property sought to formulate general
rules for covenants that run with land. It emphasized covenants
(such as land use restrictions) that run in equity and did not focus
on lease covenants that run with the land at law. Covenants that
run only in equity are ordinarily enforced by injunction or by imposition of a lien on the affected land. Equitable enforcement rarely
mortgage assumption rules should not apply. The mortgage debt is secured by a hen on the
land, and the mortgagor's personal liability is often lightly regarded. Under the circumstances, there is little lost in giving the grantee the benefit of the doubt and refusing to
impose liability. Tenants, on the other hand, have no recognized claim in the land itself and
are generally restricted to a personal contract claim. Moreover, a grantee who has taken a
conveyance "subject to" a mortgage debt has some financial pressure to pay the debt or lose
the land. Project grantees who refuse to return deposits risk tenants' ill will, but they do not
stand to lose the project. Parties can have legitimate reasons for structuring a land conveyance "subject to" a debt without assumption, but there is seldom a legitimate reason for
making an outright sale of income producing property without obligating the grantee to
honor deposit claims. Finally, a conveyance of mortgaged land does not particularly disadvantage a mortgagee, but conveyance of a project to a grantee who denies liability for deposits greatly diminishes tenants' ability to recover their money.
The fact that mortgagees are seldom disadvantaged by conveyances "subject to" the
debt and can protect themselves by appropriate provisions in their mortgages may have kept
courts from looking beyond their formally structured transaction to determine whether an
assumption promise ought to be implied. Because these reasons do not apply to the residential security deposit transaction, courts could well examine whether a promise ought to be
implied from the facts if none is made expressly.
Implied promise law, at best, gives tenants a presumption of assumption of liability by
the grantee. Contract liability can be negated by express agreement, and if grantor and
grantee so provide tenants have no claim as third party beneficiaries.
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imposes direct personal liability for damages on the defendant. An
action to enforce the security deposit covenant may, on the other
hand, seek to impose personal liability on the grantee for money due
the tenant. The Restatement's focus on nonlease situations left this
aspect of deposit covenant enforcement relatively unclarified.
Restatement section 540 authorizes imposing an implied equitable lien on burdened land as an alternative to holding a successor in
title personally liable for breach of a covenant that runs with the
land. 95 The Restatement lien presumably can apply to security deposit covenants. Assuming the security deposit obligation is enforceable as a lien on the land, certain priority problems present
themselves.
For ordinary priority purposes the Restatement's lien could attach at three possible points in time: (1) when the tenant secures
judgment against the landlord for a deposit, (2) when the landlord
wrongfully refuses to return a deposit, and (3) when the tenant pays
the deposit to the landlord. Recognition of any tenants' lien will
play havoc with mortgage financing of any leased and occupied
project. 96
95. RESTATEMENT (FIRST) OF PROPERTY § 540, comment c (1944); Rundell, supra note
36, at 320-21.
Clark and Rundell sharply disagreed about imposing personal liability on a transferee
who breached a covenant running with the land. C. CLARK, supra note 31, at 223-26, 265
n.4; Rundell, supra note 36, at 319-26. Rundell was willing to hold parties who had agreed
to assume liability (persons obligated by privity of contract) personally liable, but not those
who were bound only by privity of estate. Clark, on the other hand, advocated imposing
personal liability for breach of a covenant on any transferee who held privity of estate.
Clark's approach treats covenants that traditionally run only in equity as if they ran at law.
This outcome is not unusualfor lease covenants, but, according to Rundell, it is inappropriate

for covenants generally. Rundell argued that if the landowner did not promise to perform
the covenant, liability for breach of the covenant ought to be limited to the covenantor's
interest in the land itself. According to Rundell, a covenantee may recover judgment awarding damages for breach that is enforced by imposing an equitable lien on the burdened land.
Rundell believed that the covenantee should not, however, obtain personal judgment against
a defendant whose only connection with the covenant is privity of estate through acquisition
of the burdened title. Rundell, supra note 36, at 318-22. Restatement § 540 clearly adopts
Rundell's position.
96. If the lien arises only when the tenant secures judgment for the landlord's breach,
then the lien is simply an alternative enforcement device that does not add appreciably to

the complexities of project title. It would be subordinate to existing mortgage liens and take
priority at roughly the same time that any other judicially derived lien would attach.
If the lien arises when the landlord breaches, however, it can cause title problems. The
lien could not be discovered by a search of county records because residential leases are not
ordinarily recorded. The undisclosed lien would, however, take priority over subsequent
mortgagees or purchasers who do not have bona fide purchaser status. RESTATEMENT
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If a lien is engrafted onto the reversion, then landlords and
their mortgagees will try to negate it by contrary provisions in the
lease contracts. Commercial tenants sometimes protect their deposit
priority by imposing a lien on the reversion by an express lease provision.97 Landlords and tenants can negate a tenant's lien by specific contract unless the negation amounts to unconscionable
contract advantage.9"
The Restatement's lien, if applied to security deposits, makes
§ 540, comment e (1944). A good faith purchaser or mortgagee is not
likely to know about such breaches when purchasing a lien or conveyance. The landlord's
breach ordinarily occurs when the tenant leaves, so the tenant could not claim benefit of
notice through possession of property. Although troublesome, a lien that arises when the
landlord breaches would not be as pernicious as the next alternative: that the lien arises
when the tenant makes the deposit.
If a lien arises in favor of the tenant when the deposit is handed over, then the landlord's title is always subjected to as many liens as there are tenants with security deposits
outstanding. Moreover, these liens cannot be discovered by a search of the public record
(unless the particular state requires recordation of long term leases, see Toupin v. Peabody,
162 Mass. 473, 39 N.E. 280 (1895)), and tenants' possession under their leases imparts notice
of their lien to all purchasers and mortgagees who take interests in the landlord's title. Galley v. Ward, 60 N.H. 331 (1880). Under such circumstances the landlord could never convey
or mortgage title free of the tenants' collective liens absent a specific release from them.
A tenant holding a deposit lien can presumably foreclose against an owner of the reversion who does not pay the tenant's claim for return of the deposit. The foreclosure sale will
pass title to the reversion subject only to liens that hold priority over the tenant's claim.
Rundell, supra note 36, at 321-22. Any owner of the reversion can, of course, extinguish the
lien by accounting for the deposit prior to the foreclosure sale.
At the enforcement stage following judgment, the tenant's lien may not add much to the
tenants' arsenal. For example, if a tenant secures judgment against a landlord for return of a
security deposit, and if the landlord does not satisfy the judgment, the tenant can record the
judgment and establish a lien on the landlord's interest in the project. If the landlord does
not pay, the tenant can have the property sold to satisfy the judgment.
The tenants' lien for deposits provides an intriguing weapon when the interests of other
parties, such as subordinate mortgage lien holders, are considered. If a tenants' lien attaches
to the landlord's title when deposits are made, that lien has priority over later mortgage liens
created by the landlord. The tenants' lien would continue in the event of foreclosure and
bind the land in the hands of a purchaser at foreclosure of a subordinate mortgage lien.
Mortgage lenders will object to any interest that does not appear of record yet takes
priority over their lien. Their most frightening prospect is that a tenant could foreclose a
security deposit lien and extinguish an otherwise valid but subordinate mortgage lien. For
the mortgagee, personal obligation to return security deposits is a minor issue when compared with the loss of lien priority and risk of foreclosure by a senior lien. It is ironic that
Rundell's attempt to save successors in title from relatively painless personal liability could
cause them far greater trouble by creating vexatious liens that cannot be discovered by a
record title search, but that are binding because the tenants' possession of the premises gives
notice of their claim.
97. M. FRIEDMAN, PREPARATION OF LEASES'90 (1962); Anderson, The Mortgagee
Looks at the Commercial Lease, 10 U. FLA. L. REV. 484, 487 (1957).
98. A. CORBIN, supra note 87, § 128.
(FIRST) OF PROPERTY
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the land itself stand good for the deposits. So long as the dispute
involves only the landlord and the tenants, this is no more burdensome than personal liability. But when the practicalities of mortgage finance are considered, the tenant's lien becomes more
complex. Mortgage lenders demand priority over troublesome liens
that might threaten their security interests. Leased and occupied
projects could therefore become virtually unmortgagable. Technically, the landlord could clear title for a subsequent mortgagee by
negotiating a subordination by tenants99 or by repaying the deposits.
The impracticality of this requirement indicates that from the standpoint of economic efficiency, the value of such a lien to tenants is
not worth the disruption that it could cause the apartment finance
market. 1o

Section 540 does not appear to have been widely adopted.''
Arguably, a lien is not needed to protect tenants if the deposit covenant runs at law and imposes personal liability on the transferee.
Nevertheless, the' lien for deposits is an intriguing (though potentially troublesome) device for enforcing the security deposit
obligation.
8. An Uncertain Common-Law Conclusion
The common-law cases pit the New York common-law rule
that the covenant is collateral and does not run with the land against
the Michigan rule that the covenant does run with the land. The
case law favors the New York position, but commentary and statutes indicate a clear trend toward placing status liability on the owner of the reversion. 0 2 The deposit covenant meets the Restatement
(First)'s strict test for running with the land, and it could be enforced as a lien on the reversion. The Restatement (Second) of Property states outright that the covenant runs with the land and
presumably can be enforced by personal judgment against the owner of the reversion.
Successors in title who promise to account for deposits are liable to tenants as third party beneficiaries of the promise. The third
99.

For an example of a subordination clause, see N.

KRLANZDORF, BUSINESS AND LE-

GAL PROBLEMS OF SHOPPING CENTERS 2D 44-45 (1970); Anderson, supra note 97, at 493-94.
100. See supra note 96.
101. A modest search of Restatement citations revealed Orchard Homes Ditch Co. v.
Snavely, 117 Mont. 484, 159 P.2d 521 (1945).
102. See supra text accompanying notes 85-86.
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party principle could reasonably be expanded to cover cases where a
promise can be reasonably implied.
D. Texas Authorities
No Texas cases appear to have decided the security deposit issue before article 5236e was passed. An examination of Texas authority indicates, however, that the court in Johnson v. Huie
Properties'3 assumed all too quickly that, even without statutory
resolution, a buyer of an occupied apartment project is not liable to
account for existing tenants' deposits.
1. Covenants that Run with Land
Texas courts have adopted most conventional legal traditions
concerning covenants that run with land.l°4 Cases uphold the running of land use covenants,10 5 covenants to provide electric and
water service, ° 6 covenants to maintain party walls, 10 7 covenants to
pay for irrigation water, 0 8 and covenants to pay rent. 10 9 However,
few cases deal directly with covenants running with the reversion.
Hazlewood v. Pennybacker" held that a lessor's covenant to
reimburse a tenant for improvements ran with the reversion and
bound the lessor's heirs."I Reserve Life Insurance Co. v. Texas Employees Insurance Association"2 held that a similar covenant ran
with the land and bound a grantee of the reversion who took title
103. 594 S.W.2d 488 (Tex. Civ. App.-Dallas 1979, no writ).
104. See generally Williams, supra note 29 (discussing covenants that run with the land).
105. E.g., Collum v. Neuhoff, 507 S.W.2d 920 (Tex. Civ. App.-Dallas 1974, no writ).
See Williams, Restrictions on the Use of Lands: Equitable Servitudes, 28 TEX. L. REV. 194,
199 (1949).
106. E.g., Hines v. Parks, 128 Tex. 289, 96 S.W.2d 970 (1936).
107. E.g., Jones v. Monroe, 288 S.W. 802 (Tex. Comm'n App. 1926, holding approved);

McCormick v. Stoneheart, 195 S.W. 883 (Tex. Civ. App.-Amarillo 1917, writ ref d).
108. Ball v. Rio Grande Canal Co., 256 S.W. 678 (Tex. Civ. App.-San Antonio 1923,
no writ).

109. Stark v. American Nat'l Bank, 100 S.W.2d 208 (Tex. Civ. App.-Beaumont 1937,
writ ref'd); Marathon Oil Co. v. Rone, 83 S.W.2d 1028 (Tex. Civ. App.-Fort Worth 1935,
writ ref'd); Waggoner v. Edwards, 83 S.W.2d 386 (Tex. Civ. App.-Amarillo 1935, writ
refd); Johnson v. Neeley, 36 S.W.2d 799 (Tex. Civ. App.-Waco 1931, writ dism'd).
The Texas position that an assignee of a leasehold is responsible for rent to the end of
the term regardless of further assignment, e.g., 83 S.W.2d at 388, imposes a burden much
greater than the conventional rule exemplified by the holding in A.D. Julliard & Co. v.
American Woolen Co., 69 R.I. 215, 32 A.2d 800 (1943).
110. 50 S.W. 199 (Tex. Civ. App. 1899, no writ).
111. Id. at 201.
112. 252 S.W.2d 973 (Tex. Civ. App.-El Paso 1952, writ refd n.r.e.).
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subject to the lease. 3 Reserve Life downplayed the lack of expressed intent to bind successors by stating that the "parties intended to stipulate [that] the covenant to purchase should run with
the land."' " 4 The Texas Supreme Court in Blasser v. Cass" 5 held
that a covenant to pay a real estate commission based on lease renewals negotiated by a broker could not run with the land even
though the commission contract purported to bind the lessor's assigns, successors, and heirs." t6 The court quoted verbatim Restatement (First) section 537 and its policy favoring free use of land in
holding that the covenant did not meet the Restatement (First)'s
touch and concern test." 17
The Blasser court noted that the covenant benefitted a broker
who had no interest in the land."1 8 This objection may concern lack
of privity more than the touch and concern requirement, but it does
not in any event preclude the deposit covenant from running."'

The Blasser covenant fails the Restatement (First) test because paying a commission on renewals does not produce a physical benefit to
the promisor as required by section 537. 120 Financial benefit alone
does not satisfy section 537. 2I The security deposit covenant, in
contrast, produces a qualifying physical benefit by 22enhancing tenants' care and preservation of the leased premises.
Subsequent cases follow Blasser in holding that covenants to
pay brokers' commissions do not run with the land, 23 but Blasser
113.
114.

Id at 975-76.
Id. at 976.

115. 158 Tex. 560, 314 S.W.2d 807 (1958).
116. Id at-, 314 S.W.2d at 809.
117. Id at -, 314 S.W.2d at 809.
118. Id at-, 314 S.W.2d at 809.
119. Westland Oil Dev. Corp. v. Gulf Oil Corp., 637 S.W.2d 903, 911 (Tex. 1982) (refers
to Blasser as supporting privity of estate).
120. RESTATEMENT (FIRST) OF PROPERTY § 537, comment g (1944).
121. Id comment f.
It is not enough that the income from it is increased by virtue of [the promise].
Thus a promise that land of the promisor will not be so used as to compete with a
business carried on upon the land of the promisee does not so affect the land of the
promisor that it can be made to run with it.
Id
122. See supra text accompanying note 83.
123. Davley v. First Nat'l Bank, 565 S.W.2d 346 (Tex. Civ. App.-Fort Worth 1978, writ
ref'd n.r.e.); Tobin v. J.D. Blanton Constr. Co., 392 S.W.2d 881 (Tex. Civ. App.-Texarkana
1965, writ ref'd n.r.e.); Foster v. Wagner, 343 S.W.2d 914 (Tex. Civ. App.-El Paso 1961,
writ ref'd n.r.e.).
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has not been extended beyond that point. 2 4 Blasser's acceptance of
the Restatement (First) rule is consistent with holding that the deposit covenant runs with the land. If Texas courts maintain their
Restatement (First) allegiance and adopt Restatement (Second)'s
125
rule, they should find that the covenant runs with the reversion.
2. Article 5236 (now Texas Property Code section 92.004)
An early Texas statute provides an additional basis for holding
26

that the grantee of the reversion is bound to the deposit covenant. 1

Article 5236, dating from 1876, provided in part: "Should the landlord, without default on the part of the tenant or lessee, fail to comply in any respect with his part of the contract, he shall be
responsible to said tenant or lessee for whatever damages may be
sustained thereby ....
Codified as section 91.004,128 the statute places status liability
on the "landlord" without limitation to the original contracting lessor. If the statute applies to whoever owns the reversion, whether
original lessor or successor, then it makes a strong case that all lease
covenants run with the reversion in Texas. Accordingly, grantees of
the reversion may have been obligated to account for security deposits long before passage of section 92.105. Section 91.004 applies
to residential and nonresidential leases and provides a parallel basis
for holding grantees liable on deposit covenants.
Rumbold v. Adcock ' 29 applied the remote predecessor of section
91.00411° to bind a grantee of a reversion to perform the original
lessor's promise to pay a tenant for improvements on the leased
land.' 3 ' This appears to be totally analogous to the deposit cove124. The case was cited in Collum v. Neuhoff, 507 S.W.2d 920, 923 n.2 (Tex. Civ.
App.-Dallas 1974, no writ) and Norwood v. Davis, 345 S.W.2d 944, 951 (Tex. Civ. App.Austin 1961, no writ) (Hughes, J., concurring).
125. Seesupra text accompanying notes 71-77. Texas courts may also impose a requirement that to run with the land at law, a covenant must refer to something in esse (in existence). See authorities cited in Terkel, Reciprocal Agreements in Shopping Center
Developments, 14 ST. MARY's L.J. 541, 559 n.72 (1983). The deposit covenant refers to a
leasehold estate and to premises, both of which exist at the time the covenant is made and
that continue in existence until demand is made for return of the deposit.
126. TEX. REV. Civ. STAT. ANN. art. 5236 (Vernon 1962) (repealed 1983).
127. Id.
128. TEX. PROP. CODE § 91.004.
129. 193 S.W. 415 (Tex. Civ. App.-Amarillo 1917, no writ).
130. Rumbold applied article 5488 which was subsequently subsumed in article 5236,
now TEX. PROP. CODE § 91.004.
131. 193 S.W. at 416.
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nant. Article 5236 did not help the broker in Blasser because it operated only in favor of tenants-not real estate brokers.
3. Tenants as Third Party Beneficiaries in Texas
Texas courts follow traditional rules concerning third party
beneficiary recovery.' 32 Blasser indicates that the broker could have
recovered as third party beneficiary if the grantee of the reversion
had assumed the grantor's obligation to pay the commission on renewals. 3 3 Texas courts do not easily imply third party beneficiary
promises absent a grantee's promise to assume the grantor's obligations. For example, Texas follows the general rule that a conveyance of land subject to an existing mortgage debt does not imply
grantee assumes personal liability for discharging the
that the
34
debt.'
An argument can be made that Texas has injected implied third
party beneficiary law into the traditional law of covenants running
with the land. Outside Texas, if a tenant assigns an unexpired leasehold to an assignee, the assignee is obligated to pay rent only by
privity of estate absent an assumption of the rent obligation.' 35 If
the assignee transfers the leasehold, then privity of estate is terminated and the first assignee's liability for future rents ends.' 36 Texas
courts have held, however, that the assignee remains liable for rents
that accrue until the end of the term, regardless of further
assignment. 131
The Texas rule is inconsistent with the common law of covenants running with the land. It is, however, consistent with a theory
that, by accepting assignment of an unexpired term without an express disclaimer, the assignee impliedly promises to carry out the
assignor's total rent obligation. Under this analysis, the landlord is
132. See generally Hildebrand, Contractsfor the Benefit of Third Partiesin Texas, 9 TEX.
L. REV. 125 (1931) (discussing Texas case law on this point).
133. Blasser v. Cass, 158 Tex. 560, 562, 314 S.W.2d 807, 809 (1958).
134. Eddy v. Hinnant, 82 Tex. 354, 18 S.W. 562 (1891).
135. A.D. Julliard & Co. v. American Woolen Co., 69 R.I. 215, -, 32 A.2d 800, 803
(1943).
136. Id. at -, 32 A.2d at 803.
137. Evons v. Winkler, 388 S.W.2d 265, 273 (Tex. Civ. App.-Corpus Christi 1965, writ
refd n.r.e.); Stark v. American Nat'l Bank of Beaumont, 100 S.W.2d 208, 211-12 (Tex. Civ.
App.-Beaumont 1936, writ refd); Marathon Oil Co. v. Rone, 83 S.W.2d 1028, 1030 (Tex.
Civ. App.-Fort Worth 1935, writ refd); Speed v. Jay, 267 S.W. 1033, 1035 (Tex. Civ.
App.-Amarillo 1924, no writ); Jackson v. Knight, 194 S.W. 844, 845-46 (Tex. Civ. App.Amarillo 1917, writ refd).
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third party beneficiary of an implied contract promise and can recover the rent regardless of termination of privity of estate. The
implied assumption analysis is consistent with the Restatement (Second) of Contracts and Uniform Commercial Code's presumption
that assignees of unexecuted contracts accept delegation of unperformed duties as well as the transfer of benefits. 38 Moreover, the
outcome is probably more in line with the parties' actual expectations concerning performance than the traditional rule. Thus, Texas
cases may talk in terms of covenants running with the land while
applying third party beneficiary law.
4. A Tenant's Lien in Texas
A Texas case, Ball v. Rio Grande Canal Co. ,'I was relied on to
support the Restatement (First) position that a lien on burdened
property provides a satisfactory alternative to holding the successor
in title personally liable for failure to perform a covenant running
with the land."4 In Ball the parties, by express agreement, created a
lien to ensure payment for irrigation water supplied to the affected
land. 14 1 The court held that the contractual lien ran with the land
and bound a later grantee. 142 Ball does not deal directly with an
implied lien, but the Restatement (First)would permit courts to imply such liens
by operation of law to enforce covenants running with
143
the land.
Texas courts imply equitable liens in a variety of situations.
Courts grant unpaid grantors implied vendor's liens to secure payment of the purchase price for land. 144 Vendees who pay part of the
purchase price for land prior to conveyance acquire an implied vendee's lien on the vendor's title. 45 Money lenders who advance
money on an understanding that they will receive a mortgage acquire an equitable lien on the debtor's land. ' 46 Husbands and wives
138. U.C.C. § 2-210(4) (1978); RESTATEMENT (SECOND) OF CONTRACTS § 328 (1981).
139. 256 S.W. 678 (Tex. Civ. App.-San Antonio 1923, writ ref'd).
140. Rundell, supra note 36, at 321.
141. 256 S.W. at 679.
142. Id. at 682.
143. RESTATEMENT (FIRST) OF PROPERTY § 540 (1944).
144. White, Smith & Baldwin v. Downs, 40 Tex. 225 (1874); Manz v. Johnson, 531
S.W.2d 934 (Tex. Civ. App.-Fort Worth 1976, no writ).
145. Galbreath v. Reeves, 82 Tex. 357, 360, 18 S.W. 696, 697 (1891); Scott v. Roberts,
230 S.W.2d 322, 324 (Tex. Civ. App.-El Paso 1950, no writ).
146. Richardson v. Washington, 88 Tex. 339, 344-45, 31 S.W. 614, 615-17 (1895); Dillard
v. Dillard, 341 S.W.2d 668, 672 (Tex. Civ. App.-Austin 1961, writ ref d n.r.e.).
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acquire equitable charges for reimbursement when community
property is used to improve one spouse's separate property. 47 Victims of fraud may trace their property and impose an equitable lien
on the villain's ill-gotten acquisitions. 148
Texas courts' willingness to impose equitable liens may be
transferable to the deposit setting. If so, then the lien may be worth
more to tenants than the personal liability imposed by section 5(a).
5. A Statutory Lien Under Section 91.004 (formerly Article

5236)
Section 91.004(b) imposes a tenants' lien on "the landlord's

nonexempt property in the tenant's possession and on the rent due
to the landlord under the law."' 49 This lien secures tenants' claims
for damages arising out of landlords' breaches. If the lien applies to
ordinary apartment tenants, then tenants with deposit claims acquire a statutory lien on the apartment project that they possess.
This would provide a powerful tool for tenants seeking to enforce
claims against landlords. 50
147. Welder v. Lambert, 91 Tex. 510, 526, 44 S.W. 281, 286 (1898).
148. Williams v. Greer, 122 S.W.2d 247, 248 (Tex. Civ. App.-Dallas 1939, no writ);
Jacks v. Manning, 297 S.W. 588, 591-92 (Tex. Civ. App.-Austin 1927, no writ); Boyd v.
Jacobs, 6 Tex. Civ. App. 442, 445-46, 25 S.W. 681, 682-83 (Tex. Civ. App. 1894, no writ).
149. TEX. PROP. CODE § 91.004(b).
150. Rumbold v. Adcock, 193 S.W. 415 (Tex. Civ. App.-Amarillo 1917, no writ), refers
to the lien portion of the statute. No further citation on point was discovered in the annotated statutes.
Aggressive use of the tenants' lien could have stunning consequences. The tenants' lien
is not limited to situations in which the landlord is guilty of present breach. Accordingly,
tenants can claim that the lien attaches when security deposits are handed over and that it
continues until deposits are fully accounted for. The statute does not declare that the lien is
lost when the tenant relinquishes possession of the property. A landlord's lien was extended
to tenant's fixtures that were removed from the property and sold to a purchaser in Webb v.
Bergin, 38 S.W.2d 841 (Tex. Civ. App.-Waco 1931, writ dism'd). The applicable landlord's

lien statute (article 5238) provided that the lien would continue so long as the tenant occupies the property and for one month thereafter. TEX. PROP. CODE § 91.004(b) has no such

limitation. Tenants long since departed can therefore claim a lien for unpaid deposits. It is
not clear whether the Code's tenants' lien is legal or equitable in nature. If equitable, then it
is subject to extinguishment under the bona fide purchase doctrine if legal title is conveyed
to a good faith purchaser (or mortgagee) for value without notice of the lien. See RESTATEMENT (FIRST) OF PROPERTY § 540 (1944). However, Rumbold v. Adcock, 193 S.W. 415,416

(Tex. Civ. App.-Amarillo 1917, no writ), held that a tenant's possession of the land under
lease gave notice to a grantee of all of the tenant's rights under the statute. Tenants in
possession of apartments would therefore be protected from good faith purchasers' claims.
If the lien at law (statutory) then it could bind the property in the hands of a good faith
purchaser, even after the tenant relinquishes possession of the property. Webb v. Bergin, 38

TEXAS TECH LAW REVIEW1

[Vol. 15:549

Taylor v. Brennan 5 ' illustrates how tenants could use such a
lien to their advantage. Brennan sold an occupied project to Taylor,
who executed a mortgage back to Brennan for part of the purchase
price. Upon Taylor's default, Brennan foreclosed and bought the
project back at the foreclosure sale.1 2 The court assumed that absent a specific contract provision Brennan, as foreclosing mortgagee,
was exempt from article 5236e, section 5(a)'s obligation to honor
tenants' deposit claims. 5 3 Apparently this exemption would include
claims by Brennan's original tenants who paid their deposits directly
to him.
If the tenants in Taylor held a tenants' lien under section
91.004(b) when Brennan's mortgage lien was created, then they
would possess a security interest in the reversion that carried priority over Brennan's mortgage lien. Brennan's foreclosure would not
affect their priority.'54 Even more frightening for Brennan is if the
tenants foreclosed their lien, title would pass at their foreclosure sale
free of Brennan's own mortgage. The tenants' foreclosure would
have to be in court, however, giving Brennan an opportunity to
come forward and secure release of the lien through payment. Tenants whose leases were executed after Brennan's mortgage would
hold subordinate liens that would be extinguished by proper foreclosure of Brennan's mortgage.'55
Tenants can argue that section 92.103(c) of the security deposit
statute recognizes tenants' rights to a section 91.004(b) lien and upgrades its priority. Section 92.103(c) states that tenants' claims to
their deposits take priority over the claim of any creditor of the
landlord except a trustee in bankruptcy. The provision does not
make sense as a grant of priority over the landlord's general assets,
such as bank accounts and unrelated property. It does, however,
S.W.2d 841 (Tex. Civ. App.-Waco 1931, writ dism'd). Purchasers of the reversion might
not be protected from such a lien by the real property recording act. If the lease is oral, then
the tenant has nothing to record, and the lien would not be subject to the penalties for failure
to record. See Olds, The Scope of the Texas Recording Act, 8 Sw. L.J. 36, 39 (1954). TEX.
REV. CIv. STAT. ANN. art. 6627 (repealed 1983), voids all conveyances of a term of years as
to creditors and subsequent purchasers for a valuable consideration without notice.
151. 605 S.W.2d 657 (Tex. Civ. App.-Houston [1st Dist.] 1980, no writ).
152. Id at 658.
153. Id. at 660-61.
154. G. NELSON & D. WHITMAN, REAL ESTATE TRANSFER, FINANCE AND DEVELOPMENT 489 (2d ed. 1981).
155. Id
In Texas, deed of trust foreclosure would extinguish subordinate liens without
formal notice other than posting. TEX. PROP. CODE § 51.002.
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make sense if it relates either to a specific fund (for example, if the
deposits are held in trust) or to liens on the project itself. A project
mortgagee is a lien creditor of the landlord. Conceivably then section 92.103(c) recognizes the tenants'
lien and assigns it priority over
56
any project mortgagee's lien.
As enticing a possibility as a tenants' lien might be, courts
should not so construe section 91.004(b). It is not clear from the
face of the statute, but the predecessor of section 91.004(b) was
probably enacted to protect sharecroppers who had the landlord's
share of rent produce in their possession. If the landlord was in
default under the lease, the sharecropper should not have been required to hand over the landlord's portion. Regardless, it is abundantly clear that a statute enacted in 1876 was not written with
today's urban apartment project in mind.
Imposing a tenants' lien (particularly one that is protected even
though not displayed in the real property records) would make
mortgage financing of occupied projects a nightmare. Tenants benefit in the long run from an active resale and financing market in
Texas apartment projects, and without mortgage financing, projects
cannot be built, sold, or renovated. Section 91.004(b)'s intriguing
lien should not be injected into that arena.
E. Conclusions Concerning Question No. One
Johnson v. Huie Properties5 7 erroneously assumed that grantees
of the reversion are not obligated to account for security deposits
unless a section 92.105(a) acknowledgement is made. 58 The Code
places absolute liability on whoever is landlord when the premises
are surrendered.
Section 92.105(a) may have only confirmed existing Texas law.
Texas adopted the Restatement rule concerning covenants that run
with the land, and that rule may have obligated grantees as a matter
of common law. A substantial argument can also be made that
Texas has adopted implied third party beneficiary law in analogous
156.

TEX. PROP. CODE § 92.105(c) exempts foreclosing mortgagees from § 92.105(a) ob-

ligations to return deposits. Tenants can reasonably argue that the legislature provided this
immunity because § 91.004(b)s lien already protects them along with § 92.103(c)'s general
priority over project mortgagees' claims.
157. 594 S.W.2d 488 (Tex. Civ. App.-Dallas 1979, no writ).
158. Id. at 490. The court referred to original TEX. REV. CIV. STAT. ANN. art. 5236e,
§ 5(b) (Vernon Supp. 1982-1983).
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situations and should extend it to the deposit cases. Code section
91.004(a) makes a strong statement that all lease covenants run with
the reversion and bind successors of the lessor. In addition, section
91.004(b) appears to create a tenants' lien to secure enforcement of
landlords' covenants, with potentially frightening consequences.
Section 92.105, by this analysis, did not change existing Texas
law. It merely confirmed that the covenant runs with the land and
binds grantees of the reversion. Equally important, it did not repeal
prior law that protects nonresidential tenants as well.
V.

DOES SECTION

92.105(b)

AUTOMATICALLY RELEASE THE OLD

OWNER UPON DELIVERY OF THE NEW OWNER'S

ACKNOWLEDGEMENT OF RECEIPT OF DEPOSITS
TO TENANTS?

A.

The Meaning of "Until"

Property Code section 92.105(b) provides:
(b) The person who no longer owns an interest in the rental
premises remains liable for a security deposit received while the
person was the owner until the new owner delivers to the tenant a
signed statement acknowledging that the new owner has received
and is responsible for the tenant's security deposit and specifying
the exact dollar amount of the deposit.159
The defendant in Johnson v. Huie Properties6 ' assumed that
delivery of a qualifying acknowledgement by a new grantee would
extinguish whatever liability a former owner had to account for tenants' security deposits.' 61 The statute does not support this position.
A logical analysis reveals that instead of commanding a release
of the former owner's liability, the section places an additional barrier in the path of such release. Absent the statute, a landlord who
personally received deposits from a tenant would be obligated by
contract until the deposit was finally accounted for, regardless of
change in project ownership.162 Similarly, a successor landlord who
159.
160.

TEX. PROP. CODE § 92.105(b) (emphasis added).
594 S.W.2d 488 (Tex. Civ. App.-Dallas 1979, no writ).

161.

Id. at 490-91. The court stated: "The landlord's general manager... testified that

he had knowledge of a landlord's responsibilities respecting security deposits and that he
was aware that the landlord would remain liable for the return of security deposits until a
new owner acknowledged responsibility." Id
162. This fundamental principle of contract law is stated in A. CORBIN, supra note 87,
§ 866; and applied to leases in II AMERICAN LAW OF PROPERTY § 9.18 (1952); and to mort-
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assumed responsibility for deposits would be liable to tenants on a
promise for their benefit as creditors of the former landlord.' 63 Only
landlords obligated solely by privity of estate on the covenant that
runs with land would be relieved from obligation upon conveying
the reversion. 64 Subchapter C's general status obligations (apart
from section 92.105(a)) appear to affirm or impose a covenant that
runs with the reversion. Sale of a project therefore terminates
purely statutory liability and whatever covenant liability attached to
the former owner through privity of estate, but not liability that attached throughprivity of contract.
A landlord who personally receives deposits from tenants or
who assumes liability for them can be released from contract obligation only if the lease itself so provides or the tenant consents to a
release. Absent section 92.105(b), however, a lease clause that provides total substitution of liability for deposits upon sale of the reversion would presumably be given effect. The section restricts such
release clauses, however, by requiring an express acknowledgement
by the grantee.
Section 92.105(b) does not provide any independent release for
grantors; instead, it says only that the former owner remains liable
for security deposits received by that owner until the acknowledge65
ment is delivered.
Section 92.105(b) was drafted against a common-law background that imposed contract liability when a landlord receives deposits-a liability that continued thereafter despite subsequent
conveyance. 166 The statute adds to the common-law obligation by
affixing a parallel and complementary statutory obligation. It does
not diminish the common-law obligation.
Liability that attaches upon receipt cannot be extinguished unless the grantee makes the required section 92.105(b) acknowledgement. But making the acknowledgement is not itself sufficient to
release a seller from obligation. Instead, the acknowledgement is a
condition precedent to implementation of any release clause in the
gage obligations in G. OSBORNE, G. NELSON & D. WHITMAN, REAL ESTATE FINANCE LAW
§ 5.1 (1979). As to its general applicability absent a specific and consensual release, there
can be no doubt.
163. See supra text accompanying notes 87-93.
164. This is a statement of the general common-law rule. But see supra note 109 (discussion of the Texas rule concerning liability of assignees of a leasehold for future rents).
165. TEX. PROP. CODE § 92.105(b) (emphasis added).
166. See supra notes 157-58 and accompanying text.
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tenant's lease or the assumption agreement that operates on conveyance of the reversion. Accordingly, !f there is no such release clause
that operates on conveyance of the reversion, section 92.105(b) does
not by itself release thepriorowner who received deposits .I67 The section imposes continued obligation only on owners who received deposits-presumably either from their own tenants or from a prior
owner who accounted for them at closing and required an acknowledgement of receipt. It does not impose continuing liability on owners who are obligated only by their status as owner of burdened land
or under the general provisions of subchapter C.
The defendant's contention in Huie Properties that delivery of a
section 5(b) acknowledgement by the grantee would absolve the former owner of liability 6 8 undoubtedly reflects a landlord's preferred
interpretation of the section. The interpretation is correct, however,
only if the phrase, "remains liable until" an event occurs means the
same as "liability terminates when" the event occurs. This interpretation is understandable and probably reflects a commonly held notion that the word "until" implies not only continuation of a status
to a point in future time but also a change in that status at the designated future time. The dictionary definition does not imply this
meaning. 1 69 Moreover, releasing the grantor from a contract promise by means not contemplated in the contract itself violates the conventional contract law principle that a party to a contract cannot
escape obligation by a unilateral act, such as assigning the contract
167. Apparently, Texas landlords are now including such clauses. H. KENDRICK &
J. KENDRICK, TEXAS TRANSACTION GUIDE § 81.50(2) (1983) provides a landlord's lease
form that has a lengthy provision concerning security deposits, including the following:
(h) Should Lessor transfer his interest under this lease in any manner, he or
his agent shall do one of the following acts, either of which will relieve him of
further liability with respect to such deposit:
(1) Transfer the portion of such deposit remaining after any lawful deductions, as above, to his successor in interest, and thereafter notify Lessee by registered mail of such transfer, and of the transferee's name and address. On receipt of
such remaining deposit, the successor in interest of Lessor shall have all of the
rights and, on receipt by the Lessee of a statement signed by the successor in interest acknowledging receipt and responsibility of the security deposit, all of the obligations of Lessor with respect to such deposit; or
(2) Return to Lessee the portion of such deposit remaining after any lawful
deductions have been made.

Id.
168.
169.

594 S.W.2d at 490.
WEBSTER'S NEW COLLEGIATE DICTIONARY

1274 (1980).
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to another party; 7 ° and it violates a covenant law principle that a
party obligated by privity of contract remains obligated even after
privity of estate is terminated.' 7 ' Releasing the debtor grantor without the creditor's consent is also contrary to mortgage assumption
law that holds the mortgagor obligor liable as surety after conveyance to a grantee who assumes the debt. 7 2 Finally, if selling landlords can obtain a free release by securing only an ordinary contract
promise from the grantee, then a landlord facing foreclosure of a
project can escape contract liability for deposits by simply conveying the project to an insolvent straw person the day before foreclosure, being sure to obtain the required section 92.105(b) release.
The strategy could, under the landlords' interpretation, eliminate
the debtor landlord's personal liability to account for deposits after
foreclosure. If the statute protects the buyer at mortgage foreclosure
sale from liability as well, then tenants are left with no claim against
anyone but the insolvent straw person and with a suspicion that
somewhere there is hollow laughter at the end of the hall.' 7 3
Texas courts will not allow tenants (or their assignees) to escape
liability for future rents by assigning a leasehold; 174 therefore, they
should not interpret section 92.105(b) to allow landlords to escape
contract liability for deposits unless the lease or assumption agreement soprovides. If landlords want to gain the advantage of release
of liability on conveyance of the reversion, they can put it in the
lease for tenants to see. 175 Section 92.105(b) allows such a contract
170. Western Oil Sales Corp. v. Bliss & Wetherbee, 299 S.W. 637, 638 (Tex. Comm'n
App. 1927, holding approved); 4 A. CORBIN, CORBIN ON CONTRACTS § 866 (1952).
171. See L. ELPHINSTONE, supra note 27, at 44; 5 RESTATEMENT (FIRST) OF PROPERTY

§ 538, at 3224 (1944).
172.

G. OSBORNE" G. NELSON & D. WHITMAN, REAL ESTATE FINANCE LAW 249 n.3

(1979).
173. One might assume that such conduct would reflect bad faith amounting to fraud,
and indeed any court would be inclined to so hold. But it is difficult to apply a clear fraud
analysis. Outside Texas, assignees of leases are entitled to terminate future rent liability by
assigning the leasehold. Taylor v. Shum, (1797), 1 Bos. & P. 21 (4 R.R. 759) allowed an
assignee to avoid future rents by assigning to a prisoner. But see A.D. Julliard & Co. v.
American Woolen Co., 69 R.I. 215, 32 A.2d 800 (1943), stating that the assignee would be
allowed to sell its interest and dispose of its liability "in the absence of collusion." Id. at -,
32 A.2d at 806. Rules of property seldom depend on inquiry into the good faith of a grantor
to determine essential liability, but may be appropriate under the Johnson v. Huie Properties
approach.
174. Stark v. American Nat'l Bank of Beaumont, 100 S.W.2d 208,211 (Tex. Civ. App.Beaumont 1937, writ ref d n.r.e.).
175. See P.L.I. REAL ESTATE LAW AND PRACTICE COURSE, HANDBOOK SERIES,
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release clause to take effect only if the new owner makes the required acknowledgement.
B. Must Deposits be Placedin Trustfor Section 92.105(b)
Release?
Section 92.105(b) specifically requires that the new owner deliver to tenants an acknowledgement of receipt and acceptance of
responsibility for their deposits, specifying exact amounts. Literally
read, it does not require that any funds be identified and handed
over at closing. In Huie Propertiesthe landlord "retained the security deposits as a credit against the purchaser's note when [the apartments] were sold."' 176 If the statute is to be so loosely read, then
landlords with escape clauses in their leases can terminate liability
to tenants without increasing the tenants' chances of recovering deposits from the new owner. Moreover, the previously mentioned
temptation for a financially distressed owner to convey to an insolvent straw person immediately prior to mortgage foreclosure be77
comes all too appealing. 1
Section 92.105(b) probably contemplates something more than
a formal acknowledgement that repeats the obligation already imposed by section 92.105(a). Unless the extinguished debt is replaced
by something of tangible value, section 92.105(b) simply benefits the
old owner and diminishes tenants' rights. Tenants gain no additional legal rights from a new owner's acknowledgement, and they
do not benefit from any transfer of funds that the new owner takes
as debtor. Tenants would, however, benefit from having deposits
segregated at closing and converted into a trust fund. Consistent
with trust law, the funds would be kept in a separate
account and
178
used for refunds and forfeitures as appropriate.
Section 92.105(b) nowhere mentions trust status for the deposits, but it does provide the essential elements of such a trust. A trust
of deposits would ordinarily have a trustee, 179 trust property, 80 benNUMBER

lease).
176.

156,
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112-13 (1979) (example of release clause in

Johnson v. Huie Properties, 594 S.W.2d 488, 491 (Tex. Civ. App.-Dallas 1979, no

writ).
177. See supra text accompanying note 173.
178. For a case that describes the duties of the landlord trustee under New York's trust
fund statute, see Mallory Assocs. v. Barving Realty Co., 300 N.Y. 297, 90 N.E.2d 468 (1949).
179. See 1 A. ScoTr, THE LAW OF TRUSTS § 31, at 243 (3d ed. 1967).
180. Id §3.1, at 45.
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eficiaries,' 8 ' and a transfer8 2 or declaration' 8 3 with intent to create a
trust. 8 4 If section 92.105(b) contemplates that deposits must be
placed in a trust account as a condition of releasing the prior owner,
then the new owner would be trustee of identified funds; the deposits identified and handed over at closing would be trust property;
and the tenants and new owner would be beneficiaries. Identification and delivery of separate funds with the statutory acknowledgement would satisfy the formal requirements for creating a trust.
Apart from this possible exception, subchapter C does not appear to
make security deposits a trust fund although some provisions of the
statute could be so construed. 8 5
What would be the advantages of requiring a trust fund as a
condition of section 5(b) release? Establishing a trust of deposits
substantially increases tenants' chances of recovery by requiring that
a separate account be maintained and not invaded by the new owner. Additionally, tenants can pursue the fund in event of the new
owner's bankruptcy, 8 6 and they have an available fund in event of
foreclosure by a mortgagee' 87 or attachment by a creditor. 8
If a trust fund is required as a condition of section 92.105(b)
release, the landlords' preferred interpretation that compliance substitutes for liability is acceptable, even without a specific clause in
the lease. If, on the other hand, section 92.105(b) is construed to
allow release of the prior owner without creating a trust, then tenants stand to lose their common-law rights by operation of a statute
that would appear to benefit them.
181.
182.
183.
184.

Id.
Id.
Id
Id.

§3.2, at 46.
§ 17, at 174.
§ 17.1, at 175.
§ 23, at 190.

185.

For example, TEX. PROP. CODE § 92.106 requires that the landlord keep accurate

records, and § 92.103(c) states that the tenants' claim is prior to any creditor of the landlord,
excluding a trustee in bankruptcy. Tenants' priority over creditors ordinarily is not allowed

except as to specifically identifiable property such as trust funds. Paradoxically, trust fund
priority would also extend to the trustee in bankruptcy. 4 COLLIER ON BANKRUPTCY
541.13 (15th ed. 1980).
541.13 (15th ed. 1980).
186. 4 COLLIER ON BANKRUPTCY
187. TEX. PROP. CODE § 92.105(c) excludes purchasers at mortgage foreclosure sales
from § 92.105(a) liability. If such a purchaser is not liable to tenants, then tenants must rely
on personal liability of former owners or access to a trust fund for recovery of deposits.
188. IV A. ScoTr, supra note 179, §§ 308-308.2. Funds held by the landlord as trustee
would not be subject to attachment by a creditor of the landlord. See id.
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Taylor v. Brennan 89 illustrates tenants' need for creation of a
trust of deposits as a condition of section 92.105(b) release. Brennan
sold an occupied apartment project to Taylor. Assume (as may
have been the case) that Taylor executed the statutory acknowledgement and delivered it to his new tenants, but that his assumption of
personal liability was worthless. Following the landlords' preferred
interpretation of section 92.105(b), tenants would be left with a
worthless claim against the grantee and no claim against the former
owner to whom they paid their money. The tenants could have
been protected from Taylor's default if the deposits had been placed
in trust as a condition of Brennan's release. Conversely, if the deposits were not placed in trust, Brennan would still be obligated for
those deposits he had personally received. Neither the statute nor
legislative policy justifies terminating Brennan's liability to his own
tenants without providing an alternative fund to satisfy their claims
against him for deposits that he received.
The argument that section 92.105(b) requires creation of a trust
as a condition for releasing the former landlord is not easily supported by the language of the statute. Section 92.105(b) does not
expressly require a trust. The legislature may even have considered
the requirement and rejected it. However, a trust makes sense if the
policy of the statute is to be carried out. Moreover, the terms of the
statute are consistent with a requirement that a trust be established.
Section 92.105(b) does require the grantee to acknowledge receipt of
funds. It does not expressly authorize the mere crediting of the
funds against the purchase price. Arguably, funds must therefore be
identified and handed over at closing to satisfy section 92.105(b).
Now what is the character of such funds? The statute does not say.
But if the deposits so identified and handed over belong in equity to
the tenants, it is not stretching matters too far to hold that they are
received by the grantee in trust and must be treated as trust
property.
Buyers of apartment projects will not like a construction of section 92.105(b) that requires them to treat existing tenants' deposits
as trust funds. However, the statute was written to correct the excesses and defaults of landlords and not to cater to them.
189. 605 S.W.2d 657 (Tex. Civ. App.-Houston [1st Dist.] 1980), affd in part, rev'd in
part, 621 S.W.2d 592 (Tex. 1981).
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Conclusions Concerning Question No. Two

Section 92.105(b) does not automatically release a selling landlord who secures the grantee's acknowledgement of responsibility
for tenants' deposits. Instead, section 92.105(b) allows contractual
release (or substitution) clauses to operate only if the selling landlord requires the grantee to comply with the section.
As a matter of policy, a project seller should not be released
from liability for tenants' deposits personally received unless a trust
of those deposits is established with the existing tenants and new
owner as beneficiaries of the trust. Although the existing statute
does not by any means expressly so require, tenants can reasonably
argue that section 92.105(b) impliedly requires that a trust of deposits be created as a condition of activating release clauses contained
in their leases.
Grantors who want to take advantage of section 92.105(b) and
terminate continuing liability to tenants after the sale of a project
should place clauses in their residential leases that allow them to
substitute the liability of a project purchaser for deposits upon compliance with section 92.105(b). They should secure the prescribed
acknowledgement from the project buyer at the sale and distribute it
to tenants. A very cautious seller may require that the project buyer
accept the funds as trustee for fear that courts may interpret the statute to require creation of a trust as a condition of section 105(b)
release.
VI.

PARALLEL AND COMPLEMENTARY THEORIES OF LIABILITY

A landlord can be obligated to account for tenants' security deposits on several parallel theories of liability. These include: direct
covenant promise; 90 third party beneficiary promise;' 9' covenant
made by a prior owner that runs with the land; 92 subchapter C's
general statutory liability for a "landlord"; 93 section 92.105(a)'s
special statutory liability imposed on a "new owner"; 194 and section

92.105(b)'s continuing liability for former owners who received deposits.195 When a landlord conveys the reversion, liability may ter190.
191.
192.
193.
194.
195.

See supra note 162 and accompanying text.
See supra notes 87-93, 132-38 and accompanying text.
See supra notes 27-40, 104-25 and accompanying text.
See supra notes 4-10 and accompanying text.
See supra notes 23-25 and accompanying text.
See supra text accompanying note 10.
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minate under some of these theories, but continue under others.
To illustrate, suppose that a landlord (L) leases to a residential
tenant (7), and T pays L a deposit. The lease contains a clause that
automatically substitutes liability for the deposit upon conveyance
of the reversion. During 7s occupancy L conveys to First Buyer
(FB) who complies with section 92.105(b)'s conditions. FB later
conveys to Second Buyer (SB) who does not comply with section
92.105(b)'s conditions. SB thereafter conveys to Third Buyer (TB)
who likewise does not comply with section 92.105(b)'s conditions. T
finally surrenders the premises to TB and demands the deposit. TB
does not pay, and T sues L, FB, SB, and TB. 196
A.

OriginalLandlord'sLiability After Conveyance

L became obligated to T (1) by direct contract promise, (2) as
landlord under subchapter C, and (3) with potential continuing liability under section 92.105(b) as a former owner who received the
deposit. When L conveyed to FB and FB complied with section
92.105(b), the substitution clause terminated L's direct contract liability and L's continuing liability under section 92.105(b). After the
conveyance, L is not the landlord under the general terms of subchapter C. Accordingly, L is completely released from further obligation to T concerning the deposit.
B. Liability of Grantee Who Complies with Section 92.105(b) at
Purchase,but not on Resale
FB became obligated to T by (1) express third party beneficiary
promise, (2) a covenant running with the land, (3) general statutory
liability as landlord under subchapter C, and (4) section 92.105(a)'s
status liability as new owner. FB is also subject to section
92.105(b)'s restriction on substitution of liability because FB received T's deposit from L. When FB conveyed to SB, FB's liability
on the express third party beneficiary promise would have terminated under the contract substitution clause but for section
92.105(b)'s restriction. Because FB did not require SB to comply
with section 92.105(b), FB remains obligated on the third party beneficiary promise and the continuing status liability imposed by section 92.105(b) on one who "receives" deposits. FB's liability on the
196.

The reader is asked to refer to notes 190-95 above as authority when considering

the following subsections (A-E) of this section.
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covenant running with the land ended when FB conveyed the reversion to SB and privity of estate passed from FB to SB. After
conveying to SB, FB is no longer landlord under subchapter C's
general provisions, and liability that is based solely on that status
terminates. FB therefore remains obligated to T after the conveyance only because section 92.105(b) prevents the substitution clause
from operating.
C. Liability of Intermediate Grantee Who Does Not Receive
Deposits
SB became obligated to T by (1) an implied third party beneficiary promise, (2) a covenant running with the land, (3) the general
statutory liability as landlord under subchapter C, and (4) section
92.105(a)'s status liability as new owner. SB is not, however, subject
to section 92.105(b)'s restriction on substitution of liability upon
conveyance inasmuch as SB did not receive T's deposit. When SB
conveyed to TB the contract substitution clause terminated SB's implied third party beneficiary liability. The conveyance also terminated SB's privity of estate and ended SB's obligation on the
covenant running with the land. After the conveyance to TB, SB no
longer has status liability as landlord under subchapter C and as
new owner under section 92.105(a). SB is therefore no longer obligated to T, even though SB did not require TB to comply with section 92.105(b).
D. Liability of Successor Landlord Who Owns the Reversion
When Tenant Surrenders the Premises
TB became obligated to T by (1) an implied third party beneficiary promise (maybe), (2) the covenant running with the land, (3) a
general statutory liability as landlord under chapter 3, and (4) section 92.105(a)'s status liability as new owner. TB has not conveyed
the premises and is primarily obligated to return T's deposit. Under
all these theories, FB is secondarily liable to T, but if T requires FB
to repay the deposit, then FB can recover from TB.
E. Liability if a Trust is Createdfor Compliance with Section
92.105(b)
If FB complied with section 92.105(b) by taking the deposit as
trustee, then the liability picture becomes more complex. FB did
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not pass the trust funds along to a new trustee. FB therefore continues to be trustee with conventional trust liability. SB and successor
owners are beneficiaries of the trust. The trust fund, once created,
becomes the primary source of obligation, and it remains such until
the deposits are accounted for. A former owner may therefore hold
funds in trust not only for T but also for benefit of later owners of
the reversion. If so, then FB, and not TB, is primarily liable to T,
and TB is entitled to recover from FB any deposit it pays to T because presumably FB still holds the deposit in a trust fund. Regardless of primary or secondary status, however, the owner of legal title
has direct liability to the tenants under subchapter C's general
provision. ,97
VII.

IMPLICATIONS FOR PRICING AND CLOSING

The foregoing analysis holds several implications for sellers
and buyers of residential apartment projects subject to subchapter
C. An obvious point is that seller and buyer should set an agreed
price with full understanding that after closing, the buyer will be
obligated to account for departing tenants' security deposits. Absent
a specific agreement to the contrary, the buyer ordinarily becomes
primarily liable to tenants, and the seller becomes secondarily liable. If the seller and buyer anticipate some other arrangement, then
they must specify it. No agreement between seller and buyer will,
however, restrict the tenants' rights to hold the immediate owner of
the project responsible for return of deposits.
Landlords should place clauses in their residential leases that
automatically substitute the new owner's obligation and release the
old owner when section 92.105(b) is satisfied. A reasonable argument can be made that section 92.105(b) requires that deposits be
placed in trust as a condition of releasing the former owner. A seller
who wants absolute assurance that liability to tenants ends on conveyance will in the earnest money contract require the buyer to take
197. But see Skyland Developers, Inc. v. Sky Harbor Assocs., 586 S.W.2d 564, 570-71
(Tex. Civ. App-Corpus Christi 1979, no writ), in which a seller contracted to manage a
project for a time after sale to a buyer, with the seller to receive as compensation all of the
cash flow from the project. Cash flow is ordinarily calculated as rent income minus operating expenses and debt service payments. The seller collected security deposits from tenants
and claimed that they should be treated as rent income for calculation purposes. Id at 567.
The court held that deposits were not project income and awarded the deposits to the buyer.
Does this case suggest that deposits are a separate (trust) fund that is identifiable as such and
must be handed over to the project buyer?
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the deposits in trust. Buyers understandably do not want to undertake trust liability, and a seller who will settle for nothing less may
have to reduce the sale price.
A grantee who accepts liability as trustee of deposits must
thereafter treat the deposits as trust funds and account for them at
any sale. Otherwise, primary and secondary liability between the
trustee and later purchasers of the project will become confused.
Moreover, a trustee who does not properly account for funds held in
trust can be subjected to various penalties.' 98
A further implication is that project sellers who do not bargain
for a section 92.105(b) acknowledgement are not entitled to demand
it at closing. There is some risk that a court will hold the grantee to
trust accountability if the grantee makes a section 92.105(b) acknowledgement. The acknowledgement undoubtedly imposes section 92.105(b)'s continuing liability on the complying grantee for
having received deposits. A grantee who is asked at closing to sign
the statement, without prior agreement, is entitled to refuse and to
require that the seller convey without the section 92.105(b)
acknowledgement.
These complementary theories of liability imply that a project
buyer who takes title to occupied residential property "subject to"
existing leases becomes primarily liable to account to tenants for
deposits. At closing, the seller's liability to tenants ordinarily shifts
to secondary status. If the project buyer has contracted to undertake
primary liability (by agreeing to take title encumbered by the
leases), then the buyer is not entitled at closing to demand that the
seller hand over deposits or credit them against the purchase price.
If a buyer contracts to buy an occupied project by a contract
that does not mention leases, then the seller's obligation is to convey
title free from leases. Accordingly, this buyer is entitled at closing to
demand that the seller deliver deposits or do whatever else is required to convey the title that was promised. Regardless of the
agreement between the seller and buyer, however, the buyer becomes statutorily obligated to tenants when title passes.
If the seller of an occupied project conveys by a general warranty deed that does not mention existing leases, then the buyer has
an apparent claim against the seller for breach of warranty. The
leases and their accompanying obligation to account for deposits are
198.

See Mallory Assocs. v. Barving Realty Co., 300 N.Y. 297, 90 N.E.2d 268 (1949).

TEXAS TECH LAW REVIEW

[Vol. 15:549

encumbrances that ordinarily violate an unqualified covenant
against encumbrances. 199 The project buyer would nevertheless acquire the statutory and covenant obligations to account for deposits
to existing tenants.
VIII.

Is

THERE A CONCEPTUAL FRAMEWORK FOR SECTION

92.105?
A. A ProposedPolicy Based on Expectations
Section 92.105 cannot be considered in a vacuum. Before the
statute, sellers and buyers of residential apartment projects sometimes played fast and loose with tenants' security deposits. For example, in order to fill newly developed projects some developers
offered tenants a month or two of free rent. Upon signing leases
tenants paid security deposits that the developer pocketed as project
revenue."° The developer then offered the fully occupied project
for sale to an investor whose primary interests were tax shelter and
cash flow. 20 ' The investor might neglect to negotiate the matter of

$20,000 in security deposits when buying a $20,000,000 project, assuming that existing tenants' deposits would either be forfeited or
quickly replaced by new tenants' deposits. Sellers would not raise
the issue, standing only to lose by calling it to the buyer's attention.
If all went well with the newly built and sold project, the new
landlord would honor the deposit obligation to maintain harmony
with occupants. Some projects, however, did not do well. Tenants
who had been enticed into a project by offers of free rent could as
quickly be lured away by another free rent offer, often by the same
developer. With occupancy dropping, the new owner faced a negative cash flow and blamed the developer and fickle tenants for the
problem. The new owner could easily justify refusing to return deposits if it perceived a loose conspiracy between tenants and the developer-seller.
199. Schaefer v. Bonner, 469 S.W.2d 216, 221 (Tex. Civ. App.-San Antonio 1971, writ
ref d n.r.e.); Ragsdale v. Langford, 358 S.W.2d 936, 938 (Tex. Civ. App.-Austin 1962, writ
refd n.r.e.).
200. The builder-developer in Skyland Developers, Inc. v. Sky Harbor Assocs., 586
S.W.2d 564 (Tex. Civ. App.-Corpus Christi 1979, no writ), manifested this industry attitude by treating deposits as income, along with rents. Id at 567, 570-71.
201. The facts in Skyland are indicative of purchasers who seek a long-term tax sheltered investment. Id at 566-67. See G. NELSON & D. WHITMAN, supra note 154, at 1007-

38.
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Landlords' refusals to return deposits were not always as justifiable as the situation just described. Apartment owners were notorious for forfeiting deposits on grounds that tenants considered
technical, insubstantial, and downright dishonest. Many tenants felt
that they were victims of a cruel game played by anonymous landlords to avoid repaying their deposits.
Even though deposit disputes were common, no Texas cases
were found that reached appellate level before the statute to test
whether project buyers were obligated to account for security deposits paid to former landlords. Deposit amounts, substantial from tenants' perspectives, were individually too small to justify the cost of
litigation. The security deposit statute made litigation marginally
worthwhile by adding treble damages and attorney fees for bad
faith withholding,2 °2 and sought to eliminate the "go back to the old
landlord" game. Johnson v. Huie Properies203 aside, section 92.105
places clear liability on current landlords to return deposits paid to
former landlords.
Section 92.105 stands without clear legislative history and common-law background to guide courts in interpreting and applying
its provisions. Because the precise meaning of the section is not
clear, a policy analysis is offered as an aid to statutory construction.
The analysis may help solve similar problems in nonresidential security deposit cases which are not covered by subchapter C.
The proposed policy is that section 92.105 and the underlying
common law be applied to maximize the reasonable and legitimate
expectations of the primary participants in the transaction: (1) tenants; (2) selling landlords; (3) new owners; and (4) lienholders.
1. Tenants
Tenants expect that the landlord who accepts their rent and inspects their apartment at the end of the term will make forfeiture
decisions and repay the balance of their deposit. Tenants fearing
that responsible landlords will convey the reversion to less solvent
owners will want to maintain the contract advantage that comes
from dealing initially with a secure, responsible owner. If the reversion is transferred to a new owner, tenants want additional tangible
202.
203.

TEX. PROP. CODE § 92.105(a).
594 S.W.2d 488 (Tex. Civ. App.-Dallas 1979, no writ).

TEXAS TECH LAW REVIEW

[Vol. 15:549

and specific assurance that their deposits will be available when they
surrender their leases.
2.

Sellers of Occupied Projects

Sellers of occupied rental projects ordinarily expect to transfer
all management responsibilities to project buyers and want a reliable procedure for terminating all continuing liability after sale. Occasionally, sellers contract to manage the project after the sale and
want flexibility to divide income and expenses according to specific
contract arrangements.
3. Project Purchasers and Other New Owners
Project purchasers want to know their exact liability to existing
tenants so they can set a price that reflects the true investment value
of the project. Purchasers prefer that tenants have deposits at stake
to encourage them to honor their lease obligations, and they ordinarily want to administer the deposit after, acquiring title. Project purchasers do not want trust responsibility and do not want to tie up
funds in a trust account. Purchasers prefer to take the deposit obligation into account by reducing the purchase price to reflect the obligation. If a trust is required, then they want power to terminate
the trust and convert the obligation to debt as soon as possible. As
with sellers, project purchasers want flexibility to arrange management contracts that allow the seller to maintain control after the sale
and account for income on an agreed basis.
Parties other than purchasers may become owners of residential
apartment property affected by the Act. Donees, heirs, and devisees
expect gifts and inheritances to bestow positive value-not to impose unexpected burdens of personal liability. They want power to
reject ownership that imposes liability in excess of asset value. Potential owners, such as trustees and receivers, must be able to ascertain and measure potential personal liability before taking title to
property.
Lienholders and Purchasers at Foreclosure Sales
Lienholders, including mortgagees, expect that simple acquisition of a security interest will not subject them to liability as an owner. Lienholders expect general priority to be assigned according to
the time sequence of attachment; thus, their liens will be
subordinate to leases in existence at the time of attachment and have
4.
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priority over leases that are thereafter executed. Buyers at foreclosure sales expect to take title that reflects the priority position of the
lienholder who foreclosed.
B.

The Statutory Solution

The statutory solution discussed herein responds to most of the
reasonable and legitimate expectations of the participants in residential transactions.
1. Tenants
Residential tenants are entitled to recover their deposits from
whoever is owner when they surrender the premises. If the project
was sold during their occupancy, tenants can hold their original
landlord secondarily liable unless the leases contain a substitution
with the acknowledgement
clause that is activated by compliance
2
provisions of section 92.105(b). 1
2.

Sellers of Occupied Projects

The statute provides several alternatives for sellers of occupied
projects. A seller may, by requiring the buyer to assume the obligation of existing leases, impose primary liability on the buyer to account for security deposits to existing tenants. After the sale, the
former owner remains secondarily liable to these tenants.2 °5
A project seller can clearly terminate liability to existing tenants for deposits by placing a substituted liability clause in the
apartment lease and then creating a trust of deposits at closing. 2 6 It
is less certain that a seller may terminate liability to existing tenants
by placing a substitution clause in the apartment leases and securing
a section 92.105(b) acknowledgement at closing from the buyer
without establishing a trust of deposits.
The statute leaves the seller and buyer free to allocate primary
and secondary liability between themselves by contract. No arrangement, however, can prevent existing tenants from acquiring a
statutory right to recover deposits from the new owner when legal
title passes at closing.
204.
205.
206.

TEX. PROP. CODE § 92.105(b).
See supra notes 159-75 and accompanying text.
See supra note 176-89 and accompanying text.
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Project Purchasers and Other New Owners

Buyers of residential projects know that they are obligated to
account for tenants' deposits, regardless of any contrary agreement
made with the seller. They are free, however, to contract with sellers to establish primary and secondary liability, to make complementary management arrangements, and to adjust the purchase
price to reflect their chosen strategy. If a trust fund is established,
the new owner as trustee can terminate the trust piecemeal as individual leases expire.
Donees, heirs, and devisees undertake statutory liability to account for deposits when they acquire title.2 07 Presumably, these persons can avoid liability by timely rejection of title if deposit liability
outweighs project value. 8 The common law and Texas statutes 20al-9
low donees, heirs, and devisees to reject property if they choose.
The prospect of personal liability makes conscious decision critical
in marginal cases.
Trustees and receivers can measure potential exposure under
the statute before agreeing to take title to residential apartment
projects. They may require bond or segregation of deposits into a
207. TEX. PROP. CODE § 92.105(a) provides: "If the owner's interest in the premises is
terminated by sale, assignment, death, appointment of a receiver, or otherwise, the new owner
is liable for the return of security deposits according to this subchapter from the date title to
the premises is acquired." Id (emphasis added).
208. See Finnell, Disclaimersand the MaritalDeduction. A Need/or Adequate State Legislation, 21 U. FLA. L. REV. 1 (1968). Obligation that attaches by virtue of status is rare, but
not unknown. For example, a donee of an apartment project would undertake landowner's
liability by virtue of status as owner. Cf Sargent v. Ross, 113 N.H. 388, -, 308 A.2d 528,
535 (1973) (citing Kline v. Burns, Ill N.H. 87, 92, 276 A.2d 248, 251 (1971)) (court stating
that landlordwho retains ownershio of property is liable for keeping the premises safe). See
also Note, Landlord Tenant Law--Tort Liability Elimination of Landlord Freedomfrom Liability, 2 FORDHAM URB. L. REV. 647 (1974) (discussing Ross). But see RESTATEMENT (SECOND) OF PROPERTY § 17.1, comment 1 (1977), indicating a donee is not liable for dangerous
conditions actively concealed by the landowner until the donee discovers or should have
discovered the defect. Similarly, a donee may be liable for violations of a city's housing
code because of legal status as owner. Recent Cases, Torts-Liability-Landlordand Tenant
Damages, 50 U. CIN. L. REV. 134 (1981).
If the deposit obligation is a covenant that runs with the land, then the obligation attaches to the owner who has privity of estate, no matter how title was acquired. Presumably,
liability under article 5236e is personal. This aspect of liability raises again the dispute
between Clark and Rundell. See supra note 70. Clark would not have hesitated to impose
personal liability; Rundell would have made the land liable by lien, but without imposing
personal liability on the successor in title.
209. See, e.g., TEX. PROB. CODE ANN. § 37A (Vernon 1980).
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trust account as a condition of assuming control over such
properties.
4. Lienholder and Purchasers at Foreclosure Sale
The Code logically insulates lienholders from direct liability to
account for deposits to tenants.2 1° In other respects, however, the
Code's treatment is neither adequate nor logical. For example, section 92.103(c)'s grant of unqualified priority to deposit claims over
the claim of any other creditor of the landlord appears to
subordinate prior project mortgage liens to deposit claims, and possibly to a tenants' lien. This outcome is so ill-conceived that it
should not be imposed without a much clearer legislative command.
. In an unexplained dichotomy, the Code exempts all foreclosing
mortgage lienholders from section 92.105(a) liability to account for
deposits, but apparently subjects purchasers at all other lien foreclosures to section 92.105(a) liability, regardless of the priority of their
liens vis-a-vis the tenants. By ordinary priority rules, lienholders
whose interests attached after the leases would be obligated to return deposits, but those whose interests preceded the tenants' leases
would not.2 1' In an effort to be efficient, section 92.105(c) treats all
tenants as a class when assigning priority against foreclosing lien
creditors and overprotects mortgagees while discriminating against
other lienholders. Absent a compelling policy reason, priorities
ought to be assigned by traditional rules, with tenants holding priority over subordinate mortgages at foreclosure, and with prior
lienholders of all types taking the property free of tenants' interests
upon a full and complete foreclosure.212
C. A Needfor a Common-Law Rationale
Except for purchasers at lien foreclosure, the statute's general
approach for security deposits is practical and should be acceptable
to fair-minded residential landlords and tenants. Courts could simply apply the statute as written, without addressing a conceptual
construction. So applied, it would solve most problems likely to
210. Subchapter C subjects only "landlords" to status obligation to return deposits. Section 92.001's definition of landlord specifies the "owner, lessor, or sublessor of a dwelling,"
and does not include lienholders.
211. For a description of the ordinary priorities between leases and mortgage liens, see
G. NELSON & D. WHITMAN, supra note 154, at 313-18, 489.
212. See supra note 96 and accompanying text.
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arise in the residential deposit context, but it would still leave several gaps to be filled in by judicial decision.
On the other hand, the statutory solution could be placed
within a conceptual framework based on traditional common-law
principles. One value of harmonizing the statute with common law
is that the common law can be used to fill gaps otherwise left to ad
hoc judicial interpretation. The statute is incomplete. It does not,
for example, state clearly that as between project seller and buyer,
the buyer takes primary liability upon acquiring title, and the
seller's liability shifts to that of surety. It does not preserve the priority of nonmortgage liens, and it does not clearly protect tenants'
deposits from foreclosure of subordinate mortgage liens. Rationalizing the statutory solution within a compatible common-law conceptual framework allows the common law to fill these statutory
voids.
A second value of harmonizing the statute with common law is
that the statute's policies may then be extended without apology to
landlord and tenant settings not covered by the statute. In some
respects, nonresidential tenants have a greater need for protection
than residential tenants. Commercial tenants' security deposits are
ordinarily greater in amount than residential tenants', and their
leases generally run for longer terms. The investment market in
commercial rental property involves foreign investors who may buy
office buildings and shopping centers, collect deposits, sell the
projects, and then disappear. Commercial tenants and their landlords seek the same general goals for deposit security as participants
in the residential market. If section 92.105's solutions are considered to be in derogation of the common law, then courts may hesitate to apply its policies to nonresidential leases; 2 3 if, however,
section 92.105 is considered a clarification and affirmation of common-law treatment, then the same policies can apply to nonresidential leases.214
213. See supra text accompanying note 26.
214. Rules of statutory construction are established by TEX. REV. CIV. STAT. ANN. art.
10 (Vernon 1969). Section 6 requires the court to look for legislative intent, keeping in view
at all times the old law, the evil, and the remedy; Section 8 states that the rule of the common law that statutes in derogation thereof shall be strictly construed, shall have no application, and that the provisions of statutes shall be liberally construed with a view to effect their
objects and to promote justice. Id TEX. REV. CIv. STAT. ANN. art. 5429b-2, § 3.01 (Vernon
Supp. 1984) states with respect to construction of codes, that it is presumed that the entire
statute is intended to be effective, a just and reasonable result is intended, a result feasible of
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D. A Proposed Common-Law Rationale
Section 92.105 can be harmonized with common law if two fundamental assumptions are made: the deposit obligation is a covenant that runs with the land at law and binds grantees of the
reversion; and a landlord who receives deposits from a tenant or
acknowledges receipt from a prior owner is obligated to account for
those deposits by contract.
Adopting these basic propositions establishes that grantees become primarily obligated to tenants upon acquiring title to the property and that absent a warranty or other contract provision, they
have no claim against their grantors for reimbursement of deposits
paid to existing tenants. In addition, an owner who is obligated by
contract remains obligated to tenants unless and until some release
is obtained by conventional means. Section 92.105(b) imposes a further substantive condition to operation of contract substitution
clauses in residential leases only.
If the deposit obligation is a covenant that runs with the land,
then it applies to all leases, residential or not, and binds all grantees
to account for deposits paid to former owners as landlords. Section
92.105(b), of course, applies only to residential leases. Accordingly,
a landlord who places a substitution clause in a nonresidential lease
is not restricted by its requirements.
Treating the deposit obligation as a covenant running with the
land provides a new approach to the lien priority problem. Foreclosure of any lien that has priority over the covenant passes title free
and clear of the covenant.2 15 Accordingly, all prior lienholders can
pass title at foreclosure free of deposit claims arising under
subordinate leases. However, when leases (and deposit claims) have
priority over a lien, the covenant attaches to the estate of the mortgagor-lienee. Purchasers at foreclosure of the subordinate lien are
therefore bound by the covenant, and they must honor the deposit
obligation.2 16
How can section 92.105(c) be rationalized with the lien priority
picture just drawn? Section 92.105(c) excludes purchasers at foreexecution is intended, and that public interest is favored over any private interest. Section
3.03 establishes as construction aids that courts consider the object sought to be attained,
circumstances under which the statute was enacted, legislative history, prior law, and conse-

quences of a particular construction. Id § 3.03.
215. See IV AMERICAN LAW OF PROPERTY § 16.211 (1952).
216.

Id. See also G.

NELSON

& D.

WHITMAN,

supra note 154, at 489.
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closure sales from statutory liability to account for deposits. It does
not, however, negate a complementary and parallel common-law
covenant obligation that attaches apart from the statute. A purchaser at foreclosure of a real estate mortgage that is subordinate to
particular leases could therefore be obligated by the common-law
covenant, although not by the statute.
How can purchasers at foreclosures of nonmortgage liens avoid
the apparent statutory obligation imposed by section 92.105? The
section imposes apparent statutory liability as owner on all who acquire title other than at a mortgageforeclosure sale. However, a
lienholder whose lien attached before any leases were executed (or
before particular leases were executed) acquired an interest in property that was not subject to the statute's particular liability. At foreclosure, a purchaser's title generally relates back to the time the lien
attached for priority purposes. 2 7 A court could therefore construe
section 92.105(a) to obligate only owners of titles to which the statutory or common-law liability has attached. If a lienholder acquires
a lien that would be protected against a good faith purchaser (generally if it appears of record) before leases are made and deposits received, then neither common-law nor statutory liability for return of
the deposits attached to the encumbered title. A purchaser at foreclosure sale would therefore take title free of the deposit claims of
tenants holding subordinate leases.
A court could resolve the mortgage lien issue more directly by
holding that the statutory exception for purchasers at foreclosure
sales of real estate mortgages refers only to foreclosures of mortgage
liens holding priority over the leases in question.
Technical priority does not forever protect purchasers at foreclosure sales from existing tenants' claims. A purchaser, although
initially free from liability to tenants, may thereafter become obligated as landlord by estoppel or implied contract.2 I8 If, for example, the purchaser does not immediately notify tenants that their
leases have been terminated by foreclosure of a prior lien, and if he
thereafter accepts rent or otherwise indicates that the leases are
valid, the purchaser may be held to landlord status for deposit
purposes.219
217.
218.

IV AMERICAN LAW OF PROPERTY § 16.211 (1952).
See generally Walker, Tenants of Mortgagors, 128 NEW L.J. 773, 773 (1978) (mort-

gagee can become obligated to mortgagor's tenant by creation of a new tenancy).
219.

Id at 773-74.
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If Texas courts accept the theory that the statute simply affirms
that deposit covenants run with the land at law, then nonresidential
leases are subject to the same basic rules that apply to residential
leases. Texas courts should not adopt the New York common-law
rule that such covenants are purely personal and collateral and bind
only the landlord who received the deposit. Courts should, instead,
apply the Restatement (Second) view and impose liability on the reversion, thereby protecting nonresidential tenants' deposits.
Texas courts should not apply the Restatement (First)'slien theory to the covenant obligation. Nor should they apply Code section
91.004's tenants' lien and section 90.103(c) to displace mortgage
liens. Concern about placing personal liability on the nonpromising
successor in title is misplaced. A lien on the land can be more dangerous to a landlord and to the project financer than personal liability for returning tenants' security deposits. A lien can lead to total
loss of a security interest through foreclosure and can interfere with
the statutory requirements of regulated lenders. Personal liability
means only that the deposits must be paid back when the tenant
leaves-in most cases this is a modest burden that does not threaten
the total financial structure of a mortgaged project.
At least in security deposit matters, Texas courts ought to follow the ordinary rules governing covenants running with land when
privity of estate is the only basis for obligation. When a residential
landlord receives a deposit, either personally as lessor or by acknowledgement at closing, liability attaches by privity of contract
and can be extinguished only pursuant to the provisions of substitution clauses in leases and section 92.105(b). But if the landlord's
only obligation rests on his status as owner or landlord under the
statute, or as successor in title for covenants running with the land,
then the liability should terminate when the status ends. Admittedly, the Texas rule is different for rent obligations, and there is
superficial justice in holding landlords to the same rule that binds
assignees of the leasehold for rents to the end of the term. Nothing
in the statute, however, indicates that status liability should continue
beyond sale of the project, exceptfor landlords who receiveddeposits.
Moreover, the Texas rule holding assignees liable on the rent covenant has not received much favorable comment, even from its own
courts.

2 2 0

220. See Stark v. American Nat'l Bank of Beaumont, 100 S.W.2d 208, 212-15 (Tex. Civ.
App.-Beaumont 1936, writ refd).
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The proposed rationale does not demand that courts construe
section 92.105(b) to require that deposits be placed in trust as a condition for substituting landlords' liability. As a matter of policy, requiring a trust makes sense. Although the statute does not expressly
require a trust, its provisions are consistent with that outcome. Requiring a trust as a condition for substitution of liability is also consistent with the notion that, in a residential lease, any release or
substitution clause that does not require a trust is unconscionable. 22 '
Balanced against requiring a trust for compliance with section
92.105(b) is the argument that if the legislature had intended to require a trust it could have provided for one. A court may reasonably hesitate to implement good policy by judicial decree if the
legislature considered the matter and failed to adopt it by clear and
express language.
IX.

CONCLUSION

Although this article takes a particular point of view concerning subchapter C, other analyses are possible. For example, one can
read section 92.105(a) to hold new owners responsible only for deposits that they personally receive after taking title, and not to hold
them liable for deposits due existing tenants unless they make a section 92.105(b) acknowledgement. Thus read, Johnson v. Huie
Properties222 makes perfectly good sense. Similarly, section
92.105(b) can be construed to require only that the grantee acknowledge debtor status in order to release the prior owner, regardless of
whether the project leases contain release clauses. Even if these alternative analyses are seemingly as viable as the one here advocated,
they cannot survive careful policy analysis.
Unless new owners of apartment projects are made responsible
for deposits due to existing tenants from the time they acquire title,
they can continue playing the "go back to the old landlord" game
with impunity. Buyers of apartment projects ordinarily expect to
honor the deposit obligation; and their basis for denial is often unsound. They can and do take deposits into account when setting a
price for the project. The statute was designed to inject fairness into
the transaction-not to sanction former abuses.
221. See RESTATEMENT (SECOND) OF CONTRACTS § 208 (1979) (discussing unconscionable contract or term).
222. 594 S.W.2d 488 (Tex. Civ. App.-Dallas 1979, no writ).
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Most sellers and buyers of apartment projects are honest and
responsible professionals. Some, however, are underfinanced high
rollers whose ventures are doomed from the start. Tenants who deal
with a particular landlord should receive the benefit of a fundamental contract principle: an obligated debtor cannot extinguish liability
by obtaining a simple contract promise from a stranger to pay the
debt.
The New York common-law rule that deposit obligations do
not run with the land generated extraordinary complexity and unfairness. Yet, several other states adopted it without full consideration of the alternative. Clark and the Restatement (Second) of
Property rejected the New York rule for perfectly sound doctrinal
and policy reasons. The security deposit statute rejects the rule.
Texas courts should apply the covenant analysis both in residential
and nonresidential lease cases. If Texas courts follow Johnson v.
Huie Properties223 and hold that section 92.105(a) does not automatically bind grantees when they acquire title, then Texas will in effect
have adopted the New York rule, which never worked at home and
should at best have been left there.
223.

Id.

