IN THE SUPREME COURT OF THE STATE OF HAWAI |

---000- - -

HAWAI | NATI ONAL BANK, Petitioner- Appell ant
VS.

BRI AN R COOK, al so known as BRI AN RI CHARD COOK, dba W NDWARD
SELF STORACGE, POHUKAI NA VENTURE; KONA COUNTRY FAI R VENTURE,
Respondent s- Appel | ees

FI RST HAWAI | AN BANK; BANK OF HONCLULU; FI NANCE FACTORS, LIM TED;
CI TY AND COUNTY OF HONOLULU; UNI TED STATES OF AMERI CA; FEDERAL
SAVI NGS AND LOAN | NSURANCE CORPORATI ON, RECEI VER FOR STATE
SAVI NGS AND LOAN ASSCOCI ATI ON; JOHN DCES 1-50; JANE DCES 1-50; DOE
PARTNERSHI PS 1-50; DOE CORPORATI ONS 1-50; DOE ENTI TIES 1-50; AND
DCE GOVERNMENTAL UNI TS 1-50, Respondents

and

TRUSTEES UNDER THE W LL AND OF THE ESTATE OF BERN CE PAUAH
Bl SHOP, DECEASED, Respondent - Appel | ee

and
ATLANTI C NATI ONAL TRUST LI M TED LI ABI LI TY COVWANY, al so known as

ATLANTI C NATI ONAL TRUST, L.L.C., Respondents
(AV. NO 96-4088)

TRUSTEES UNDER THE W LL OF THE ESTATE OF BERNI CE PAUAHI BI SHOP,
DECEASED, Respondent - Appel | ee

VS.
HAWAI | NATI ONAL BANK, Petitioner-Appel |l ant
and

POHUKAI NA VENTURE, and BRIAN R COOK, also known as BRI AN Rl CHARD
COOK, Respondent s- Appel | ees

and

ATLANTI C NATI ONAL TRUST, LLC, AHU MANU LAND CORP., UNI TED STATES
OF AMVERI CA, CITY AND COUNTY OF HONOLULU, JOHN DCES 1-50, JANE



DCES 1-150, DOE PARTNERSHI PS 1-50, DCE CORPORATI ONS 1-50, DOE
ENTI TI ES 3-50 and DOE GOVERNMENTAL UNI TS 1-50, Respondents
(CV. NO 97-4011)

NO. 22225

CERTI ORARI TO THE | NTERVEDI ATE COURT OF APPEALS
(CIV. NOS. 96-4088 and 97-4011)

OCTCBER 14, 2002

MOON, C.J., LEVINSON, NAKAYAMA, AND RAM L, JJ.,
AND CI RCU T JUDGE NAKAMURA, | N PLACE OF ACOBA, J., RECUSED

OPI NI ON OF THE COURT BY NAKAYAMA, J.
Petitioner-appellant Hawaii National Bank [hereinafter
“HNB"] applies to this court for a wit of certiorari to review
the opinion of the Internediate Court of Appeals (ICA) in Hawai
Nat’| Bank v. Cook, No. 22225 (Haw. Ct. App. May 16, 2000)

[ hereinafter, the “ICA"s opinion” or “the majority”]. The
majority affirmed the circuit court’s: 1) findings of fact,
concl usions of law, and order denying HNB's notion for partial
summary judgnent and order granting judgnent in favor of
respondent - appel | ee Trustees Under the WII and of the Estate of
Ber ni ce Pauahi Bi shop, Deceased [hereinafter “Bishop Estate’],
filed on Cctober 6, 1998; 2) judgnent entered pursuant thereto,
filed on the same date; and 3) deficiency judgnent in favor of
HNB and agai nst respondent-appellee Brian R Cook, also known as
Brian Richard Cook, dba Wndward Sel f-Storage [hereinafter
“Cook”], filed on January 5, 1999. The mmpjority held that the
forecl osure conm ssioner had an equitable duty to preserve the
property by using the subtenant rents to pay the outstanding
ground | ease rent to Bishop Estate before paying the anounts owed

to H\B and that this duty was paranount over HNB's legal right to
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the subtenant rents. In its application for a wit of
certiorari, HNB argues that the majority’s hol di ng was erroneous
because Bi shop Estate consented to HNB' s nortgages, which
cont ai ned assi gnnent of rents provisions.

We hold that HNB had an enforceable right to the
subtenant rents until Bishop Estate took the necessary action to
perfect its interest in the subtenant rents. Further, insofar as
the |l eases prior to cancellation were not marketable due to the
limted tinme remaining on each term the equitable duty to
preserve the property does not override H\B's |egal right to the
subtenant rents. Therefore, we hold that the circuit court
abused its discretion in ordering that all of the subtenant
rents, m nus expenses, be used to pay the anmounts owed to Bi shop
Estate before paying the ambunts owed to HNB. W reverse the
| CA's opinion and remand this case to the circuit court for
further proceedi ngs consistent with this opinion.

I. BACKGROUND
A. Factual background

As noted by the I1CA the facts of this case are not in
di spute. Bishop Estate was the | essor and Pohukai na Venture, by
assignnment, was the | essee of two |ots of commercial real
property | ocated in Kakaako, Hawai‘i (the Kakaako Properties).
Lease No. 11,249 (Lease 1) commenced on April 1, 1958 and was to
term nate on March 31, 1998. Lease No. 11,251 (Lease 2)
commenced on May 1, 1958 and was to termnate on April 30, 1998.

HNB hel d the followi ng instrunments covering vari ous
properties, including Pohukaina s |easehold interest in the
Kaka‘ako Properties: 1) a Septenmber 29, 1988 prom ssory note in
t he anpbunt of $1, 100, 000, co-signed by Pohukai na, Cook, and Kona



Country Fair Venture; 2) a nortgage from Pohukaina to HNB
securing Note A (Mortgage A), recorded on Septenber 28, 1988; 3)
a July 12, 1989 prom ssory note (Note B) in the amount of
$250, 000, co-signed by Pohukai na, Cook, and Kona Country Fair
Venture; and 4) a nortgage from Pohukaina to HNB securing Note B
(Mortgage B), recorded on July 12, 1989. Bishop Estate consented
to each of the nortgages. On Decenber 18, 1997, during the
pendency of this case, HNB al so acquired a prom ssory note, first
nortgage, and coll ateral assignnent of the | eases (Coll ateral
Assignment) from Atlantic National Trust Limted Liability
Company (Atlantic). Bishop Estate also consented to Atlantic’s
nort gage.

Al'l of the nortgages contai ned assignnent of rents
provi sions. Mrtgages A and B provided, in pertinent part, that:

Mort gagor does hereby mortgage, assign and transfer unto

Mort gagee, its successors and assigns, all of its |easehold

interest described in Exhibit “A” [describing the Kaka‘ako

Properties] attached hereto and made a part hereof.

TO HAVE AND TO HOLD said I ndenture of Lease and al

the rights, interest and estate of the Mortgagor, both at

law and in equity, in and to the prem ses hereby dem sed and

all buildings and inprovements now or hereafter situate or

being on said prem ses, and all and singular the tenenents,

heredi taments, rights, privileges and appurtenances

thereunto belonging, and all of the rents, issues and

profits thereof, unto the Mortgagee and the successors and

assigns of the Mortgagee for and during the remainder of the
term of said |l ease yet to come and unexpired

And [the mortgagor] will punctually pay the rent at
the times and in the manner in said | ease required[.]

BUT UPON ANY DEFAULT in the performance or observance
of any covenant or condition herein or in any prom ssory
note contained or of the terms of any other indebtedness
hereby secured, . . . then, in each such event, the whole
ampunt of all indebtedness owing by or chargeable to the
Mort gagor under any provision of this nortgage, or intended
to be secured hereby, on any and every account, shall at the
option of the Mortgagee become at once due and payable
wi t hout notice or demand, and with or without foreclosure
the Mortgagee shall have the immediate right to receive and
collect all rents and profits due or accrued or to becone
due, and said rents and profits are hereby assigned to the

Mor t gagee




(Enmphases added.) The Col |l ateral Assignnent al so assigned “al
rents, incone and profits” arising fromthe Kakaako Properties
to HNB. It provided that:

So long as there shall exist no default by the
assignor . . . the assignor shall have the right to collect

all rents, income and profits arising under said |ease
or fromthe prem ses described therein and to retain, use
and enjoy the sane.

[Upon or at any time after default in the paynment . . . the
assignee without in any way waiving such default may at its
option without such notice and without regard to the
adequacy of the security for the said principal sum

interest and indebtedness secured hereby and by said note
and mortgage, either in person or by agent, with or without
bringing any action or proceeding, or by a receiver

appoi nted by a court, take possession of the prem ses
described in said | ease and/ or mortgage and have, hold,
manage, | ease and operate the same on such terns and for
such period of time as the assignee may deem proper and
either with or without taking possession of said prem ses in
its own name, demand, sue for or otherwi se collect and
receive all rents, inconme and profits of said prem ses
including those past due and unpaid

(Enmphases added.) Neither Lease 1 nor Lease 2 expressly granted
Bi shop Estate an interest in the subtenant rents.
B. Procedural Background

On Cctober 4, 1996, HNB filed a conplaint for
forecl osure on, anong others, the Kakaako Properties (GCivil
Nunber 96-4088). Cook, Pohukai na, and Kona Country were anong
t he def endants naned, but Bi shop Estate was not naned. The
conplaint alleged that, as of Cctober 15, 1996, a total of
$912, 124. 92 was out standing on Note A based on the follow ng:

Princi pal $889, 586. 21
Interest from 7/30/96 to 10/15/96

at 10.75% per annum 20,258.71
Late charges 2,280.00

HNB al so clained a per dieminterest accrual of $261.29 per day
for each day from Cctober 15, 1996 until the outstandi ng anmounts
on Note A were paid. The conplaint also alleged that, as of

Cct ober 15, 1996, a total of $191, 665.52 was outstandi ng on Note



B based on the foll ow ng:

Principal $187,191. 96
Interest from 7/30/96 to 10/15/96

at 10.75% per annum 4,233.56
Late charges 240. 00

HNB al so clained a per dieminterest accrual of $54.98 per day
for each day from Cctober 15, 1996 until the outstandi ng amounts
on Note B were paid.

On Novenber 22, 1996, HNB filed a notion for sumrary
judgment and for an interlocutory decree of foreclosure. The
circuit court entered an order granting the notion and a judgnent
pursuant thereto on February 14, 1997. The circuit court
appoi nted @ enn Ckada (the Conmm ssioner) as the comm ssioner for
t he Kaka‘ako Properties. The Conmi ssioner subsequently began to
collect the rents fromthe subtenants on the Kakaako Properties.
On June 17, 1997, the Comm ssioner filed a notion for
i nstructions regrading the distribution of the rents collected.

On Cctober 1, 1997, Bishop Estate filed a separate
action to cancel the ground | eases for nonpaynent of the ground
rents (G vil Nunmber 97-4011). On Cctober 3, 1997, Bishop Estate
also filed a notion to intervene in HNB's foreclosure action.
The two cases were consolidated on Novenber 17, 1997.

In the interim Bishop Estate also filed a notion for
t he appoi ntnent of a receiver. Bishop Estate asked that the

receiver be appointed to, inter alia, “operate and nanage the

[ Kaka‘ako Properties], and to demand, collect, receive, and to
hold, to the credit of this cause, all proceeds, profits, and
recei pts fromthe [ Kaka‘ako Properties.]” Bishop Estate noted
that the person appointed as the receiver could be the sane
person serving as conm ssioner in HNB' s foreclosure action. HNB

filed a menorandumin opposition to Bishop Estate’s notion. HNB
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argued that: the |leases did not provide Bishop Estate with the
remedi es of the appointnent of a receiver and the collection of
subtenant rents; the requirenents for the appointnent of a

receiver stated in Oyama v. Stuart, 22 Haw. 693 (1915), were not

nmet; and the only renedy available to Bishop Estate was to
petition the court for the establishnent of a rent trust fund
pursuant to HRS § 521-78 (1993).' On Novenber 3, 1997, the
circuit court entered an order denying Bishop Estate’s notion.
The order did not explain the court’s reasons for denying the
noti on. 2

Bi shop Estate filed a notion for partial summary
j udgnment on Novenber 26, 1997, seeking cancellation of the | eases
on the Kakaako Properties. The circuit court entered an order
granting the notion on January 26, 1998. The court cancelled the
| eases as of January 26, 1998 and granted a noney judgnent
agai nst Pohukai na and its general partners, Cook and Ahui manu
Land Corp., for the unpaid ground rents. No foreclosure sale had
been schedul ed prior to the cancellation of the |eases.

On February 2, 1998, HNB filed a notion for partial
summary judgnent, seeking an order directing the Conm ssioner to
tender the subtenant rents to it based on the assignnent of rents
provi sions. Bishop Estate opposed the notion and argued that the
out standi ng ground rent should be paid fromthe subtenant rents

bef ore HNB was pai d.

' Atlantic also filed a menorandum in response to Bishop Estate’s
moti on, arguing that its claimto the subtenant rents under the assignment of
rents provision was superior to any claimthat Bishop Estate may have to the
subt enant rents and, therefore, Bishop Estate was not entitled to the
appoi nt ment of a receiver.

2 The transcripts of the October 23, 1997 hearing on the notion are not
part of the record on appeal.



The Comm ssioner filed a report on April 1, 1998.
From March 1997 until the cancellation of the | eases in January
1998, he coll ected $443,830.85 fromthe Kakaako Properties. The
Conmi ssi oner reported a net incone of $363,303.59 available for
di stribution anong the parties.

The Comm ssioner’s report also concluded that the
Kaka‘ako Properties | eases were not marketabl e and stated that
conducting an auction of the | eases would not have benefitted any
of the parties. The Conm ssioner reported that those that had
expressed possible interest in the Kakaako Properties were
concerned with the short period of tinme remaining before the
| ease terns expired. The Conmm ssioner nmet with Bishop Estate to
di scuss the possibility of extending the | eases or negotiating
new | eases with potential buyers. However, Bishop Estate
indicated that it intended to take back the Kakaako Properties
at the end of the | ease terns.

The circuit court held a hearing on HNB's notion for
partial summary judgnent on April 6, 1998. On Cctober 6, 1998,
the court entered its findings of fact, conclusions of |aw, and
order denying the notion and granting judgnment in favor of Bishop
Estate. The court found that, as of the cancellation of the

| eases, the follow ng ground rents were owed to Bi shop Estate:

Lease 1 $106, 192. 07
Lease 2 114, 520. 00
Tot al $220, 712. 07

The court ordered the $363, 303.59 net inconme fromthe Kakaako
Properties to be paid as follows: 1) $18,031.00 to the
Conmi ssi oner for fees and costs; 2) $10,041.70 to the attorney
for the Conmi ssioner for attorney’'s fees; 3) $220,712.07 to

Bi shop Estate for the outstanding ground rents; and 4) the
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remai ni ng $114,518.82 to HNB toward the anpunts outstanding on
the Notes. A judgnment pursuant to the findings of fact,
conclusions of law, and order was al so entered on Cctober 6,
1998. The circuit court entered a deficiency judgnment in favor
of HNB and agai nst Cook, Pohukai na, and Kona Country on January
5, 1999. HNB tinely appeal ed.?
C. The ICA’s opinion

On appeal, HNB argued that the circuit court erred in
ordering that the subtenant rents be used to pay the outstanding
ground rents to Bishop Estate before being applied to the anmounts
owed to HNB because: 1) HNB had a valid, perfected security
interest in the subtenant rents pursuant to the assignnment of
rents provisions in the nortgages, to which Bishop Estate
consented; and 2) Bishop Estate exercised its only |egal renedy,
whi ch was to cancel the | eases. Bishop Estate argued that the
circuit court should be affirnmed because: 1) either the
Comm ssioner or HNB had an obligation to pay the ground rents
based on the possession of the Kakaako Properties; 2) the right
to paynent of the ground rent was not in the nature of a lien and
Bi shop Estate had not surrendered its rights to the subtenant
rents; and 3) equity weighed in favor of Bi shop Estate because
HNB di d not nane Bishop Estate as a party in the forecl osure
action and chose not to conduct an auction of the | eases. The
|CA affirmed the circuit court’s judgnent and orders.

The I CA held that “although HNB had a present | egal

5 On October 26, 1998, HNB filed an appeal fromthe October 6, 1998
judgment. This court dism ssed the appeal on January 14, 1999 because the
record on appeal did not include the deficiency judgnent. See Hoge v. Kane |,
4 Haw. App. 246, 247, 663 P.2d 645, 647 (1983) (stating that in foreclosure
actions, the last and final order triggering the time to file the appeal is
the deficiency judgment). HNB subsequently filed a timely notice of appeal
fromthe deficiency judgnment.




right to collect the subtenant rents, its right was subordi nate
to the equitable obligation of the Comm ssioner, attendant to his
actual possession of the Kakaako Properties, to preserve the
property interest by paying the ground rent to Bishop Estate.”
| CA's opinion at 38. The I CA enphasized that this duty to
preserve the property existed even under the circunstances of the
present case, where | ess than a year remained on each | ease upon
forecl osure.

Associ ate Judge Acoba dissented. In his view, because
Bi shop Estate consented to the assignment of rents, it had no
| egal or equitable right to priority in the subtenant rents.
Judge Acoba further disagreed with the majority’s analysis of the
Comm ssioner’s duty to preserve the | eases because “as the | eases
had no market value they were not viable assets required to be
equitably preserved for the nortgage creditors by the paynent
over to Bishop Estate of the subtenants’ rents.” Dissent at 6.

HNB filed a tinely application for a wit of certiorari
on June 15, 2000 and Bishop Estate filed a response on June 22,
2000.

II. DISCUSSION
A. Standard of review
We review the trial court’s [conclusions of |aw] de
novo under the right/wrong standard. Rai nes v. State, 79
Hawai i 219, 222, 900 P.2d 1286, 1289 (1995). “Under this
standard, we exam ne the facts and answer the question

wi t hout being required to give any weight to the tria

court’s answer to it.” State v. Mller, 4 Haw. App. 603,

606, 671 P.2d 1037, 1040 (1983). See also Anfac, lnc. v.

Wai ki ki Beachconber Inv. Co., 74 Haw. 85, 119, 839 P.2d 10,
28, reconsideration denied, 74 Haw. 650, 843 P.2d 144

(1992). Thus, a [conclusion of law] “is not binding upon
the appellate court and is freely reviewable for its
correctness.” State v. Bowe, 77 Hawai‘i 51, 53, 881 P.2d

538, 540 (1994) (citation omtted).

Chun v. Board of Trustees of Enployees’ Retirenent Sys. of State
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of Hawaii, 92 Hawai‘i 432, 438-39, 992 P.2d 127, 133-34 (2000)
(quoting Brown v. Thonpson, 91 Hawai‘i 1, 8-9, 979 P.2d 586,
593-94 (1999)) (some citations omtted) (alterations in

original).

However, foreclosure is an equitable action. Honolulu
Ltd. v. Blackwell, 7 Haw. App. 210, 219, 750 P.2d 942, 948 (1988)
(citing Honolulu Plantation Co. v. Tsunoda, 27 Haw. 835 (1924)).

The relief granted by a court [in] equity is
di scretionary and will not be overturned on review unless
the [circuit] court abused its discretion by issuing a
deci sion that clearly exceeds the bounds of reason or
di sregarded rules or principles of |law or practice to the
substantial detriment of the appell ant.

Shanghai Inv. Co. v. Alteka Co., 92 Hawai‘ 482, 493, 993 P.2d
516, 526 (1999) (quoting Aickin v. Ocean View Invs. Co., 84
Hawai ‘i 447, 453, 935 P.2d 992, 998 (1997)).

B. HNB was legally entitled to the subtenant rents until Bishop
Estate activated its implied assignment.

The majority acknow edged that HNB had an enforceabl e,
I egal right to the subtenant rents pursuant to the assignnment of
rents provisions. |CA's opinion at 25. However, the majority
hel d that, because HNB did not have possession of the property
and because foreclosure is an equitable action, Bishop Estate’s
right to paynent of the ground rent based on the Conm ssioner’s
equitable duty to preserve the property was superior to HNB' s
legal right. In its application for a wit of certiorari, HNB
argues that its legal right under the assignnment of rents
provi sions was superior to any claimthat Bishop Estate had to
t he subtenant rents because Bi shop Estate consented to the
nor t gages.

In its response to HNB's application, Bishop Estate

argues that it had legal priority to the subtenant rents based on
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the terns of its consent to HNB's nortgages. The consent
i nstruments executed by Bishop Estate provide that “should there
be any conflict between the terns of said | eases and the terns of
said Mortgage, the former shall control, and that nothing herein
shall be construed as being a waiver of any of the terns,
covenants and conditions of said |eases.” Although Bishop Estate
acknow edges that the | eases did not purport to assign any rights
to subtenant rents, in its view, the covenant to pay the ground
rent was in conflict wwth H\NB's assignnment of rents and,
therefore, the covenant to pay rent should control.

It has been recognized that “if the prine tenant is
I nsol vent the head | andlord may resort to the subrents and has a
preference therein ahead of other creditors of the prinme tenant-
to the extent necessary to satisfy the prine tenant’s liability
under the head lease.” 1 MIton R Friedman, Friedman on Leases
§ 7.701 at 410 (4th ed. 1997) (citing Central Mnhattan
Properties, Inc. v. DA Schulte, Inc., 91 F.2d 728 (2d G r
1937); Young v. Watt, 197 SSW 575 (Ark. 1917); Gty Inv. Co. V.
Pringle, 231 P. 355 (Cal. App. 1924), later decision, 239 P. 302
(Cal. App. 1925); S.S. Kresge Co. v. Twelve Seventy-Five Wodward
Ave. Corp., 258 NW 252 (Mch. 1935); Shaw v. Creedon, 32 A 2d
721 (N.J. Ch. 1943); 49 Am Jur. 2d Landlord and Tenant 8§ 1184

(1995 rev.) (sone citations omtted)).* Friedman al so states:

41n S.S. Kresge, the Supreme Court of M chigan noted that the rule that

a landlord has an equitable lien on subtenant rents originated in English
common | aw. 258 N.W at 253 (citing Treackle v. Coke, 23 Eng. Rep. 389
(1683)). The court stated that the basis of the rule was that

rent is sonmething which a tenant renders out of the profits

of the | and which he enjoys. Equitably, it is a charge upon

the estate, and the |l essee, in good conscience, ought not to

take the profits therefor without a due discharge of the

rent. . . . The creditors of an insolvent |essee can have
no moral or equitable claimto the profits issuing from
| eased | and, until after the landlord' s claimfor rent is
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A |l ease that contenplates subletting by the prime tenant
generally includes a collateral assignment of subrents to
the prime |andlord, the assignnment to become effective on
default under the prine |ease or its term nation for breach
Thi s assignment has been assimlated to the rent pledge
included in nortgages in those states that follow the lien
theory of nmortgages. Fol l owing this nmortgage rule, it is
held that mere nonpaynent of rent by the prime tenant is
insufficient to activate the assignment.

ld. at 412 (citing Childs Real Estate Co. v. Shelburne Realty
Co., 143 P.2d 697 (Cal. 1943); Lincoln Crest Realty, Inc. v.
St andard Apartnment Dev. Co., 211 N.W2d 501 (Ws. 1973))

(enphasi s added).

In Childs, the Bank of America National Trust and
Savi ngs Associ ation (Bank) was the successor trustee to a trust
i ndenture executed by | essee Shel burne Realty Conpany
(Shel burne).®> After Shel burne defaulted on the | oan, Bank
appoi nted Shel burne its agent to collect the subtenant rents and
manage the building. Shel burne and Bank agreed that these nonies
bel onged to Bank. Shel burne subsequently defaulted on its | ease
and the | essor, Childs Conpany of Providence (Childs), served a
noti ce of default and, later, a notice of term nation of the

| ease. 143 P.2d at 698-99. The |ease provided, inter alia, that

the rent shall be a “first lien and superior to an i ncunbrance
created by lessee . . . upon all rents[.]” 1d. at 699. The
trust indenture was subject to terns and conditions of the |ease.
Id. The California Suprene Court stated that a lessor’s claimto
subtenant rents is akin to that of a nortgagee. The |essor has

an equitable lien or security interest but, unless the |ease

satisfied.
Id. (quoting Otis v. Conway, 20 N.E. 628 (N. Y. 1889)) (alteration in
original).

5 At the time the indenture was executed, Shelburne was known as the L.
Harris Realty Conpany. 143 P.2d at 698
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provi des otherw se, equitable action is necessary to nake the
[ien operative. 1d. (citations omtted). Thus, the court held
that Childs’ right to the subtenant rents did not accrue until
Chi | ds obt ai ned possession of the property; Bank was entitled to
keep the subtenant rents it had collected until Childs took
possession. 1d. at 700.

The Wsconsin Suprene Court reached a simlar result in

Lincoln Crest. Lincoln Crest Realty, Inc. (Lincoln) |eased

Lincoln Crest Apartnments to Standard Apartnent Devel opnent
(Standard). Standard assigned its subtenant rents to Lincoln.®
As security for a loan from M dl and National Bank (M dl and),
Standard assigned its rights under the | ease to M dl and.

However, the assignment expressly stated that the assignnment of
subtenant rents was subordinate to Lincoln’s rights to those
rents. According to Lincoln, it termnated Standard s | ease on
January 26, 1971. On February 2, 1971, Lincoln filed a conpl ai nt
for a declaration that the | ease had been termnated or a
judgnment termnating the | ease and an order directing Standard to
surrender the prem ses. The next day, Mdland was served with
the conplaint and an order restraining it from expendi ng any
subtenant rents. At that tine, Standard had $24,002.47 in its
operating account at Mdland. Mdland offset this amunt with

t he bal ance owed by Standard under its note as of Septenber 28,
1970. 211 N.W2d at 503-04. The court held that

5 The assignment provided that it would

become operative and effective only in the event that this
| ease and the term thereof shall be term nated or cancelled
pursuant to the ternms and conditions hereof, or in the event
of the issuance and execution of a dispossess warrant or
other re-entry or repossession by Landlord under the
provi sions hereof, or in the case of an event of default on
the part of Tenant.

211 N.W2d at 503 n.1.
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the |l essor could only gain the right to the rents and

profits of the real estate by the appointment of a receiver

for that purpose, by taking actual possession of the

property, by a declaration of constructive possession by a

court order, or by the court’s declaration of the |ease

term nation date.

Id. at 504-05. Although Lincoln had a contractual right to the
subtenant rents, the right did not take effect until it gained
actual or constructive possession of the property or secured the
appoi ntment of a receiver. 1d. at 505. Therefore, the funds
deposited in Standard’ s account prior to the | ease term nation
date bel onged to Standard and were subject to Mdland s offset.
Only rents and profits derived after the term nation were subject
to Lincoln’s assignnent. |d. at 506.

In the present case, Bishop Estate’s |ease did not have
an assignnment of rents provisions. However, Bishop Estate’s
interest in the subtenant rents is inplied pursuant to the
general principle that a | essor has a preference in the subtenant
rents over the lessee’s creditors. See supra. W agree with the
court in Childs that, absent express |anguage to the contrary in
the | ease, a lessor’s interest in the subtenant rents is akin to
that of a nortgagee’s interest. Thus, when Bi shop Estate becane
able to enforce its rights to the subtenant rents depends upon
whether its inplied assignnent of rents is viewed as an absol ute
assignment or the assignment of a security interest.

As noted by the I CA, an absolute assignnment of rental
proceeds is “self-executing”; it gives the assignee inmediate
title to the rental proceeds but postpones their collection until
a certain event occurs, such as the assignor’s default. I1CA's
opinion at 19-20. In contrast, an assignnment of a security
interest does not pass title to the rental proceeds and is not

sel f-executing. The assignee has a lien on the rental proceeds
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that can be enforced once the assignee takes certain actions.
The assignee obtains the right to collect the rents by obtaining
possession of the prem ses, securing the appointnment of a
receiver, or by taking sone other equivalent action, such as
giving notice to the assignor or the subtenants that it is
enforcing its right to the rents or by sequestering the rents.
Id. at 20-22. States vary as to whether and when they recognize
each type of assignnment. 1d. at 23-24.

This state has never addressed what is necessary to
create either an absolute assignnent or an assignment of a
security interest. However, Hawai‘ nortgage |law is based on the
lien theory, FHLMC v. Transanerica Ins. Co., 89 Hawai‘ 157, 164,
969 P.2d 1275, 1282 (1998), and absol ute assignnents are

generally disfavored in lien theory jurisdictions. See 12
Thonmpson on Real Property 8 101.02(c)(3) at 365 (David A Thonmas
ed., 1994) (“[t]he usual viewin lien theory jurisdictions seens
to be that the clauses, even if worded as absol ute assignnents,
create a type of security interest which is not self-

executing”)). The Texas Suprene Court has stated:

Courts have been reluctant to construe assignment of
rentals clauses to operate as absolute assignments. The
public policy enmbracing the rule was articulated by Justice
Augustus Hand in Prudential Insurance Conpany of Anerica V.
Li berdar Holding Corp., 74 F.2d 50 (2d Cir. 1934):

“I't seenms unlikely that mere words of assignment

of future rents can entitle a mortgagee to claim

rentals which have been coll ected by a nortgagor

and mngled with its other property. Sound

policy as well as every probable intention

shoul d prevent a mortgagee frominterfering with

the mortgagor’s possession until the nortgagee
t akes steps to get the rentals within his
control. To hold otherwi se would be to inmpose

unwor kabl e restrictions upon industry in cases

where nmortgagors have been led to suppose that

they mght rightfully apply the rentals to their

own busi ness.”

It has also been felt that to construe the clause as
an absol ute assignnent of rents would impose no duty upon
the nmortgagee to collect rents, and gives the mortgagor no
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assurance that the nortgagee would collect them and apply
themto the debt. Osborne, G, Mrrtgages (2d ed. 1970)
§ 150 at 252

Taylor v. Brennan, 621 S.W2d 592, 594 (Tex. 1981). The United

States Court of Appeals for the Fifth Crcuit has al so recogni zed
t hat absol ute assignnents are inconsistent with the expectations
of the assignor, who may hope to “have a chance to negotiate
informally after experiencing financial difficulties.” EDC v.
International Property Managenent, Inc., 929 F.2d 1033, 1036 (5th
Cr. 1991). Thus, the United States Court of Appeals for the

Fifth Crcuit noted that “[b]ecause an absol ute assi gnnent
generally is not intended by the parties, Texas, for public
policy reasons, requires especially clear evidence that the
parties intended to create such an assignnment.” 1d.

We agree that public policy weighs against construing
assi gnnment of rents clauses as absol ute assi gnnent absent a clear
indication that the parties intended to create one. Therefore,
we hold that, where a | essor has an inplied assignnent of
subtenant rents, it shall be construed as an assignnment of a
security interest. Because the lessor’s right to the subtenant
rents is not self-executing, sone action is necessary before the
right is perfected.” For exanple, the | essor nmay obtain either
actual or constructive possession of the property or secure the

appoi ntment of a receiver. See Lincoln Crest, 211 N.W2d at 504-

05. Until the lessor takes action to activate the assignnent, an

intervening creditor with a perfected assignnent of rents will be

“In the context of real estate law, “the term ‘perfection’ is
frequently used to describe the nonent at which the holder of a [security
interest] assignment of rents has taken the steps required under state law to
be entitled to direct payment of the rents . . . .” Laurence D. Cherkis &
Lawrence P. King, Collier Real Estate Transactions and the Bankruptcy Code 1
2.03[1][c][iv] at 2-106.3 (2000).
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entitled to collect the rents, even though the rents were subject
to the lessor’s assignment at the time the creditor obtained its
assignment. However, once the | essor perfects its assignnment,
the | essor has priority over the intervening creditor fromthe
date of perfection. Cherkis & King, supra note 8, at
2.03[1][c][iv] at 2-106.5 (citing Col bassani v. Society of
Chri st opher Col unbus, 46 B.R 510 (Bankr. D. Colo. 1984)).

In the present case, because the | eases did not have an
assignment of rents clause, Bishop Estate had only an inplied
security interest assignnment in the subtenant rents. HNB' s
nort gages had assi gnment of rents clauses and, as noted by the
| CA, whet her they were absol ute assignnents or assignnments of a
security interest, HNB had a present right to collect the
subtenant rents. |1CA s opinion at 24-25. Therefore, HNB had an
enforceable right to the subtenant rents until Bishop Estate took

t he necessary action to perfect its interest. Accord Childs,

supra, and Lincoln Crest, supra. Bishop Estate filed a notion

for the appointnent of a receiver and, had the notion been
granted, Bishop Estate’s interest would have been perfected.
However, the circuit court denied the notion and the record on
appeal does not indicate the basis for the court’s decision.

In its nmenmorandumin opposition to Bishop Estate’s
noti on, HNB argued that Bishop Estate was not entitled to the
appoi ntment of a receiver because: Bishop Estate did not have a
| egal right to the subtenant rents; the requirenents of Oyanma V.

Stuart, supra, were not net; and Bishop Estate’s only renedy was

to petition the circuit court for the establishment of a rent
trust. Thus, until Bishop Estate perfected its interest in the

subtenant rents, HNB was entitled to collect the rents and apply

18



themto the anmobunts owed on the notes.

Contrary to HNB's argunent, however, Bishop Estate was
entitled to the appointnent of a receiver to collect the
subtenant rents and the circuit court erred in denying the
notion. As previously discussed, Bishop Estate’s only renedy was
to petition the circuit court for the establishment of a rent
trust, but it was not entitled to receive the nonies until it
perfected its interest. The appointnent of a receiver would have
perfected Bishop Estate’'s interest in the subtenant rents and
given it priority over HNB's interest. The circuit court entered
an order erroneously denying Bishop Estate’s notion on Novenber
3, 1997. Oyanmm states that:

As a basis for the appointment of a receiver, the plaintiff
must show, not only that he has an interest in or right to
the fund or property, but that the possession of the
property by the defendant was obtained by fraud; or that the
property itself, or the income arising fromit, is in danger
of loss fromthe neglect, waste, m sconduct or insolvency of
t he defendant.

22 Haw. at 698 (citation and internal quotation marks omtted).
Finally, HNB argued that the appoi ntnment of a receiver was
i mproper because Bi shop Estate had a specific remedy available to

it under HRS § 521-78 (1993).% However, HRS Chapter 521 is the

8 HRS § 521-78 provides in pertinent part:

Rent trust fund. (a) At the request of either the tenant or
the landlord in any court proceeding in which the payment or
nonpaynment of rent is in dispute, the court shall order the
tenant to deposit any disputed rent as it becomes due into
the court as provided under subsection (c)

(c) The court in which the dispute is being heard
shall accept and hold in trust any rent deposited under this
section and shall make such payments out of money coll ected
as provided herein. The court shall order payment of such
money coll ected or portion thereof to the landlord if the
court finds that the rent is due and has not been paid to
the landlord and that the tenant did not have any basis to
wi t hhol d, deduct, or otherwi se set off the rent not paid.
The court shall order payment of such noney collected or
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“Residential Landl ord-Tenant Code,” see HRS § 521-1 (1993)

(enphasi s added), and, therefore, does not apply in the present
case involving comercial properties.

Contrary to HNB's argunent, the circuit court erred in
denyi ng Bi shop Estate the appointnment of a receiver. Oyanma
poi nts out that one of the bases of appointing a receiver is an
interest in the property and that “the inconme arising fromit[]
is in danger of loss from. . . insolvency of the defendant[.]”
Id. at 698. Because the prine | essee becane insolvent, Bishop
Estate was entitled to the appointnent of a receiver to collect
the subtenant rents. The appointnent of a receiver would have
perfected Bishop Estate’s interest in the subtenant rents and
given it priority over HNB's interest. The circuit court entered
an order erroneously denying Bishop Estate’s notion on Novenber
3, 1997. Therefore, we deem Bi shop Estate’s interest in the
subtenant rents to have been perfected on that date. HNB was
entitled to the subtenant rents accrued and collected prior to
Novenber 3, 1997 and Bishop Estate was entitled to the rents from
Novermber 3, 1997 until the term nation of the |eases.

C. Insofar as the leases were not marketable, the equitable
duty to preserve the property did not apply.

The | CA based its holding that Bi shop Estate was
entitled to the subtenant rents on the Comm ssioner’s equitable
duty to preserve the property. See ICA's opinion at 31 (citing 1
Real Estate Finance Law, 8 4.33 at 235 (stating that a receiver

t akes “possession of the nortgaged property to repair or preserve

portion thereof to the tenant if the court finds that the
rent is not due or has been paid, or that the tenant had a
basis to withhold, deduct, or otherwi se set off the rent not
pai d.
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the property and to collect rents”); Anes v. Crown Partnership,
932 P.2d 1067, 1069 (Nev. 1997) (“Customarily, a receiver is a

neutral party appointed by the court to take possession of

property and preserve its value for the benefit the person or
entity subsequently determined to be entitled to the
property.”)). The |eases woul d have expired on March 31 and
April 30, 1998. The Conmi ssioner determ ned that, wthout an
extension of the ground | ease terns, the | eases were not
commercially marketable. The Conm ssioner net with Bishop Estate
to discuss the possibility of extending the ground | ease, but

Bi shop Estate refused. Although acknow edgi ng the unusual

ci rcunst ances of the present case, the ICA noted that it is
generally in the | easehold nortgagee’s interest to insure that
the ground rent is paid. [d. at 36. The majority noted that if
the | eases had twenty years renmaining, HNB would favor the
paynent of the ground rent because it would allow for the sal e of
the leases. 1d. at 37.

However, the I CA s exanple presents a fundanentally
different situation than that presented in the instant case. 1In
bal ancing the equities between the parties in this foreclosure
proceedi ng, the imm nent expiration of the |ease ternms cannot be
ignored. If there were twenty years remaining in Pohukaina's
| eases on the Kaka'ako Properties, the | eases woul d have been
comercially marketabl e assets and the duty to preserve the
property would require that the ground rents be paid before the
| eases were sold. |In the present case, with only a matter of
nont hs renmai ni ng on each of the ground | eases, paynent of the
ground rents woul d not have nmade the | eases marketable. As such,

the duty to preserve the property did not apply.
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We further note that Bishop Estate had al ready obtai ned
cancel | ations of the | eases and awarding it priority payment from
t he subtenant rents allowed it to obtain satisfaction of its
judgnment in full. This effectively gave Bi shop Estate ful
paynment under the ground | eases as well as an early return of the
property for nonpaynent. 1In contrast, HNB, which was owed an
excess of $1.1 mllion, received only $114,518.82 even though it
had a valid assignnent of rents, which Bi shop Estate consented
to, and it perfected its interest before Bishop Estate perfected
its interest. This result can hardly be called fair, just, and
equitable in light of the circunstances of this particular case.
W believe that, under circunstances of this case, equity does
not require this court to alter HNB's legal right to the
subtenant rents that accrued and were collected prior to Novenber
3, 1997, the date Bishop Estate is deened to have perfected its
interest in the subtenant rents.

ITI. CONCLUSION

Based on the foregoing, we reverse the |ICA s opinion.
We remand this case to the circuit court to pro rate the
$335, 230. 89 available for distribution® between HNB and Bi shop
Estate. HNB is entitled to the pro rata portion representing the

rents accrued and col |l ected prior to Novenber 3, 1997 and Bi shop

° Of the $363,303.59 net inconme collected fromthe properties, the
Cormmi ssi oner received $18,031.00 for fees and costs, and the Conmm ssioner’s
attorney received $10,041.70 for attorney’s fees.
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Estate is entitled to the pro rata portion representing the rents
accrued and col lected from Novenber 3, 1997 until the term nation

of the | eases on January 26, 1998.
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