
TEXAS ADOPTS THE "SUBORDINATION" RULE TO SOLVE
CIRCULAR PRIORITY DISPUTES INVOLVING PERSONAL
PROPERTY: ITT Diversified Credit Corp. v. First City Capital

Corp., 737 S.W.2d 803 (Tex. 1987).

First City National Bank ("the Bank") acquired a first lien
security interest on certain personal property of the debtor, Sisco
Enterprises, on May 12, 1978.1 Later, First City Capital Corporation
("FCCC") obtained a second lien priority interest in the same
property and, finally, ITT Diversified Credit Corporation ("ITT")
obtained a third lien security interest in the same property. 2 Conse-
quently, the Bank held a first priority position, FCCC was in a
second position and ITT was third in priority.' In order to induce
ITT to lend money to Sisco, 4 the Bank executed a subordination
agreement whereby it subordinated any interest it had in certain of
the debtor's property5 to the interest of ITT.6 Some time later, ITT
foreclosed upon a portion of these assets and retained the proceeds.7

FCCC was not paid any amount of the proceeds realized from the
sale and subsequently filed suit, claiming that its security interest was

1. ITT Diversified Credit Corp. v. First City Capital Corp., 717 S.W.2d 419, 419-20
(Tex. App.-Houston [14th Dist.] 1986), rev'd, 737 S.W.2d 803 (Tex. 1987). The assets which
were encumbered by the liens are not identified in the opinion, however, nine boats and two
motors constituted a portion of the collateral. 717 S.W.2d at 420.

2. 717 S.W.2d at 420.
3. Id.
4. ITT Diversified Credit Corp. v. First City Capital Corp., 737 S.W.2d 803 (Tex. 1987).
5. The property to which the Bank subordinated its claim to that of ITT were nine boats

and two motors. 717 S.W.2d at 420.
6. Id. The subordination agreement entered into between the Bank and ITT reads as

follows:
In consideration for ITT Diversified Credit Corp.'s present and future financial

considerations to Sisco Enterprises, Inc., d/b/a California Marine, the undersigned
hereby subordinates any interest it may have in the boats and motors listed on the
attached Exhibit "A" to ITT Diversified Credit corp.'s security interest.
IN WITNESS WHEREOF, the undersigned has executed this document on the 21st
day of August, 1979.

Id.
7. Id. ITT sold five of the boats covered by the subordination agreement and collected

$23,994.16 in proceeds. There is no indication of what triggered this seizure and sale.
Presumably, Sisco was in default on a loan advanced to it by ITT. Generally, a secured
creditor is authorized to repossess and sell collateral upon default. See U.C.C. §§ 9.503-9.504.
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superior to that of ITT.' The trial court found that the subordination
agreement between the Bank and ITT did not give ITT a security
interest superior to that of FCCC, and accordingly entered judgment
that FCCC recover from ITT the proceeds from the sale of the
debtor's property, plus interest and costs. 9

On appeal, the court narrowly construed the language of the
subordination agreement and found that "the only intent expressed
by the parties in the agreement was that the Bank's interest would
be subordinated to that of [ITT]."' 0 The judgment of the trial court,
which placed FCCC in the first priority position, was affirmed."

The Supreme Court of Texas reversed the judgment of both
lower courts and held that ITT was to be given first priority to the
proceeds of the sale of the debtor's property by virtue of its subor-
dination agreement with the Bank. 2 Drawing a distinction between
a real property and a non-real property situation," th;e court con-
cluded that "[i]n a non-real property situation, the third lienholder
should be able to succeed to that part of the interest that was
subordinated by the first lienholder, so long as the second lienholder
is neither burdened nor benefitted by the subordination agreement."14
Accordingly, the court remanded with instructions that the trial court
distribute the sale proceeds according to a court-approved formula. 5

8. 717 S.W.2d at 420.
9. Id.

10. Id. See supra note 6 for the language of the subordination agreement.
11. 717 S.W.2d at 421.
12. 737 S.W.2d at 804.
13. The validity of this distinction and some of its possible consequences is discussed in

further detail, infra notes 112-27 and accompanying text.
14. 737 S.W.2d at 804.
15. Id. The formula adopted by the supreme court was first articulated by Grant Gilmore

in Security Interests in Personal Property and provides a solution to situations in which there
is a limited fund from which to satisfy multiple claimants and priority conflicts have arisen
as a result of contractual subordination. Assuming that A, B, and C have claims against
debtor X's property which are entitled to priority in alphabetical order and A subordinates
his claim to C's, the proper method of distribution of funds when the property is sold and
the resulting fund is insufficient to satisfy all three claimants is to first set aside from the
fund an amount equal to A's claim. From this amount, C should first be paid the amount of
his claim (up to but not exceeding the entire amount of A's claim). If C's claim can be
satisfied from the amount so set aside, then A should next receive any remaining amount of
his claim. After the amount of A's claim is exhausted (by C alone or between C and A) the
remainder of the fund should be paid to B to the extent of his claim. If any balance remains
in the fund after A's claim has been set aside and B's claim has been satisfied, the balance
should be distributed to C (to the extent that C's claim was larger that the amount first set
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By adopting this formula, the supreme court has declared that, as
least as concerns personal property, Texas will be governed by what
has been called the "subordination rule" of circular priority solu-
tions.16

I. CIRCULAR PRIORITY SYSTEMS

Regardless of how it arises, a circular priority system exists when
claimant A has priority over claimant B who has priority over
claimant C who has priority over claimant A. 17 Schematically, the
problem can be shown in this manner:

A

c <--B

Courts and commentators have devised various methods by
which to allocate and distribute funds subject to a circular priority

aside for A) and finally, to A. As Gilmore sums up this formula:
Thus C, by virtue of the subordination agreement, is paid first, but only to the

amount of A's claim, to which B was in any event junior. B receives what he had
expected to receive: the fund less A's prior claim. If A's claim is smaller than C's,
C will .collect the balance of his claim, in his own right, only after B has been paid
in full. A, the subordinator, receives nothing until B and C have been paid except
to the extent that his claim, entitled to first priority, exceeds the amount of C's
claim, which, under his agreement, is to be first paid.

G. GILMORE, Security Interests in Personal Property § 39.1 at 1021 (1965). Following this
formula, the supreme court instructed the trial court to:

Set aside from the fund the amount of the Bank's claim and out of this amount,
pay ITT the amount of its claim. Then, the trial court should allocate to the Bank
any balance after the ITT claim is satisfied, and then allocate to FCCC the amount
of the fund remaining after the Bank's claim has been set aside. If any balance
remains in the fund after the Bank's claim has been set aside and FCCC's claim
has been satisfied, the court should distribute the balance to ITT and then to the
Bank. Thus, ITT, by virtue of its subordination agreement, is paid first but only to
the amount of the Bank's claim, to which FCCC was in any event junior. FCCC
will receive what it expected to receive, the fund less the Bank's prior claim.

737 S.W.2d at 804.
16. The subordination rule is the method of breaking circular priority systems described

in supra note 15. See G. GILMORE, Security Interests in Personal Property § 39.1, 1021-25
(1965) [hereinafter GILMORE]; Note, Circular Priority Systems Within the Uniform Commercial
Code, 61 TEX. L. REv. 517, 526-32 (1982) [hereinafter Note, Circular Priority Systems].

17. See generally J. KRAHMER, Commercial Law Problems and Materials at 22-1 (1987)
[hereinafter KRAHMER] (this work, although brief, is an excellent overview of the many circular
priority solutions which have been advanced over the years).
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dispute.18 Unfortunately, there is yet to be created a circular priority
solution that works to the satisfaction of all. 19 An examination of
the problem of circular priorities should appropriately begin with an
overview of the various situations in which circular priority disputes
arise, followed by some of the more commonly advanced solutions
which can be used to "break the circle."

II. WHERE CIRCULAR PRIORITY PROBLEMS ARISE

A circular priority situation may arise in a variety of contexts.
In any system in which one lien is partially preferred over another
class of liens, the potential for a circularity problem exists. 20 A

18. These methods are discussed infra notes 50-75 and accompanying text.

19. See, e.g., In re Holly Knitwear, Inc., 140 N.J. Super. 375, -, 356 A.2d 405, 409

(App. Div. 1976) (perplexed by a circular priority dispute caused by a conflict between federal

and state priority rules, an exasperated court stated that "[any solution may seem arbitrary

and produce anomalous results"); Kingsberry Mortgage Co. v. Maddox, 13 Ohio Misc. 98, -

, 233 N.E.2d 887, 892 (C.P. Clermont County 1968) (in which a similarly frustrated court

complained that "[iut seems to me that the question of priorities, according to any one of

these formulas would be a matter of chance, and which formula to follow, which one to take

first, might as well be determined by the turn of a card or the throw of the dice or the

selection of a number"); Gn.moRE, supra note 16, at 1020-21 ("[a] judge who finds himself

face to face with a circular priority system typically reacts in the manner of a bull who has

been goaded by the picadors: he paws the ground and roars with rage. The spectator can only

sympathize with the judge and bull").

20. This type of partial preference is more common than one might think. For example,

under the Uniform Commercial Code [hereinafter U.C.C.] § 9-313(4), a perfected security

interest in fixtures has priority over a conflicting security interest of an encumbrancer or owner

of the real estate when, for example,

the security interest is a purchase money security interest, the interest of the

encumbrancer or owner arises before the goods became fixtures, the security interest

is perfected by a fixture filing before the goods become fixtures or within ten days

thereafter, and the debtor has an interest of record in the real estate or is in

possession of the real estate.

U.C.C. § 9-313(4)(a) (1978).

If all of the statutory requisites are met, the party with the security interest in the fixtures
will become superior to a previous lienholder with a lien affixed to the property. However, if

a third lienholder comes into existence with a valid lien on the property during the ten day

period within which the U.C.C. requires the fixture lienholder to file, this new lienholder will

gain priority over the fixture lienholder if the fixture lienholder has not previously filed, and

thus, a circularity situation arises. The first lienholder has superior priority status over the

third lienholder whose lien arose during the ten day filing period by virtue of § 9-312(5) (the

basic priority rule-first in time is first in right); the third lienholder has priority over the
fixture lienholder (because the partial preference of § 9-313(4) only gives a fixture lienholder

priority over one whose interest arises before the goods become fixtures and in this example,

the interest of the third lienholder arose between the time the goods became fixtures and the

fixture lienholder filed); and the fixture lienholder has priority over the first lienholder (because

of the provisions of U.C.C. § 9-313 discussed above). See KRAHMER, supra note 17, problem

18-2, at 18-3.
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common area in which circular priority situations arise is that of
conflicting or inconsistent state and federal lien laws. 21 The circularity
in these instances usually arises as a result of a federal statute creating
a lien which is given a partial preference over other, competing
liens. 22 For example, in In re Holly Knitwear, Inc. ,23 the lien of the
United States for nonpayment of taxes took priority "as to any fund
in excess of the amount necessary to pay the mortgage. ' 24 Therefore,
the mortgage was prior to the tax lien. 25 By virtue of the same
language the tax lien was prior to a landlord's lien imposed for
nonpayment of rent. 26 However, under state law, the landlord's lien
was given priority over the mortgage. 27 Consequently, a circular
priority situation arose which can be depicted as such:

tax lien

mortgage - landlord's lien

Another common cause of circular priority situations is recording
or filing statutes which operate to penalize a first lienholder who
fails to file or properly file a record of his interest. These statutes
allow subsequent lienholders who properly file without knowledge of
the first lienholder's interest to gain priority over the first lienholder
while at the same time not allowing a similar lienholder with knowl-
edge of the first lienholder's interest to gain priority. 28 In these

21. See, e.g., In re Holly Knitwear, Inc., 141 N.J. Super 375, 356 A.2d 405 (App. Div.
1976) (where under federal law a secured creditor was given priority over a claim by the United
States for social security and withholding taxes and the United States was given priority over
a landlord's lien, but under state law the landlord's lien was given priority over the secured
creditor); Ferbro Trading Corp. v. J-Mar Dress Corp., 78 Pa. D. & C. 337 (C.P. Lackawanna
County 1950) (competing state law landlord's lien, lien for unpaid state unemployment tax
and I.R.S. lien created a circular priority situation). See also, GILMORE, supra note 16, at

1022-24 (discussing federal-state priority conflicts including pre-1965 bankruptcy circularity

cases, which are beyond the scope of this Note); Note, supra note 16, at 525-26 (containing

a similar discussion, also including bankruptcy aspects).

22. See supra note 20.

23. 140 N.J. Super. 375, 356 A.2d 405 (App. Div. 1976).

24. Id. at __, 356 A.2d at 409 (citing United States v. City of New Britain, 347 U.S.

81, 88 (1954)).
25. Id. at __, 356 A.2d at 409.

26. Id. at __, 356 A.2d at 409.

27. Id. at , 356 A.2d at 409.

28. See GILMORE, supra note 16, at 1022. The U.C.C. has adopted this rule in § 9-401(2)

which provides that a filing made in an improper place in good faith is nevertheless effective

as against any person having knowledge of the contents of the erroneously filed financial

statement. U.C.C. § 9-401(2) (1978).
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situations, a common scenario causing circularity of priorities is
where the first lienholder improperly files his interest, a second
lienholder, with knowledge of the first lienholder's interest, properly
files his interest, and a third lienholder, without knowledge of the
first lienholder's interest, properly files his interest. The priorities
accorded to each lienholder are: the first lienholder has priority over
the second (because the second had knowledge of the interest of
first); the second lienholder has priority over the third (because of
the general "first in time, first in right" rule);29 and the third
lienholder has priority over the first (because the third had no
knowledge of the interest of the first lienholder).30 Again, schemati-
cally, the circularity appears as such:

1st lienholder

3rd lienholder ( -2nd lienholder

A third situation in which circular priority problems commonly
arise involve what Gilmore" feels may be dismissed as "not involving
a true circularity.13 2 These situations are caused by the contractual
subordination of a party entitled to priority to a lower-priority party.33

The party entitled to priority who subordinates his interest to that
of another creditor is called the "subordinating creditor" or the
"subordinating party" and the party who obtains priority as a result

29. This general priority rule is embodied in U.C.C. § 9-312(5).
30. For cases involving failure to file or otherwise comply with recording or filing statutes

as the cause of circular priority situations, see Miller v. Stoddard, 52 Minn. 486, 56 N.W.
131 (1893); Bacon v. Van Schoonhoven, 19 Hun. 158 (1879), aff'd 87 N.Y. 446 (1882); In re
250 Bell Road, Inc., 479 Pa. 222, 388 A.2d 297 (1978); Dowling v. Vallett, 70 Pa. Super. 481
(1918); Manufacturer's & Mechanics' Bank v. Bank of Pennsylvania, 7 Watts & Serg. 335
(Pa. 1884); GILMORE, supra note 16, at 1022.

31. GILMORE, supra note 16.
32. Id. at 1021. According to Gilmore these cases do not involve "true circularity" because

absent the contractual subordination of one of the parties, the priorities would be easily aligned
by law, as distinguished from other situations from which circular problems arise. See supra
notes 21-30 and accompanying text.

33. Contractual subordination has been defined as the
subordination of the right to receive payment of certain indebtedness (the subordi-
nated debt) to the prior payment of certain other indebtedness (the senior debt) of
the same debtor. Put another way ...the senior debt must be paid in full before
payment may be made on the subordinated debt and retained by the subordinating
creditor.

Calligar, Subordination Agreements, 70 YALE L.J. 376, 376 (1961) [hereinafter Calligar].
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of the subordination agreement is called the "senior creditor" who
holds the "senior debt". 3 4 Subordination agreements between credi-
tors are entered into for various reasons35 and are created by various
means.1

6

Article 9 of the Uniform Commercial Code ("U.C.C.") recog-
nizes subordination agreements.3 7 In one of the shortest provisions
found in the U.C.C., the drafters have allowed the parties, by their
agreement, to change all of the rules of priority found elsewhere
within the U.C.C.38 Such an agreement need not be written 9 and
can be inferred from the acts of the parties.A°

34. Id. at 376. Calligar points out that there are many interchangeable terms to describe
these parties. For instance, the "subordinated debt" may also be called the "junior debt" or
the "inferior debt". Alternatives for the term "senior debt" are "superior debt" and "prior
debt". Id. Use of the term "prior debt" as a synonym for "senior debt" can lead to a certain
amount of confusion, as the senior debt is prior in receiving payment but is not prior in time.

35. "[T]he [subordinating] creditor will often be willing to have the debt owed to him
subordinated if the effective functioning of the debtor's business is dependent upon obtaining
the additional financing." Calligar, supra note 33, at 377. See also Carlson, A Theory of
Contractual Debt Subordination and Lien Priority, 38 VAND. L. REV. 975, 976-77 (1985)
stating in relevant part:

[a] creditor may wish to subordinate its priority to induce another creditor to advance
new funds [or] a junior creditor may wish to advance credit, but the resulting
increased leverage of the debtor would violate a covenant in a loan agreement
between the debtor and some other creditor. A subordinated debt may be the only
kind of debt that does not violate the covenant of a senior creditor.

Id.
36. In addition to express written subordination agreements, such agreements have been

found under theories of promissory estoppel and third party beneficiary. See GILMORE, supra
note 16, § 37.1, at 987.

37. U.C.C. section 9-316 provides that "[n]othing in this article prevents subordination
by agreement by any person entitled to priority." Id. The Official Comment to section 9-316
says that section 9-316 was "inserted [into the Code] to make it entirely clear that a person
entitled to priority may effectively agree to subordinate his claim. Only the person entitled to
priority may make such an agreement: his rights cannot be adversely affected by an agreement
to which he is not a party." U.C.C. § 9-316 Official Comment. While the U.C.C. recognizes
the validity of subordination agreements it offers no guidance as to how circularity disputes
caused by these agreements are to be solved.

38. Id. The term "agreement" in section 9-316 is a U.C.C. defined term and means "the
bargain of the parties in fact as found in their language or by implication from other
circumstances including course of dealing or usage of trade or course of performance . ... "
U.C.C. § 1-201(c). "Course of dealing," "usage of trade," and "course of performance" are
also U.C.C. defined terms. See U.C.C. §§ 1-205, 2-208. A close examination of the statutory
language reveals that there is no requirement of an express written agreement to alter U.C.C.
priority rules.

39. See, e.g., A-W-D, Inc. v. Salkeld, 175 Ind. App. 443, 372 N.E.2d 486 (1978) (verbal
subordination agreement valid); Hillman's Equipment v. Central Realty, 144 Ind. App. 18,
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In the typical circularity situation caused by a subordination
agreement between two of multiple creditors of a common debtor,
the parties, prior to subordination, are fixed in positions of relative
priority.4' After the relative priorities have attached, a creditor with
a prior (in time) interest subordinates his position to a lienholder
afforded lesser priority. 42 If there exist any intervening lienholders
between the subordinating creditor and the senior creditor, 43 a cir-
cularity problem is created."4

III. METHODS BY WHICH CIRCULAR PRIORITY SITUATIONS ARE

"SOLVED"

From the foregoing overview, it is acknowledged that circular
priority problems arise from a variety of sources. They may arise
from operation of inconsistent state and federal laws, 4 from failure

242 N.E.2d 522 (1968) (validity of oral subordination agreement recognized), rev'd on other
grounds, 253 Ind. 48, 246 N.E.2d 383 (1969); Williams v. First Nat'l Bank & Trust Co. of
Vinita, 482 P.2d 595 (Okla. 1971) (oral subordination agreement enforced); Kirkpatrick v. Oil
Well Supply Co., 172 Okla. 248, 49 P.2d 712 (1935) ("a prior mortgagee, by his words, act,
or conduct, may waive the priority of his mortgage lien in favor of that of a subsequent
mortgagee or lienholder").

40. See, e.g., In re Bishop, 52 Bankr. 470 (N.D. Ala. 1985) (finance company found to
have subordinated its interest in certain accounts to bank when it indicated that the debtor no
longer owned anything on these accounts and deleted these items from its inventory checklist);
In re AM Int'l, 46 Bankr. 566 (Bankr. M.D. Tenn. 1985) (subordination agreement found to
have arisen as a result of first lienholder's consent to a "lockbox" arrangement, whereby the
subsequent lienholder had sole access to funds therein, even though there was no direct
communication between the two lienholders and the debtor served as a conduit between the
two); Western Auto Supply Co. v. Bank of Imboden, 17 Ark. App. 4, 701 S.W.2d 394 (1985)
(plaintiff, although first in statutory priority, found to have subordinated its interest to that
of defendant when plaintiff admitted that he knew that defendant would not make loan unless
plaintiff subordinated its position); Peoples Bank & Trust v. Reiff, 256 N.W.2d 336 (N.D.
1977) (finding of a subordination agreement by course of dealing or usage of trade recognized).

41. See, e.g., Grise v. White, 355 Mass. 698, 247 N.E.2d 385 (1969) (prior to subordination
the relative priorities were affixed by the "first in time" rule).

42. Id. at __ , 247 N.E.2d at 387.
43. See supra note 34 and accompanying text.
44. For cases in which such situations have caused circularity disputes, see In re Thorner

Mfg. Co., 4 U.C.C. Rep. Serv. (Callaghan) 595 (E.D.Pa. 1967); Shaddix v. National Surety
Co., 221 Ala. 268, 128 So. 220 (1930); Wayne Int'l Bldg. & Loan Ass'n v. Moats, 149 Ind.
123, 48 N.E. 794 (1897); Thorpe Block Sav. & Loan Ass'n v. James, 41 N.E. 978 (Ct. App.
Ind. 1895); Grise v. White, 355 Mass. 698, 247 N.E.2d 385 (1969); Wilmot v. Central Oklahoma
Gravel Corp., 620 P.2d 1350 (Ct. App. Okla. 1980); ITT Diversified Credit Corp. v. First
City Capital Corp., 737 S.W.2d 803 (Tex. 1987). For a more detailed description of how
circularity problems arise in such a context, see supra notes 1-15 and accompanying text.

45. See supra notes 21-27 and accompanying text.
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of one party to properly file notice of his interest,- or by a subor-
dination agreement executed between at least two of multiple creditors
of a common debtor. 47 Unfortunately, there are also many different
ways in which circular priority problems have been dealt with. Since
courts and commentators have failed to agree on a single solution, 48

there is no uniformity among the reported decision as to how these
problems will be "solved" when presented to a court.4 9

One approach has been to simply break the circle and realign
the parties. 0 The "Pennsylvania method" and the "New Jersey rule"
follow this general approach.' These rules evolved from cases in
which the circularity was caused by the failure of one party to comply
with recording statutes.12 Under the Pennsylvania method, the party's
failure to file is simply ignored; the parties are given priority ac-
cording to the "first in time is first in right rule."" Thus, in a
situation where there are competing lienholders, A, B, and C, whose
priorities rank in alphabetical order and A's failure to file is the
cause of the circularity, courts following this method of distribution
will distribute the fund first to A, then to B, then to C. 4 The
Pennsylvania method is the easiest of the proposed solutions to
understand and apply. 51

The New Jersey rule, as contrasted with the Pennsylvania method,
does punish the party who has failed to properly file notice of his

46. See supra notes 28-30 and accompanying text.
47. See supra notes 31-44 and accompanying text.
48. See supra note 19.
49. Quotation marks are used to illustrate the fact that there is really no "solution" in

the conventional sense to a circularity problem. The best a court can be expected to do with
such a problem is to balance the equities and formulate a consistent solution. This is not
advocation of ad hoc decisionmaking, but rather, a recognition of the fact that each "solution"
has its own inequities.

50. GILMORE, supra note 16, at 1025.
51. Id.
52. Id. See also supra note 28-30 and accompanying text (discussing failure to file as the

cause of circularity).
53. GILMORE, supra note 16, at 1025.
54. Id. This rule is subject to criticism because it abolishes the statutory penalty provided

in the recording acts for failure to file. Thus C, who, if he had properly filed notice of his
interest (which it is assumed he has for present purposes) would have taken priority over A
(whom it is assumed did not properly file his interest), is robbed of the benefit of such
statutory policy. The rule seems to have originated in Loucheim Brothers' Appeal, 67 Pa. 49
(1870) and was reiterated in Thomas's Appeal, 69 Pa. 120 (1871).

55. KRAHMER, supra note 17, at 22-1.
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interest.5 6 Under this rule (using the same hypothetical situation
described above), A is punished by being put last in priority, behind
both B and C.17 This method of distribution has been criticized
because it allows B to be paid first, even though he properly filed
his interest with knowledge of A's improperly filed interest, which
result runs contrary to the intent of recording statutes.5"

A third method of breaking a circularity problem has been
termed the "Benson rule." 5 9 Under this formula each party is treated
as a junior lienholder. 6w This is accomplished by subtracting the
amount by which each party is claiming priority over each other
party from the total amount of the fund. 6' For instance, if the total
fund available for distribution is 10 and A has a claim of 9, B has
a claim of 6 and C has a claim of 3, distribution under the Benson
rule would proceed as follows: A is entitled to 7 (the amount of the
fund, 10, less the amount of A's junior lienholder status to C, 3);
B would be entitled to 1 (10 less the amount of B's junior lienholder
status to A, 9); and C would be entitled to 4 if there was that much
remaining in the fund (10 less the amount of C's junior lienholder
status to B, 6).62 It is noted that in the above example the fund was
not sufficient to pay all of the above parties' claims as junior
lienholders. The Benson formula provides for such an occurrence.
In such a case, the court should calculate the largest lesser amount
that the fund could be to make the formula work and then distribute
the remainder equally to those not satisfied by the operation of the

56. GrMORE, supra note 16, at 1025.

57. Id. See also, Note, Circuity of Liens-A Proposed Solution, 38 COLUM. L. REV. 1267,
1269 n.18 (1938) [hereinafter Note, Circuity of Liens] (wherein the author collects early cases

applying the "New Jersey" rule).

58. GrLMORE, supra note 16, at 1025. For a more detailed discussion of the operation of

such statutes, see supra notes 19, 28-30 and accompanying text. Recording statutes generally

allow a party who has erroneously filed or failed to file his interest (lienholder A in the
hypothetical) to retain priority over parties who subsequently properly file their interest with

knowledge of the earlier interest (lienholder B in the hypothetical). Although not expressly

stated by the court, this seems to have been the formula used by the court of appeals in ITT
Diversified Credit Corp. v. First City Capital Corp., 717 S.W.2d 419 (Tex. App.-Houston

[14th Dist.] 1986), rev'd, 737 S.W.2d 803 (Tex. 1987).

59. Benson, Circuity of Liens, A Problem in Priorities, 19 MINN. L. REV. 139 (1935)
(hereinafter Benson].

60. Note, Circuity of Liens, supra note 57, at 1271.
61. KRAHMER, supra note 17, at 22-3.
62. Note, Circuity of Liens, supra note 57, at 1271-72; KRAHMER, supra note 17, at
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formula. 63 Thus, a court would treat the fund as if it were 9 instead
of 10 and the distribution would proceed as follows: A would receive
6 (9 less 3) and thus be satisfied as a junior lienholder; B would
receive 0 (9 less 9) and remain unsatisfied by the formula; C would
receive 3 (9 less 6) and be satisfield: The remaining 1 would go to
B, who was unsatisfied by the operation of the formula. 64

A fourth method by which courts have distributed funds from
a circularity problem has been termed the "subordination" rule. 65

Under this rule the court first sets aside -from the total fund an
amount equal to A's claim. 66 From this amount so set aside, C is
first paid.67 If C is satisfied out of this "sub-fund" the remainder
set aside goes to A. 6

1 If C's claim exceeds A's, C may not be satisfied
until B is paid. 69 The next step is to satisfy B from the remainder
of the entire fund.70 If this is possible and there remains any money
in the fund, the remainder is paid to C and then to A. 71 This solution
has been criticized on the grounds that the party chosen to represent
party A has the least chance to recover, while the party chosen as
C has the best chance to recover. 72

Although criticized, the subordination rule is the method chosen
by a large majority of courts to resolve circularity problems.7 3 It is

63. Note, Circuity of Liens, supra note 57, at 1271-72; KRAHMER, supra note 17, at
22-3.

64. The Benson formula also provides for instances where the fund exceeds the amount
of all junior lienholder claims. In this event, the excess is treated as "windfall" and is to be
divided equally, pro rata, or in some other arbitrary manner. Benson, supra note 59, at 1271
n.20.

65. GILMORE, supra note 16, at 1021.
66. Id.
67. Id.
68. Id.
69. Id.
70. Id.
71. Id.
72. Note, Circular Priority Systems, supra note 16, at 528-29. This criticism is valid only

so far as the circularity is "true circularity," that is, circularity which arises other than by
contractual subordination or failure to file. The cases which arise by subordination or failure
to file are well accommodated by the subordination rule. In a subordination circularity case,
the subordinating lienholder should be A and the senior lienholder should be C. In a failure
to file case, the lienholder who failed to file and is therefore the cause of the circularity should
be A; the party with knowledge of A's interest should be B; and the party without knowledge
of A's interest should be C.

73. See Wayne Int'l Bldg. & Loan Ass'n v. Moats, 149 Ind. 123, 48 N.E.795 (1897);
Grise v. White, 355 Mass. 698, 247 N.E.2d 385 (1969); Miller v. Stoddard, 54 Minn. 486, 56
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not quite as complex as some of the other solutions which have been
offered,7 4 and certainly seems to be no less equitable than the
alternatives .75

IV. TExAs TREATMENT OF CIRCULARITY SITUATIONS

The problem of circularity of priorities has arisen in Texas on
only two occasions. 76 In McConnell v. Mortgage Investment Company
of El Paso,77 the problem arose as a result of competing mechanics'
and materialmen's liens, a deed of trust and a vendor's lien. 78 Before
April 1, 1953, McConnell held a valid vendor's lien on the subject
property.7 9 At some point between April 1 and April 15, 1953,
construction work was begun on the property, thus giving rise to the
"inception" of mechanics' and materialmen's liens.80 On April 15,
1953, Mortgage Investment Company of El Paso ("Mortgage In-
vestment") took a deed of trust secured by the same property.8

McConnell subsequently subordinated his lien to that of Mortgage
Investment. 2 When the construction project began to fall apart,
Mortgage Investment discovered that, although it was superior to
McConnell in priority by virtue of the subordination agreement, it
was inferior to the statutory mechanics' and materialmen's liens

N.W. 131 (1893); Malmgren v. Phinney, 50 Minn. 457, 52 N.W.15 (1892); Fidelity Union
Title & Mortgage Guaranty Co. v. Magnifico, 106 N.J. Eq. 559, 151 A. 499 (N.J. Ch. 1930);
Hoag v. Sayre, 33 N.J. Eq. 552 (1881).

74. For the remaining proposed circularity-breaking solutions, see GELMORE, supra note
16 at, 1025-32; KRAHMER, supra note 17, at 22-1 through 22-5.

75. Note, Circular Priority Systems, supra note 16, at 526-27; GILMORE, supra note 16,
at 1021.

76. Vahlsing Christina Corp. v. First Nat'l Bank of Hobbs, 491 S.W.2d 954 (Tex. Civ.
App.-El Paso 1973, writ ref'd n.r.e.); McConnell v. Mortgage Inv. Co. of El Paso, 292
S.W.2d 636 (Tex. Civ. App.-El Paso 1955), judgm't modified by, 157 Tex. 572, 305 S.W.2d
280 (1957).

77. 292 S.w.2d 636 (Tex. Civ. App.-El Paso 1955), judgm't modified by, 157 Tex. 572,
305 S.W.2d 280 (1957).

78. 157 Tex. at 574, 305 S.W.2d at 281.
79. Id., 305 S.W.2d at 281. The subject property was fourteen lots in the city of Odessa,

on which houses were to be built. Id., 305 S.W.2d at 281.
80. Id. at 575, 305 S.W.2d at 281.
81. Id., 305 S.W.2d at 281.
82. Id., 305 S.W.2d at 281. This subordination agreement provided that Mortgage In-

vestment's deed of trust should be superior to McConnell's vendor's lien and that in case of
a forced or judicial sale that any surplus left after the balance due on Mortgage Investment's
note had been paid should go to McConnell. Id., 305 S.W.2d at 281-82.
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which had their inception at the time the work was commenced. 83

Consequently, Mortgage Investment began buying the mechanics' and
materialmen's liens.14 As a result of these transactions, Mortgage
Investment became the owner of two classes of claims-the deed of
trust and the mechanics' and materialmen's liens. Prior to the sub-
ordination agreement, the relative order of priority of the parties
was McConnell, the mechanics' and materialmen's liens, and Mort-
gage Investment. 5 After the execution of the subordination agree-
ment, however, the court of appeals found that McConnell had
slipped into the third priority position, behind both Mortgage In-
vestment and the mechanics' and materialmen's liens.8 6 Relying on a
statement made by the Supreme Court of Alabama in Shaddix v.
National Surety Co.,87 the court of appeals held that "when defendant

83. Id. at 575-76, 305 S.W.2d at 282.
84. Id. at 576, 305 S.W.2d at 282.
85. Id. at 575, 305 S.W.2d at 281.
86. 292 S.W.2d at 638.
87. 221 Ala. 268, 128 So. 220 (1930). In Shaddix, the circularity was caused by the

subordination of a first priority lienholder to a third, with state and county tax liens intervening.
The court, speaking in abstract terms, framed and resolved the issue in this manner:

If a first mortgagee agrees to subordinate his mortgage to one which is third in
point of priority, what is the relative standing of such first mortgagee to one who
at the outset holds the position of second place in grade? It seems apparent that
such first mortgagee thereby becomes subordinate to them both and occupies the
third place.

Id. at , 128 So. at 224. This line of reasoning is not entirely without merit. Viewed from
a positional perspective it seems entirely reasonable to conclude that if 1 agrees to subordinate
to 3 then he must also necessarily be subordinate to 2. Another court has phrased the same
rationale in this way:

It cannot be questioned that things equal to the same thing are equal to each other,
and it is equally true that if B is inferior to A and C is inferior to B, C is also
necessarily inferior to A.

Dunlop v. Teagle, 101 Fla. 721, -, 135 So. 132, 134 (1931), accord Old Stone Mortgage
& Realty Trust v. New Georgia Plumbing, 239 Ga. 345, 236 S.E.2d 592, 593 (1977); Ladner
v. Hogue Lumber & Supply Co., 229 Miss. 505, -, 91 So.2d 545, 547 (1956). The reasoning
of the Dunlop court can be shown in the following syllogism:

If A > B,
and B > C
then A > C

This logic is impossible to dispute. Regardless of how airtight such reasoning may appear,
courts applying such logic simply ignore the realities of a circularity situation, the very essence
of which is a situation in which, although A is superior to B, and B is superior to C, C
remains superior to A because of subordination or inconsistent priority rules. Indeed, a court
applying such reasoning could never recognize the existence of a circular priorities problem.
The crux of the matter is that the problem of circularity defies logic. A further problem in
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McConnell executed his subordination agreement he lost his priority,
and his lien became inferior to both the second and third liens

''88

The supreme court, although affirming the court of appeals, did
so with instructions which changed the priorities set out by the court
of appeals.8 9 The court, finding that "[tihe claims represented by the
mechanics' and materialmen's liens were not secured by the deed of
trust and consequently McConnell and the company bearing his name
did not subordinate their vendor's liens to such claims," 9 rearranged
the relative priorities in the manner in which it found the parties had
placed themselves by the subordination agreement. 91 The correct
order, according to the court, was first, the deed of trust held by
Mortgage Investment; second, McConnell; and third, the mechanics'
and materialmen's liens now held by Mortgage Investment. 92

The only other circularity case which has arisen in a Texas court
is Vahising Christina Corp. v. First National Bank of Hobbs.93 In

the reasoning used by the Shaddix and Dunlop courts is that it works not only to unduly
punish a subordinating party, but also to unjustly enrich any intervening party. The subordi-
nating party is unduly punished by such a solution because he meant to become subordinate
only to the other party to the agreement, not also to an intervening party; as he is made
subordinate to each additional party his claim becomes less likely to be satisfied in case of a
default by the debtor. The intervening party is unjustly enriched in that he is elevated into a
more favorable position as a result of an agreement to which he was not a party and for
which he gave no consideration.

88. 292 S.W.2d at 638. The court's reasoning for arriving at such an outcome is
conspicuously absent. It is possible that the court simply found that the statement made in
the Shaddix case fit its needs. On the other hand, it is possible that the court was applying
the "New Jersey rule" to circularity problems although it did not so state. See supra notes
56-58 and accompanying text. A third possibility is that the court allowed Mortgage Investment
priority over McConnell on both classes of claims because it failed to differentiate the priority
of claims and instead focused its attention on the priorities of the parties. A final possible
rationale for the court's decision regarding priority, although somewhat tenuous, is that the
court was in fact applying the subordination rule and meant that McConnell was subordinate
to both classes of liens but only to the extent of the amount of the deed of trust, to which
McConnell had expressly subordinated himself. See supra notes 65-75 and accompanying text.

89. McConnell, 157 Tex. at 585, 305 S.W.2d at 288 (1957).
90. Id. at 583-84, 305 S.W.2d at 287.
91. Id. at 585, 305 S.W.2d at 288.
92. Id. at 585, 305 S.W.2d at 288. There seems to be little precedential value to be gained

from this holding. The court did not expressly or impliedly adopt any of the circularity
solutions discussed earlier. See supra notes 45-75 and accompanying text. McConnell, it seems,
is no more than an ad hoc decision based upon the facts of the case.

93. 491 S.W.2d 954 (Tex. Civ. App.-El Paso 1973, writ ref'd n.r.e.).
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Vahising, a circularity situation arose regarding the debtor's personal
property as a result of a subordination agreement. 94 The court
recognized the circularity problem but failed to offer any guidance
to future courts on how to treat such situations. 95 As in McConnell,
the court formulated its answer on an ad hoc basis, determining
priorities from the language of the subordination agreement instead
of adopting a solution for future courts to adhere to. 96 Consequently,
Vahlsing today is authority only for the proposition that "a subor-
dination agreement is nothing more than a contractual modification
of lien priorities and must be construed according to the expressed
intention of the parties and its terms." ' 97 Such was the background
in Texas against which the present case arose.

V. IMPLICATIONS OF ITT Diversified Credit Corp. v. First City
Capital Corp.

In ITT Diversified Credit Corp. v. First City Capital Corp.,91
First City National Bank ("the Bank") held a first lien on the assets
of the debtor, Sisco Enterprises, Inc. ("Sisco"). 99 First City Capital
Corp. ("FCCC") obtained a second lien and ITT Diversified Credit
Corp. ("ITT") obtained a third lien on the same assets. 1°0 To induce
ITT to make a loan to Sisco, the Bank executed a subordination
agreement with ITT, subordinating its interest in certain of Sisco's
assets to that of ITT.10 1 Subsequently, ITT foreclosed on these assets
and retained the proceeds.10 E FCCC brought suit claiming that its
interest was prior to that of ITT. 03 The trial court held for FCCC
and the court of appeals affirmed, reasoning that a first lienholder
who subordinates his interest to a third lienholder necessarily also
becomes subordinate to a second lienholder. °4 The supreme court

94. Id. at 957.
95. Id. at 958.
96. Id. at 958-59.
97. Id. at 958.
98. 737 S.W.2d 803 (Tex. 1987).
99. Id. at 803.

100. Id.
101. Id.
102. Id.
103. Id.
104. ITT Diversified Credit Corp. v. First City Capital Corp., 717 S.W.2d 419, 421 (Tex.

App-Houston [14th Dist] 1986), rev'd, 737 S.W.2d 803 (Tex. 1987).
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reversed'015 and held that, in a non-real property situation, the third
lienholder should be able to succeed to that part of the interest
subordinated by the first lienholder as long as the second lienholder
is neither burdened nor benefitted by the agreement. °6 By so holding,
the court has adopted the subordination rule to break circular priority
situations involving personal property. 10 7

The differing outcomes at the court of appeals and supreme
court levels can be attributed to differing interpretations as to the
meaning of the word "subordination". The court of appeals seemed
to think that when the Bank subordinated its interest to that of ITT,
it merely agreed to step in line behind ITT.'0 Thus, the reasoning
of the court of appeals can be shown in the following manner:

Pre-Subordination Post-Subordination

1. Bank 1. FCCC
2. FCCC 2. ITT
3. ITT 3. Bank

The Texas Supreme Court, on the other hand, viewed subordi-
nation as meaning that ITT could succeed to the interest of the
Bank.' °9 The logic used by the supreme court can be shown as such:

Pre-Subordination Post-Subordination

1. Bank 1. ITT/Bank
2. FCCC 2. FCCC
3. ITT 3. ITT/Bank

As a result of the supreme court decision, Texas now has
authority for the proposition that the language "X subordinates his
claim to that of Y" means that "Y succeeds to the interest of X, as
far as has been subordinated." '" 0 This is a desirable result, as it will
serve as a guide for lending officials and banking attorneys through-
out the state. Arguably, this is what the parties to the subordination

105. 737 S.W.2d at 804.

106. Id.
107. For discussion of the subordination rule, see, supra notes 15, 65-75 and accompanying

text.
108. 717 S.W.2d at 421.
109. 737 S.W.2d at 804.
110. These two courts are not the first to part ways over the meaning to be ascribed to

the word "subordination". See Carlson, A Theory of Contractual Debt Subordination and
Lien Priority, 38 VAND. L. REv. 975, 991-93 (1985).
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agreement, ITT and the Bank, intended to result from the agreement.
The reason for the subordination agreement Was to induce ITT to
lend money to Sisco. If ITT believed that, as a result of the
agreement, it would only be elevated from third to second priority,
it is difficult to imagine where such inducement would exist."'

VI. DISTINCTION WITHOUT A DIFFERENCE

While providing valuable precedent in one area, the supreme
court seems to have added to existing confusion in others. In adopting
the subordination rule to clear up circular priority disputes, the court,
without explanation, limited its application to "non-real property
situations[s]." '"1 2 There are many possible reasons for such a distinc-
tion, none of which are very sound. First, and most likely, is the
possibility that the court was merely trying to distinguish the Mc-
Connell" 3 case on its facts. McConnell contained, in the court of
appeals' opinion," 4 a statement which directly supported the method
used in the court of appeals in ITT Diversified Credit.I " By making
the distinction based on real property versus personal property, the
court was easily able to distinguish McConnell. A second possible
reason for the difference is the distinction made by legal writers
between "true" circularity and circularity caused by one of the
parties. 1 6 "True" circularity problems arise as a result of inconsistent
priority rules, or by operation of statutes which grant certain liens

111. Although the amounts of each creditor's claim are not mentioned in either opinion,
the relatively small size of the proceeds being fought over, $23,994.16, was. 717 S.W.2d at
420. It seems likely that the claims of any one of the creditors would have exceeded the
amount of the proceeds; ITT's claim obviously did. In such a situation, the elevation from a
third to a second priority position would hardly seem much of an inducement for a lender to
extend a loan to a debtor.

112. 737 S.W.2d at 804.
113. McConnell v. Mortgage Investment Co. of El Paso, 292 S.W.2d 636 (Tex. Civ. App.-

El Paso 1955), judgm't modified by, 157 Tex. 572, 305 S.W.2d 280 (1957).
114. 292 S.W.2d 636 (Tex. Civ. App.-El Paso 1955).
115. In McConnell, the court of appeals determined that "he who holds a first lien and

subordinates it to a third lien makes his lien inferior or subordinate to both second and third
liens." 292 S.W.2d at 638. The truly surprising aspect of the ITT Diversified Credit court of
appeals' reliance on this statement is that although the supreme court affirmed McConnell, it
did so with instructions which changed the relative order of priorities, thus taking away any
effect the court of appeals' statement may have had. See McConnell, 157 Tex. at 585, 305
S.W.2d at 288 (1957).

116. See supra notes 31-32 and accompanying text.
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priority over others. 1 7 In these cases, there is no one party to blame
for the circularity, and for this reason courts and commentators have
a difficult time applying the subordination rule." ' Consequently,
some commentators have urged the adoption of different solutions
depending on which type of circularity is present,1 1 9 and this may be
the underlying reason for the distinction created by the supreme court
in ITT Diversified Credit. 20

Whatever the underlying reason, the result is clear enough. The
subordination rule will control circularity problems involving personal
property and presumably, the rule to be gathered from the McConnell
case will control circularity problems involving real property.12 ' It is
reasonable to argue that such a distinction is without merit and will
lead to confusion among the courts. Consider the following scenario:
Creditor A loans funds to Debtor X, taking in return a lien on all
of X's real and personal property and obtaining first lienholder
status. Creditor B obtains second lienholder status with a lien on the
same property and Creditor C obtains third lienholder status. 22

Subsequently, A subordinates his interest to that of C in order to
induce C to extend additional credit to X. Later, X encounters
financial difficulties and cannot repay his loans. The creditors move
in and foreclose on X's property. In order to solve the priority

117. Id.
118. The subordination rule, by its very nature, operates in such a way that it gives

whichever party is denoted as C the best chance of recovery. B has the next best chance and
A is in the position least likely to recover. The problem faced by courts ies not in applying
the subordination formula, but rather, in choosing which party is to be C, B, and A. When
subordination is the cause of the circularity, the subordinating party is the obvious candidate
to occupy position A; in circularity due to the failure to file, the party who failed to file will
occupy position A. It is in the cases in which no party can fairly be said to have caused the
circularity that the courts have difficulty applying the subordination rule. See supra notes 65-
75 and accompanying text.

119. See GLMoRE, supra note 16 at 1024; Note, Circuity of Liens, supra note 57, at 1269.
120. 737 S.W.2d at 804.
121. If this, indeed, is the case, the next question becomes what was the rule laid down

in McConnell? It is submitted that there was no rule laid down in McConnell, but rather, just
an interpretation of the subordination agreement before the court. See 157 Tex. at 585, 305
S.W.2d at 288. On the other hand, if the court meant to apply the methodology of the
McConnell court of appeals' decision to future real property circularity problems, this may be
of some precedential value to practitioners. See 292 S.W.2d at 638. See also supra notes 113-
15 and accompanying text (examining some of the problems presented by the McConnell
opinions).

122. Such were the facts, excepting the liens on real property, in ITT Diversified Credit
Corp. v. First City Capital Corp., 737 S.W.2d 803 (Tex. 1987).
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dispute that almost certainly will break out among the creditors, a
court will have to apply different circularity solutions as to the real
and personal property encumbered by the liens. The ITT Diversified
Credit rule will be applied to the distribution of the personal property
and the McConnell rule will be applied to the distribution of the
realty.1 2

1 The problems associated with such a dichotomous method
of distribution become readily apparent. Suppose that creditors A
and C had intended, as it is reasonable to assume that they did, that
C was to enjoy first lienholder status as a result of their subordination
agreement not only to the personal property of the debtor, but also
to the realty. This intent would be frustrated by the dichotomous
distribution rules created by the supreme court. C would become
first lienholder, to the extent of A's claim, as to the personal property
but B would step into first position regarding the real property,
leaving C in second position.

Any distinction, if, indeed, one is necessary at all,' 24 should be
made on the basis of the type of circularity present and not on the
type of property encumbered by the liens. 125 A "true" circularity
situation can arise as easily regarding personal property as regarding
real property. The same is true for a failure to file or a subordination
circularity case. The point is, that while a dichotomous circularity
solution system is not unreasonable per se, any distinction based on
the property encumbered by the liens is meaningless, will lead to
judicial confusion, and serve to frustrate the intent of parties entering
into subordination agreements. Texas should adopt the subordination
rule as the solution to all circular priority disputes, not only to those
involving personal property. 126 Any distinction in the application of
circularity solutions should be premised on the type of circularity
before the court, rather than on what type of property is subject to
the various liens.' 27

123. See supra notes 113-15, 121 and accompanying text for the problems present in trying
to glean a rule from the McConnell decision.

124. See, e.g., GILMORE supra note 16, at 1024 (where the distinction between "true"
circularity and circularity caused by subordination is noted by Gilmore who finds no reason
for not applying the subordination rule in both instances).

125. Note, Circuity of Liens, supra note 57, at 1269-72.
126. This is what the vast majority of courts that have been faced with this issue have

done. See GILMORE supra note 16, at 1039, 1042-43.
127. See supra notes 121-26 and accompanying text.
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VII. CONCLUSION

In ITT Divesified Credit Corp. v. First City Capital Corp. , 128

the Texas Supreme Court adopted the subordination rule as the
method by which to solve circular priority disputes involving personal
property. 2 9 This is a desirable result, as it will lead to stability and
predictability among lending institutions and banking attorneys. How-
ever, by limiting application of the subordination rule to cases
involving personal property, the court has created a false distinc-
tion. 130 The dichotomous circular priority solutions now present will
serve only as a further obstacle to any continuity in this important
area.

Blake Elliot Rasmussen

128. 737 S.W.2d 803 (Tex. 1987).
129. Id. at 804.
130. See supra notes 121-26 and accompanying text.
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