
RESTITUTION-SAVINGS AND LOAN ASSOCIATIONS-RECOVERY BY
HOME MORTGAGORS OF INTEREST ON PREPAYMENTS OF TAXES
AND INSURANCE PREMIUMS HELD IN ESCRow ACCOUNTS ON THE
PRINCIPLE OF UNJUST ENRICHMENT-Derenco, Inc. v. Benjamin
Franklin Federal Savings & Loan Association, 281 Or. 533, 577
P.2d 477 (1978).

INTRODUCTION

In a decision described by one publication as a result that
"may shock the lending world,"1 the Oregon Supreme Court in
Derenco, Inc. v. Benjamin Franklin Federal Savings & Loan
Association,2 became the first court of last resort to allow home
mortgagors recovery of interest on prepayments of taxes and in-
surance premiums held by an institutional lender.3 The court,
phrasing its judgment in terms of an equitable accounting based
on the principle of unjust enrichment, ordered payment of interest
at simple passbook rates on funds in escrow4 accounts held by the
Benjamin Franklin Federal Savings and Loan Association for the
years 1968 through 1975. Recovery was limited to borrowers who

1. 8 REAL EST. L. REP. 3 (1978).
2. 281 Or. 533, 577 P.2d 477 (1978).
3. Id. at -, 577 P.2d at 492. The decision affects approximately 70,000 borrow-

ers and the total award may be as much as $3,000,000 in interest. Wall St. J., March
24, 1978, at 6.

Three other state supreme courts have held that borrowers have stated a cause
of action for the recovery of earnings on escrow accounts. Carpenter v. Suffolk
Franklin Sav. Bank, 362 Mass. 770,-, 291 N.E.2d 609, 616 (1973) held that borrowers
had stated a cause of action in trust. However, on remand and subsequent appeal,
the court stated that no trust had been established. Carpenter v. Suffolk Franklin
Say. Bank, - Mass. -, -, 346 N.E.2d 892, 900 (1976).

In Buchanan v. Brentwood Fed. Say. & Loan Ass'n, 457 Pa. 135, -, 320 A.2d 117,
126 (1974), the Pennsylvania Supreme Court held that borrowers had stated a cause
of action based on both express trust and constructive trust, and the case was re-
manded for trial on the merits. See generally Note, Trusts-Constructive Trusts-
Implied Contracts-Truth in Lending: Buchanan v. Brentwood Federal Savings &
Loan Association, 13 DuQ. L. REv. 374 (1974).

The Utah Supreme Court held that borrowers had stated a cause of action on
the theory of common law pledge. Madsen v. Prudential Fed. Say. & Loan Ass'n, -
Utah 2d -, -, 558 P.2d 1337, 1338 (1977).

4. The terms escrow account and reserve account are used interchangeably in
this article. They indicate the manner in which a lender holds the prepayments of
taxes and insurance. See notes 16-18 and accompanying text infra. The term es-
crow, as employed herein, does not connote the type of escrow under which a
financial institution may be required to segregate funds until they are paid out
upon the happening of a specified event. The latter type of escrow creates a trust,
RESTATEMENT (SECOND) OF TRUSTS § 32, comment d (1959), under which the trustee
must keep the escrowed funds separate from his own funds. Id. § 179.
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were contractually required to make prepayments and who did not
know that the lender invested the funds for profit. The claims of
borrowers who voluntarily made prepayments and of borrowers
who signed loan agreements which provided that interest would
not be paid were denied.5

Relief was granted on the theory that the defendant lender
would have been unjustly enriched if allowed to retain profits
earned on escrow accounts.6 The questions raised by this ap-
proach involved: (1) whether there was a net gain or enrichment
on the investment of escrowed funds; (2) to whom the alleged gain
actually accrued; and (3) the grounds on which the alleged gain or
enrichment was unjust. The scope of this note is to analyze the
principle of unjust enrichment in the instant decision insofar as it
departs from analyses of other decisions addressing the issue of
interest or earnings on escrow accounts and to explore some of the
limitations of the decision.7

HISTORICAL FRAMEWORK

Federal savings and loan associations are chartered and regu-
lated by the Federal Home Loan Bank Board ("FHLBB") pursuant
to federal statute.8 Federal regulations promulgated by the
FHLBB authorize associations to require monthly prepayments of
one-twelfth the annual taxes and insurance premiums on mort-
gaged homes.9 The Veterans' Administation ("VA")1 0 and Federal
Housing Administration ("FHA")" require the prepayment of
taxes and insurance for mortgages they secure, and some states
have similar legislation pertaining to state-chartered associa-
tions.12 "Due to various permissive and mandatory regulations,
the practice is sufficiently widespread to affect a significant
number of mortgage institutions.' 13

5. 281 Or. at -, 577 P.2d at 493.
6. Id. at -, 577 P.2d at 492.
7. The Oregon Supreme Court also considered whether state common law

principles could be applied to federally-chartered associations or whether federal
regulations had preempted the area. See text following note 65 infra. This note will
not attempt to analyze this issue; however, these federal questions are currently
pending before the United States Supreme Court. See note 179 byfra.

8. See 12 U.S.C. § 1464(A) (1976).
9. 12 C.F.R. § 545.6-11(b) (1978).

10. 38 C.F.R. § 36.4512(a) (1977).
11. 24 C.F.R. § 203.23(a) (1977).
12. See Comment, The Attack Upon the Tax and Insurance Escrow Accounts in

Mortgages, 47 TEMP. LQ. 352, 352 (1974) 1hereinafter cited as The Attack]. See, e.g.,
PA. STAT. ANN. tit. 15, § 5903(D)(4) (Purdon 1967).

13. Comment, The Improper Use of Tax and Insurance Escrow Payments by
Mortgagees, 25 CATH. U.L REv. 102, 104 (1975) [hereinafter cited as Improper Use].
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The practice of requiring prepayments grew out of the 1930's
when a large number of foreclosures resulted from homeowners'
inability to pay annual assessments, thus endangering the mortga-
gees' security.14 The method of handling prepayments grew up
apart from federal regulation and statutory control and still re-
mains within the sole discretion of the lender.15 Generally, one of
two basic methods, either escrowing or capitalizing the funds, is
used.16 The large majority of mortgage lending institutions employ
the escrow system and invest prepayments for their own profit.' 7

With the recent trend of consumerism, borrowers have be-
come aware of the large sums earned and retained by lenders
through the investment of funds in escrow accounts,18 and the bor-
rowers have asserted alleged rights to the earnings by bringing
lawsuits based on various legal theories. Home mortgagors have
contended that the escrow method violates the Truth in Lending
Act' 9 and the antitrust laws.20 However, the courts have consist-
ently held that the Truth in Lending Act and Regulation Z21

Nebraska does not require escrow accounts. NEB. REV. STAT. § 45-101.06 (Cum.
Supp. 1978).

14. Buchanan v. Brentwood Fed. Say. & Loan Ass'n, 457 Pa. 135, 141, 320 A.2d
117, 121 (1974). Hines & Baughman, Should Lenders Pay Interest on Mortgage Es-
crows?, 8 REAL EST. REV. 79, 80 (1978).

15. Comment, Payment of Interest on Mortgage Escrow Accounts: Judicial and
Legislative Developments, 23 SYRACUSE L. REV. 845, 850 (1972) [hereinafter cited as
Mortgage Escrow Accounts].

16. Buchanan v. Brentwood Fed. Say. & Loan Ass'n, 457 Pa. 135,-, 320 A.2d 117,
121 (1974). Under the escrow method, the borrower's funds are freely commingled
with the lender's other funds and are invested to earn income for the lender. Id. at
-, 320 A.2d at 121. Under the capitalization method, prepayments are credited to
the mortgage balance. When charges become due, the prepayments are deducted
and the mortgage balance is increased accordingly. The borrower benefits by hav-
ing a lower mortgage balance when the interest charged on the loan is calculated.
Id. at -, 320 A.2d at 122.

17. Id.
18. Note, The Real Estate Escrow Account-Recent Trends Toward Reform, 10

GA. ST. B.J. 618, 618 (1974) [hereinafter cited as Recent Trends]. For an indication of
the amounts involved, see note 99 infra.

19. See, e.g., Umdenstock v. American Mort. & Inv. Co., 495 F.2d 589, 591-92 (10th
Cir. 1974) modifying 363 F. Supp. 1375, 1377 (W.D. Okla. 1973); Kinee v. Abraham
Lincoln Fed. Say. & Loan Ass'n, 365 F. Supp. 975, 977 (E.D. Pa. 1973); Spens v. Citi-
zens Fed. Say. & Loan Ass'n, 364 F. Supp. 1161, 1164 (N.D. Ill. 1973); Graybeal v.
American Say. & Loan Ass'n, 59 F.R.D. 7, 18-20 (D.D.C. 1973); Stavrides v. Mellon
Nat'l Bank & Trust Co., 353 F. Supp. 1072, 1077-78 (W.D. Pa. 1973), af'd per curam,
487 F.2d 953 (3d Cir. 1973); Buchanan v. Brentwood Fed. Say. & Loan Ass'n, 457 Pa.
135, -, 320 A.2d 117, 130 (1974). The particular statutory provisions of the Truth in
Lending Act asserted may be found in 15 U.S.C. §§1601-1665 (1976).

20. See, e.g., Kinee v. Abraham Lincoln Fed. Say. & Loan Ass'n, 365 F. Supp. 975,
977 (E.D. Pa. 1973); Spens v. Citizens Fed. Say. & Loan Ass'n, 364 F. Supp. 1161, 1163
(N.D. Ill. 1973); Umdenstock v. American Mort. & Inv. Co., 363 F. Supp. 1375, 1377
(W.D. Okla. 1973), modified, 495 F.2d 589, 591 (10th Cir. 1974).

21. 12 C.F.R. § 226.4(e)(3) (1977).
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promulgated thereunder exempt escrows of tax and insurance pre-
miums, thereby rejecting claims that escrow accounts are hidden
finance charges within the meaning of the Act and regulation,
which lenders are under a duty to disclose.22 For the most part,
courts have not reached the merits on antitrust charges based on
illegal tying arrangements, conscious parallelism, and conspir-
acy.

23

In addition to bringing claims based on federal statutes, bor-
rowers have sought to hold the lender accountable as a fiduciary
for profits earned on funds in escrow accounts.24 The issue under

22. See cases cited in note 19, supra. The exemption from the regulation for
escrow accounts has been based upon 12 C.F.R. §§ 226.8(e) (2) (i), 226.4(e) (3) (1977)
and 15 U.S.C. §1605(e)(3) (1976).

23. See Kinee v. Abraham Lincoln Fed. Say. & Loan Ass'n, 365 F. Supp. 975, 979-
80 (E.D. Pa. 1973) (under broad construction of antitrust complaint, conspiracy the-
ory stated claim upon which relief could be granted under Sherman Act for tying
arrangement and conspiracy in restraint of trade; claim of tying arrangement dis-
missed as to federally-chartered associations); Spens v. Citizens Fed. Say. & Loan
Ass'n, 364 F. Supp. 1161, 1163 (N.D. Ill. 1973) (conditioning mortgage loan upon pre-
payment of taxes is not the kind of tying sale prohibited by law; claim of tying failed
to state cause of action under antitrust laws in absence of allegation that any one
defendant had sufficient economic power to impose its requirements on mortgagor
against his will); Graybeal v. American Say. & Loan Ass'n 59 F.R.D. 7, 12, 17 (D.D.C.
1973) (suit not maintainable as class action; plaintiff did not present sufficient facts
of unlawful conspiracy in restraint of trade under Sherman Act but 60 days were
granted plaintiff to complete discovery); Umdenstock v. American Mort. & Inv. Co.,
363 F. Supp. 1375, 1380 (W.D. Okla. 1973) (no violation of Sherman Act or any other
antitrust law found in the record and suit not maintainable as class action),
modified, 495 F.2d 589, 592 (10th Cir. 1974) (cause of action stated for conscious par-
allelism and case remanded because summary judgment inappropriate in antitrust
action before adequate opportunity for discovery); Stavrides v. Mellon Nat'l Bank &
Trust Co., 353 F. Supp. 1072, 1076-77 (W.D. Pa. 1973) (plaintiff alleged facts sufficient
to state cause of action under Sherman antitrust act for unlawful combination or
conspiracy in restraint of trade and for illegal tying arrangement).

Tie-ins are "an agreement by a party to sell one product [tying product] but
only on the condition that the buyer also purchases a different (or tied) product, or
at least agrees that he will not purchase that product from any other supplier."
Northern Pac. Ry. v. United States, 356 U.S. 1, 5-6 (1958). The alleged tying product
is the mortgage loan, and the alleged tied product is the escrow of prepayments.
See, e.g., Kinee v. Abraham Lincoln Fed. Say. & Loan Ass'n, 365 F. Supp. 975, 983
(E.D. Pa. 1973); Spens v. Citizens Fed. Say. & Loan Ass'n, 364 F. Supp. 1161, 1163
(N.D.Ill. 1973). For a discussion of the concept of tying in general, see L. SuLLIvAN,
HANDBOOK OF THE LAw OF ANTrTRUST §§ 151-162 (1977).

Conscious parallelism is an antitrust conspiracy theory whereby the partici-
pants act with a common design in restraint of trade. Accord of the actors is in-
ferred from the setting. Id. § 110 at 315. Conscious parallelism has been alleged by
borrowers when several lenders in a particular area have switched from capitaliz-
ing to escrowing prepayments. See, e.g., Umdenstock v. American Mort. & Inv. Co.,
495 F.2d 589, 592 (10th Cir. 1974), modifying 363 F. Supp. 1375 (W.D. Okla. 1973). For
an analysis of Truth in Lending and antitrust claims, see Improper Use, supra note
13, at 104-115.

24. See, e.g., Sears v. First Fed. Say. & Loan Ass'n, 1 I. App. 3d 621, 275 N.E.2d
300 (1971), which was the first state appellate decision to thoroughly analyze
whether borrowers could recover interest on escrow accounts on a breach of trust
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such a theory becomes whether the contracting parties intended to
fit the mortgagor-mortgagee relationship with respect to escrowed
funds into one of several classifications.

If the prepayments are classified as special deposits,25 then
the lender holds the funds as a bailee or trustee.26 He may not
commingle the funds and must account to the borrower for their
use.27 If a deposit is classified as general,28 the money belongs ab-
solutely to the bank to do with as it pleases, and the depositor re-
tains only a right of action as a creditor of the debtor bank.2 9 The
third category of bank deposit is a general deposit for a special
purpose. 3° Such deposits resemble general deposits in that the
bank is under a personal liability to the borrower but does not hold
the money in trust.3 1 However, general deposits for a special pur-
pose differ from general deposits in that only under the former
does a bank agree to pay the money out for purposes stated by the
borrower other than upon the presentation of checks of the deposi-
tor.

32

The type of relationship established depends upon the intent
and agreement of the parties. 33 In the case of escrowed funds, the
presumption is that the parties intend that the bank should use

theory. The court found that the mortgage contract created a debtor-creditor rela-
tionship; the borrower was a debtor bound by a note to make prepayments to the
creditor-lender, and the lender, as a creditor, was directed to pay taxes and insur-
ance. Since there was no trust, the borrower had no right to earnings. Id. at -, 275
N.E.2d at 304-05.

25. A special deposit consists of a deposit of chattels, securities, or money with
a bank to be held by it separate and apart from its own assets. 5 A. Sco'rr, THE LAW
OF TRUSTS § 530, at 3679-80 (3d. ed. 1967).

26. Improper Use, supra note 13, at 118.
27. 5 A. SCOTT, supra note 25, § 530 at 3679-80.
28. "A general deposit of money in a commercial bank does not create a trust,

but a relation of debtor and creditor, the depositor having in addition to his rights as
creditor certain contract rights against the bank." RESTATEMENT (SECOND) OF
TRUSTS § 12, comment 1 (1959).

29. 5 A. SCOTT, supra note 25, § 526 at 3670.
30. A general deposit for a special purpose occurs where "the money deposited

is simply the consideration for the contractual obligation of the bank to carry out
the purpose for which the deposit was made." 5 A. ScoTr, supra note 25, § 530 at
3680. An example of a general deposit for a special purpose is where there is an
agreement or understanding that a bank will pay a mortgage of the depositor on the
receipt of an instrument acknowledging satisfaction of the mortgage by the mortga-
gee, but the depositor retains no beneficial interest in the money deposited as such
so that the bank is entitled to treat the money as its own. Id.

31. Id. If money is a general deposit for a special purpose, the bank is not a
trustee absent a clear understanding that the bank will not use the money for its
own purposes. RESTATEMENT (SECOND) OF TRUSTS § 12, comment 1 (1959).

32. 5 A. SCOTT, supra note 25, § 530 at 3680.
33. Id. § 524 at 3668, § 530 at 3684. See RESTATEMENT (SECOND) OF TRUSTS § 12,

comment 1 (1959).
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the funds as its own.34 Therefore, in order to recover earnings on
their prepayment deposits, home mortgagors have attempted to
show a clear intention to create a trustee-beneficiary, 5 agent-prin-
cipal,36 or pledgee-pledgor 37 relationship so as to impose upon the
lender a fiduciary duty to account for profits.

Since reserve accounts are established by a loan contract pro-
vision, courts have scrutinized the wording of the loan agreement
and the conduct of the parties to determine whether the parties
intended to establish a fiduciary relationship.38 If the contract was
silent as to earnings, courts either have interpreted the silence as
an implied contract term that interest would not be paid,39 or have
found the contract ambiguous and have proceeded to interpret the
contract by looking at the agreement as a whole, considering rele-
vant custom and usage and other extrinsic evidence, 4° such as the
treatment of escrow accounts for other purposes.41

Although the analysis has varied with nuances in state com-
mon law and legal theory applied, the goal has been the same-to
determine the intent of the parties. It is probable that frequently

34. Durkee v. Franklin Sav. Ass'n, 17 Ill. App. 3d 978, -, 309 N.E.2d 118, 120
(1974). See 5 A. ScoTT, supra note 25, § 530 at 3685; RESTATEMENT (SECOND) OF
TRUSTS §12, comment 1 at 42 (1959).

35. See Note, Lender Accountability and the Problem of Noninterest-Bearing
Mortgage Escrow Accounts, 54 B.U.L. REV. 516 (1974) [hereinafter cited as Lender
Accountability). See, e.g., Carpenter v. Suffolk Franklin Say. Bank, 362 Mass. 770,
291 N.E.2d 609 (1973).

36. In Derenco the trial court allowed borrowers to recover on the theory that
the contract created an agency relationship. 281 Or. at -, 577 P.2d at 481. But see
Richman v. Security Say. & Loan Ass'n, 57 Wis. 2d 358, 204 N.W.2d 511 (1973) (agency
relationship was created by mortgage contract but was held insufficient to sustain
mortgagor's claim for an accounting of profits).

37. See, e.g., Madsen v. Prudential Fed. Say. & Loan Ass'n, - Utah 2d -, 558
P.2d 1337 (1977) (cause of action stated based on language of deed of trust creating
duty of pledgor to account for profits to pledgee).

38. See 5 A. Scor, supra note 25, at § 524. An illustration of how important the
contract language is in the court's determination of the type of relationship created
is seen by comparing Carpenter v. Suffolk Franklin Say. Bank, 362 Mass. 770, 291
N.E.2d 609 (1973) where, based on the pleadings, borrowers stated a cause of action
in trust, with Carpenter v. Suffolk Franklin Say. Bank, - Mass. -, 346 N.E.2d 892
(1976) where the same court had the mortgage instrument before it and held that
no trust was intended.

39. See, e.g., Manchester Gardens, Inc. v. Great W. Life Assur. Co., 205 F.2d 872,
876 (D.C. Cir. 1953); Brooks v. Valley Nat'l Bank, 113 Ariz. 169,-, 548 P.2d 1166, 1171
(1976).

40. See, e.g., La Throp v. Bell Fed. Say. & Loan Ass'n, 68 Ill. 2d 375,-, 370 N.E.2d
188, 191-92 (1977).

41. See, e.g., Sears v. First Fed. Say. & Loan Ass'n, 1 111. App. 3d 621, -, 275
N.E.2d 300, 307-08 (1971) which relied heavily on First Fed. Say. & Loan Ass'n v.
Board of Equalization, 182 Neb. 25, 152 N.W.2d 8 (1967) where the court considered
ownership rights in escrow accounts for purposes of a tax on intangible property.
For treatment of escrow accounts in other contexts, see Annot., 50 A.L.R.3d 697
(1973).
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borrowers have no intent with regard to this issue at the time of
contracting,4 2 but "the presumption is that when a bank receives
money it is intended that the bank should use the money."43 It is
for these reasons, perhaps, that evidence of expressed intent of
borrowers to create a trust, agency, or special deposit has rarely
been found, and the courts have been unwilling to imply such an
intent for the parties."

Equitable claims based upon unjust enrichment and request-
ing constructive trust relief are more consistent with the notion
that when a home mortgagor signs a loan contract, the borrower
does so with no specific intent that the lender will hold prepay-
ments of taxes and insurance premiums in a special capacity.
However, claims for constructive trust relief have been disposed of
on the grounds that no fiduciary duty or fraud was shown.45 Fur-
thermore, unjust enrichment has not been found to be a viable ba-
sis for recovery when a contract governs the issue.4 Although
Buchanan v. Brentwood Federal Savings & Loan Association47

held that borrowers had stated a cause of action for a constructive
trust based on unjust enrichment," until the Derenco decision no

42. See 5 A. Scorr, supra note 25, § 530 at 3684. Cf. Jamaica Say. Bank v. Lefko-
witz, 390 F. Supp. 1357, 1362 (E.D.N.Y. 1975), affd mem., 423 U.S. 802 (1975) (state
statute recognizes borrowers may enter mortgage contracts never having consid-
ered interest on escrow accounts).

43. 5 A. Scorr, supra note 25, § 530 at 3685. See also Durkee v. Franklin Say.
Ass'n, 17 Ill. App. 3d 978, -, 309 N.E.2d 118, 121 (1974).

44. See, e.g., Brooks v. Valley Nat'l Bank, 113 Ariz. 169, 548 P.2d 1166 (1976); La
Throp v. Bell Fed. Say. & Loan Ass'n, 68 Ill. 2d 375, 370 N.E.2d 188 (1977); Sears v.
First Fed. Say. & Loan Ass'n, 1 Ill. App. 3d 621, 275 N.E.2d 300 (1971); Carpenter v.
Suffolk Franklin Say. Bank, - Mass. -, 346 N.E.2d 892 (1976).

In order to avoid any question as to the intent of the parties many lenders have
included a provision in the contract that interest will not be paid. For example, one
standard mortgage form makes provision for the prepayment of taxes and insur-
ance at the lender's option, then states that "[tIhe Borrower agrees that the Funds
may be held by the Lender and commingled with other funds and the Lender's own
funds and the Lender may pay such items from its own funds and the Lender shall
not be liable for interest or dividends on such Funds." Form No. 720, First Federal
Savings & Loan Association of Lincoln, Omaha, Nebraska.

45. La Throp v. Bell Fed. Say. & Loan Ass'n, 68 Ill. 2d 375,-, 370 N.E.2d 188, 196
(1977); Carpenter v. Suffolk Franklin Say. Bank, - Mass. -, -, 346 N.E.2d 892, 900
(1976). While some American courts continue to require the breach of a fiduciary
relationship for imposition of a constructive trust, most courts view constructive
trust relief as appropriate whenever the facts justify specific restitution. D. DOBBS,
HANDBOOK ON THE LAw OF REMEDIES § 4.3, at 246 (1973). See also Buchanan v.
Brentwood Fed. Sav. & Loan Ass'n, 457 Pa. 135, -, 320 A.2d 117, 128 (1974) (holding
that borrowers had stated a cause of action for constructive trust relief based on
principles of equity and fairness).

46. Brooks v. Valley Nat'l Bank, 113 Ariz. 169, 174, 548 P.2d 1166, 1171 (1976); La
Throp v. Bell Fed. Say. & Loan Ass'n, 68 Ill. 2d 375, 370 N.E.2d 188, 195 (1977).

47. 457 Pa. 135, 320 A.2d 117 (1974).
48. Id. at -, 320 A.2d at 128.
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court had thoroughly analyzed whether a lender is unjustly en-
riched by his use of funds in escrow accounts.

In response to consumer concerns some states passed legisla-
tion concerning escrow accounts,49 but these statutes have been
criticized for not going far enough on behalf of the home mortga-
gor.50 Most state statutes which address the issue require the pay-
ment of a low rate of interest on escrow accounts or attempt to
curb abuse of escrow practice by limiting the amount which may
be collected.5 ' On the federal level, the 1975 FHLBB amendment
to the regulation which authorizes federal associations to require
prepayments now provides that interest must be paid in states
where a state law imposes an interest obligation on state-chartered
associations, but the amendment also limits the obligation of fed-
eral associations to that situation or to where the obligation is ex-
pressly imposed by contract.5 2 There are no provisions for

49. Prior to 1973, no states required the payment of interest on escrow ac-
counts, and only a few do at present. Compare MASS. GEN. LAws ANN. ch. 183, § 61
(West 1977) (requiring interest to be paid but leaving the rate to the discretion of
the lender) with OR. REV. STAT. § 86.245 (1977) (requiring payment of the highest
rate of interest currently authorized to be paid on open passbook accounts less
three-fourths of one percent but not less than four percent). For other state legisla-
tion responding to the problem of escrow accounts, see CoNN. GEN. STAT. ANN. § 49-
2a (West 1978); LA. REV. STAT. ANN. § 6.828 (West Supp. 1978); NEB. REV. STAT. §§ 45-
101.05 to -101.07 (Cum. Supp. 1978); 4 N.H. REV. STAT. ANN. § 384, 16-c (Supp. 1977);
N.M. STAT. ANN. § 61-7-8 (1953); N.Y. GEN. OBUG. LAW § 5-601 (McKinney 1978) and
N.Y. BANKING LAw §14-b (McKinney Supp. 1977-78).

For an analysis of state statutes, see Improper Use, supra note 13, at 124-28.
50. See Improper Use, supra note 13, at 129 (ur-ing legislation to broaden the

payment of interest provisions to protect the mortgagor); Lender Accountability,
supra note 35, at 538 (Massachusetts statute does not serve desired goal of truth in
residential lending). NEB. REV. STAT. § 45-101.05 (Cum. Supp. 1978) while limiting
the amount which may be required to be prepaid makes provision for neither dis-
closure by the lender that he intends to invest the funds nor payment of interest by
the lender to the borrower.

51. See statutes cited in note 49 supra. A recent article notes that "seven
states have passed legislation mandating interest payments on escrow accounts
and at least six more have legislation pending." Hines & Baughman, Should Lend-
ers Pay Interest on Mortgage Escrows?, 8 REAL Esr. REV. 79, 84 (1978).

52. 12 C.F.R. § 545.6-11(c) (1978) now provides as follows:
Payment of interest on escrow accounts. A Federal association which
makes a loan on or after June 16, 1975 on the security of a single-family
dwelling occupied or to be occupied by the borrower (except such a loan
for which a bona fide commitment was made before that date) shall pay
interest on any escrow account maintained in connection with such a loan
(1) if there is in effect a specific statutory provision or provisions of the
State in which such dwelling is located by or under which State-chartered
savings and loan associations, mutual savings banks and similar institu-
tions are generally required to pay interest on such escrow accounts, and
(2) at not less than the rate required to be paid by such State-chartered
institutions but not to exceed the rate being paid by the Federal association
in its regular accounts (as defined in § 526.1 of this chapter). Except as
provided by contract, a Federal association shall have no obligation to pay
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disclosure. In addition, the Real Estate Settlement and Procedure
Act of 1974 ("RESPA")5 3 seeks to limit abuse of escrow practice by
setting a maximum on amounts which can be required to be pre-
paid.M

By 1978, the year of the instant case, the use of noninterest-
bearing escrow accounts generally had been sanctioned by the
courts, thus leaving any inequities of the practice to be redressed
by the legislatures. The Derenco court, therefore, resisted the
weight of authority when it determined that the escrow account
method unjustly enriches lenders at the expense of home mortga-
gors.

FACTS AND HOLDING

Derenco, Inc., a Nevada corporation, brought suit on behalf of
itself and other home mortgagors for an accounting of profits
earned on prepayments of taxes and insurance premiums paid into
reserve accounts from 1968 to date.55 Prepayments had been re-
quired by the Benjamin Franklin Federal Savings and Loan Asso-
ciation under four types of mortgage agreements: (1) a
conventional mortgage used prior to February 1, 1972, which omit-
ted reference to interest or earnings, (2) a conventional mortgage
used after February 1, 1972, which stated that funds were to be
held in noninterest-bearing accounts, (3) a security instrument
used for mortgages insured by the FHA which provided that the
funds were to be "held in trust," and (4) a security instrument
required for mortgages made by the savings and loan association

and sold to the Federal Home Loan Mortgage Corporation
("FHLMC"). 56 The trial court ordered an accounting of earnings
made on prepayments under the first three instruments.5 7

interest on escrow accounts apart from the duties imposed by this para-
graph.

Id. (emphasis added).
53. 12 U.S.C. §§ 1730f, 1831b, 2601-2617 (1976) as amended by Act of Jan. 2, 1976,

Pub: L. No. 94-205, 89 Stat. 1157.
54. Id. § 2609. For a critique of RESPA generally, see Payne, Conveyancing

Practice and the Feds: Some Thoughts About RESPA, 29 ALA. L. R]Ev. 339 (1978).
Professor Payne believes that although lenders may be unjustly enriched by inter-
est on escrow accounts, the cost of an accounting is not justified. "It would appear,
therefore, that in limiting the amount of escrow accounts, Congress might have
overreacted to a minor abuse and distracted attention from more important issues."
Id. at 359.

55. 281 Or. at -, 577 P.2d at 480-81.
56. Id. at -, 577 P.2d at 481 & n.2.
57. The trial court held that the two conventional mortgages created an agency

relationship and that the FHA security form created a trust. The fourth agreement
was found to create a debtor-creditor relationship under which there was not duty
to account. The latter ruling was not appealed. Id.
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On an interlocutory appeal the Oregon Supreme Court
reached a decision favorable to borrowers under the pre-1972 mort-
gage agreement based on state common law principles of unjust
enrichment. The court held that the lender would receive a wind-
fall if he were not required to return profits he earned on escrow
accounts.58 Relief from the lender's unjust enrichment was
granted to the borrowers on the legal theory of quasi-contract, a
nonconsensual obligation implied in law by the demands of fair-
ness and equity.5 9

The same principle was applied to the FHA security instru-
ment, under which the court granted recovery to borrowers with-
out reaching the issue of whether the contract language created an
express trust.60 However, all common law obligations to pay inter-
est under both contract forms were held to have ceased as of June
16, 1975, the effective date of the FHLBB amendment 6' which ex-
pressly defined and limited the obligations of federally-chartered
savings and loan associations to pay interest.62 Unlike the pre-1972
loan form which omitted reference to earnings, the post February
1, 1972, form contained an express clause that the accounts would
not bear interest to the borrower.63 For this reason the Oregon
Supreme Court reversed the trial court's holding that borrowers
under the post February 1, 1972, loan form were entitled to recov-
ery.64 Likewise, recovery was denied to borrowers for whom es-
crow accounts were voluntarily established and who were not
required to make prepayment by their mortgage contracts. 65

In determining that state common law principles of unjust en-
richment applied, the court rejected the contentions that federal
law had expressly precluded state action or preempted state law in
this field. The court first held that there was no indication that the
FHLBB amendment governing interest rates was to be applied ret-
roactively so as to expressly preclude state regulation of federal
associations during the years in question.66 Furthermore, the

58. 281 Or. at -, 577 P.2d at 488.
59. Id. at -, 577 P.2d at 491. For the relationship between quasi contract and

unjust enrichment, see notes 78-82 and accompanying text infra.
60. Id. at -, 577 P.2d at 493.
61. 12 C.F.R. § 545.6-11(c) (1978). See note 52 supra for the text of the regula-

tion. In construing the federal regulation the court in Derenco held that the term
"interest" was intended to encompass any income on escrow accounts and to termi-
nate any noncontractual obligation to pay earnings as of its effective date. 281 Or. at
-- 577 P.2d at 495-96.

62. 281 Or. at -, 577 P.2d at 496.
63. Id. at -, 577 P.2d at 481.
64. Id. at -- 577 P.2d at 493.
65. Id. at -, 577 P.2d at 493.
66. Id. at -, 577 P.2d at 483.
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court refused to find that state regulation had been preempted by
federal regulation 67 either because state law was in direct conflict
with federal law,68 state law interfered with federal regulation or
impaired federal goals,69 or Congress intended to occupy the
field.7 0 Finally, it was also held that federal decisional law defining
relationships and accompanying obligations of borrowers and fed-
erally-chartered lenders did not apply.7 1

An accounting of profits was ordered on funds held in reserve
accounts from 1968 through June 16, 1975, at the simple passbook
rate of interest paid on savings accounts.7 2 This method of com-
puting recovery was found to be "eminently sensible" because the
passbook interest rate was figured on the basis of all costs incurred
by the lender in its operations and because of the difficulty in-
volved in calculating the costs and earnings of reserve accounts
separately.

7 3

RATIONALE OF THE RECOVERY

The court emphasized that its decision was not based on con-
tractual obligations but rather on the legal theory of recovery in
quasi-contract because "justice and fair dealing require a recovery
by borrowers. '7 4 The case was pleaded both in terms of quasi-con-
tract and constructive trust, which the court states are parallel
remedies in law and equity based on the principle of unjust enrich-
ment of the defendant and differing only in the way relief is admin-
istered.7 5 A quasi-contract plaintiff would obtain a money
judgment whereas a constructive trust plaintiff would obtain an in
personam judgment requiring the defendant to return specific
property.7 6 Since the claim dealt with money and because the
funds in escrow accounts were not segregated, the court found that
there was no specific property upon which a constructive trust
could be imposed and that the appropriate theory of recovery was
quasi-contract.

77

67. Id. at -, 577 P.2d at 487.
68. Id. at -, 577 P.2d at 483.
69. Id. at -, 577 P.2d at 483.
70. Id. at -, 577 P.2d at 484.
71. Id. at-, 577 P.2d at 487-88. The court also held the suit was maintainable as

a class action. Id. at -, 577 P.2d at 599.
72. Id. at -, 577 P.2d at 495.
73. Id. at -, 577 P.2d at 494.
74. Id. at -, 577 P.2d at 491.
75. Id. at -, 577 P.2d at 492.
76. RESTATEMENT OF REsrTrruION § 160, comment a (1937); D. DOBBS, supra

note 45, § 4.3 at 241. For distinctions made by other courts, see note 45 and accompa-
nying text supra.

77. 281 Or. at -, 577 P.2d at 492. Contra, D. DOBBS, supra note 45, § 5.16 at 425
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With the abolition of the distinction between actions at law
and equity in the United States, "there is no longer any reason for
separating the substantive equity doctrines (i.e., those equitable in
origin) based upon unjust enrichment, from the legal doctrines
(i.e., those developed in common law) based upon the same princi-
ple. '78 This was the approach taken by the Derenco court 79 and
the Restatement of Restitution 8° in subsuming quasi-contract and
constructive trust actions under the principle of restitution for un-
just enrichment. Unjust enrichment is the notion that the defend-
ant should be deprived of benefits "that in equity and good
conscience he ought not to keep,"81 and a quasi-contract is a non-
consensual obligation implied in law which "requires restitution to
the plaintiff of something that came into the defendant's hands but
belongs to the plaintiff in some sense. '82

The principle of unjust enrichment has been criticized as com-
prising an inadequate principle of jurisprudence. 83 It has also
been criticized as leading some courts "to the view that restitution

(old view that "money has no earmarks" is no longer valid, and if plaintifrs money
is commingled in a bank, he has an interest in the account equal to the amount of
his money upon which a constructive trust can be imposed). See also RESTATE-
MENT OF RESTrrUrION § 209 (1937).

78. Patterson, The Scope of Restitution and Unjust Enrichment, 1 Mo. L REv.
223, 229 (1936).

79. See 281 Or. at -, 577 P.2d at 491-92.
80. See RESTATEMENT OF RESTITUTION § 125(1), comment a (1937); Patterson,

The Scope of Restitution and Unjust Enrichment, Mo. L REv. 223, 229 (1936).
81. D. DOBBS, supra note 45, § 4.1 at 224.
82. Id. § 4.2 at 235. See RESTATEMENT OF REsTrruTION § 125(1), comment a

(1937). Quasi-contract developed as an action at law and was recognized as a sepa-
rate action in Moses v. Macferlan, 2 Burr. 1005, 97 Eng. Rep. 676 (K.B. 1760), where
Lord Mansfield based recovery not on the fiction of a promise but on "the ties of
natural justice and equity." Id. at 1012, 97 Eng. Rep. at 681. However, a legal action
in quasi-contract based on the equitable principle of unjust enrichment has caused
a great deal of confusion and misapplication in the development of the law. For
example, Patterson, The Scope of Restitution and Unjust Enrichment, 1 Mo. L REV.
223 (1936) criticizes courts which refer to a quasi-contract as an implied contract
because that approach leaves unanswered the question whether

the implication was an inference of fact or a rule of law. In resorting to the
fiction of an "implied contract," the courts were often led astray. At the
worst they conjured up an artificial consent as the basis of the obligation.
At best they uttered some hornbook formula and left the true grounds of
decision unexpressed.

Id. at 225. The instant court went to great lengths to avoid this pitfall by stressing
the noncontractual, nonconsensual basis for the obligation to pay interest. 281 Or.
at -, 577 P.2d at 491-92.

It has been suggested that the development of quasi-contract is part of the
process of eliminating distinctions between tort and contract liability to the extent
that the law is "fast approaching the point where, to prevent unjust enrichment any
benefit received by a defendant must be paid for unless it was clearly meant as a
gift." G. GILMORE, THE DEATH OF CONTRACT 88 (1974).

83. Abbot, Keener on Quasi-Contracts, 10 HARv. L. REV. 209, 226 (1896).
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is a matter for the discretion of the mortal who happens to inhabit
the bench at any particular moment. '84 However, liability based
on the principle of unjust enrichment is defined by rules no more
vague than many parts of tort law.85 It rests on fact situations de-
veloped through precedent which include such elements as fraud,
unconscionable conduct, mistake, and unenforceable contracts. 86

However, the basic principle remains flexible so that it may ex-
pand to encompass additional forms of conduct through judicial
application.

87

In order to determine what conduct is the basis of liability for
unjust enrichment when a court grants relief to a plaintiff because
"justice and fair dealing" 88 require it, it is necessary to ask how the
court determined that there was enrichment and why the enrich-
ment was unjust. This is the two-pronged approach taken in the
following analysis.89

THE PROBLEM OF DETERMINING ENRICHMENT

One aspect of a claim for unjust enrichment is the nature of
the enrichment itself. This includes consideration of the interre-
lated issues of who was enriched, to what extent there was enrich-
ment, and what amount of gain should be returned to the
complaining party.

Net Proceeds of Earnings on Reserve Accounts

The Derenco court held that the enrichment of the lender was
the excess of earnings from investments of prepayments over the

84. G. DouTwArrE, ATrrOmu-y's GUWE TO RESTrrUTION 20 (1977). Professor
Douthwaite was commenting on cases such as Buchanan v. Brentwood Fed. Say. &
Loan Ass'n, 457 Pa. 135, -, 320 A.2d 117, 128 (1974) where the court remanded the
claim of unjust enrichment in order to given the plaintiff borrower a chance to "con-
vince the conscience of equity" that the lender was unjustly enriched.

85. Patterson, The Scope of Restitution and Unjust Enrichment, 1 Mo. L REV.
223, 231 (1936).

86. See id. (the basic principle of unjust enrichment "refers to other legal prin-
ciples or rules which in turn denote the operative facts on which rights or duties
rest"); D. DOBBS, supra note 45, § 4.1 at 225 (the belated recognition of the principle
of unjust enrichment resulted in the indexing of the law of restitution according to
the diverse factual situations in which it might arise rather than under the principle
itself). See generally RESTATzMENT OF RESITUTION XV-XXV (1937). See also G.
DotrruwArrE, supra note 84, at 17-23.

87. See G. DotrrHwArrE, supra note 84, at 231.
88. Derenco, Inc. v. Benjamin Franklin Fed. Say. & Loan Ass'n, 281 Or. 533, -,

577 P.2d 477, 491 (1978).
89. Professor Dobbs suggests this is the proper approach in analyzing restitu-

tionary claims rather than concentrating on the old forms of action. D. DOBBS,
supra note 45, § 4.3 at 239-40.
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costs involved in maintaining reserve accounts.90 There was
neither discussion of loss of interest to the plaintiff borrower nor
consideration of permitting him to recover the gross earnings.
This is consistent with the theory of restitution whereby a plaintiff
recovers the net amount gained by an innocent defendant from the
use of plaintiff's property.9 1 With regard to the costs involved, the
lender estimated that the cost of servicing a tax account was $4.87
and the cost of an insurance account was $4.58 as of June 30, 1975.92

However, since the funds in reserve accounts had been commin-
gled with other funds held by the lender, the court was unable to
segregate prepayments for the purpose of determining income
from them.

Therefore, the Derenco court held that "[o rdering an account-
ing on earnings from the deposits at pass book [interest] rates is a
method of determining the extent of the profits as closely as possi-
ble. ' '93 The court reasoned that since the lender was a mutual as-
sociation and the cost of operations, including required payments
into capital reserves and administrative costs, had been figured
into the rate of interest payable on savings accounts, the amount of
profits on escrow accounts would be approximately the same.94 Al-
though acknowledging that the interest rates on savings accounts
were set by the FHLBB and not the defendant, the court stated
that the FHLBB took the expenses involved in maintaining es-
crows into account when figuring the rate on savings accounts. 9

However, the Derenco court did not consider whether the FHLBB,
in setting the interest rates, included in the income figure for sav-
ings and loan associations the amount of profits earned on escrow
accounts. If these profits are excluded from the calculations for all
lenders, the interest rate on savings accounts might be set at a
lower rate.

Whether lenders do in fact profit from maintaining reserve ac-

90. 281 Or. at -, 577 P.2d at 495.
91. See RESTATEMENT OF RESTITUTION §158 (1959).
92. 281 Or. at -, 577 P.2d at 494. The average cost of maintaing an escrow ac-

count in 1973 was estimated to be $6.02 annually. UNrrED STATES SAVINGS & LOAN
LEAGUE, FACTORS GOVERNING THE ECONOMICS OF ESCROW AccoUNTs 7-8 (1973),
cited in Lender Accountability, supra note 35, at 533. The lender in Derenco ac-
knowledged that the cost had been decreasing yearly due to the increased use of
computers. 281 Or. at -, 577 P.2d at 494.

93. 281 Or. at -, 577 P.2d at 495.
94. Id. at -, 577 P.2d at 494. The defendant contended that the cost of servicing

escrow accounts was higher than servicing savings accounts but presented no evi-
dence to that effect. Id. at -, 577 P.2d at 497. In Brooks v. Valley Nat'l Bank, 113
Ariz. 169,-, 548 P.2d 1166, 1171 (1976), the defendant lender offered figures showing
that he made no profit on escrow accounts, but the court did not reach the issue of
enrichment.

95. 281 Or. at -, 577 P.2d at 494.
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counts has been the topic of much discussion and disagreement.96

If the profits exceed the costs involved, it would seem that the
lender has a free loan from the borrower while the borrower must
pay interest on the loan she receives from the lender. However,
the amount of potential gain to the lender fluctuates with interest
rates on short term investments and with property tax rates. 97

Most statistics regarding the gain made by lenders on investments
of funds in escrow accounts have been prepared by savings and
loan associations and vary depending on the methods of analysis
used and the size of the association.98 Evidence of a profit is sug-
gested when a lender not only escrows the required prepayments
for loans above a certain percentage of property value but also en-
courages voluntary prepayments of additional amounts. 99 If this
were a break even or losing proposition, lenders would not only
look for other methods of protecting their security, but also would
discourage prepayments not required by law.100

Calculating profits lenders make on reserve accounts is an is-
sue the courts have not dealt with because most cases are decided
before reaching the measure of recovery. Those state legislatures
which have set interest rates to be paid on such accounts, usually

96. See, e.g., Lender Accountability, supra note 35, at 533; Mortgage Escrow Ac-
counts, supra note 15, at 896.

97. Lender Accountability, supra note 35, at 536.
98. The statistics and statements of lenders concerning gains on escrow ac-

counts have been attacked as being self-serving and have led to a suggestion for an
independent auditor study to determine the feasibility of paying interest on es-
crowed taxes and insurance premiums. Recent Trends, supra note 18, at 624-25 &
n.39.

For an examination of three statistical studies of earnings on escrow accounts,
see Lender Accountability, supra note 35, at 533-36.

99. The total amount held in escrow accounts by lenders is very large. The
amount escrowed by Benjamin Franklin Federal Savings and Loan Association for
property taxes alone in Oregon was approximately $18 million, 281 Or. at-, 577 P.2d
at 490 n.16. The June 30, 1978, Statement of Financial Condition for Commercial
Federal Savings and Loan Association, Omaha, Nebraska, shows that $10,305,425
was held in accounts labeled "advance payments by borrowers." The General Ac-
counting Office estimated that escrow collections nationwide amounted to $9.4 bil-
lion annually in 1973. Note, 41 Mo. L. REV. 133, 133 n.3 (1976) citing GENERAL
ACCOUNTING OFFICE, STUDY OF THE FEASIBILITY OF EscRow AccouNTs ON RESIDEN-
TIAL MORTGAGES BECOMING INTEREST BEARING 7 (1973).

Lenders are currently able to earn interest on short-tem investment of these
funds at about eight percent, and the short term rate rarely falls below five percent.
Interview with Mr. R. P. Maaske, Director of Residential Lending, First Federal Sav-
ings and Loan Association of Lincoln, in Omaha, Nebraska (Sept. 8, 1978).

100. For example, First Federal Savings and Loan Association of Lincoln discon-
tinued escrows of insurance premiums on all mortgage loans because the cost of
maintaining the accounts exceeded the earnings made on the funds. Interview with
Mr. R. P. Maaske, Director of Residential Lending, First Federal Savings and Loan
Association of Lincoln in Omaha, Nebraska (Sept. 8, 1978).
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at rates lower than the passbook rate on savings, 10 1 presumably
have considered the extent to which lenders profit on escrow ac-
counts. It may be appropriate for a court to defer to the judgment
of such legislatures even though the state in which the court sits
may not have passed such a statute. Thus a court in state A might
award recovery to borrowers based upon an interest rate set by the
legislature of state B for escrow accounts held by savings and loan
associations in state B.

Oregon law now provides that savings and loan associations
must pay interest on escrow accounts at three-fourths of one per-
cent less than the ordinary passbook rate on savings accounts but
not less than four percent.10 2 Although the statute was inapplica-
ble to the claims in Derenco which had arisen before the statute
was effective, it was in existence at the time of the decision, and
the court took note of the statute. 0 3 However, instead of awarding
interest on amounts held in escrow accounts at the statutory rate,
the court calculated recovery at the full rate of interest currently
paid on ordinary passbook savings accounts.104

Enrichment of a Savings and Loan Asscoation

The court in Derenco did not fully address the questions of
who in fact is enriched and who bears the burden of an accounting
when the defendant is a mutual association as in the present case.
The court refused to deny recovery on the grounds that the status
of mutual association meant that the burden of accounting would
fall on present depositors rather than on those who received the
earnings when they were derived in 1968-1975.105 If this contention
were carried to the extreme, the court thought that the argument
"would result in defendant's being free of all claims for past obliga-
tions in that present, and not past, investors would have to pay for
past obligations."'l 6 This statement ended the court's discussion
of the implications of a claim for unjust enrichment against a mu-
tual association.

The corporate structure of federally-chartered savings and

101. See, e.g., Coi. GEN. STAT. ANN. § 49-2a (West 1978).
102. OR. REV. STAT. § 86.245 (1977).
103. 281 Or. at -, 577 P.2d at 482.
104. Id. at -, 577 P.2d at 495.
105. Id. at - 577 P.2d at 497. But cf. Carpenter v. Suffolk Franklin Say. Bank, -

Mass. -, -, 346 N.E.2d 892, 900 (1976) (court denied claim of unjust enrichment
noting that a judgment against a mutual association would ultimately result in a
transfer of funds from persent and future depositors to compensate for excess pay-
ments to past depositors).

106. 281 Or. at -, 577 P.2d at 497.

[Vol. 12



RESTITUTION

loan associations is determined by federal regulation. 10 7 All hold-
ers of the association's savings accounts and all borrowers are
members, and payments made to savings accounts represent share
interests in the association. 10 8 Net earnings of the association are
distributed ratably to holders of savings accounts based on the
withdrawal value thereof.10 9 In other words, by analogy with the
more common corporate structure, in a savings and loan associa-
tion the stockholders are savings depositors, the shares of stock
are savings account deposits, and dividends are earnings paid out
in the form of an interest rate on savings deposits. The maximum
rate of interest which may be paid on savings deposits is set by the
FHLBB.110

Since savings account holders receive the net earnings of a
savings and loan association in the form of interest on their ac-
counts, in a case where the plaintiff borrowers are also depositors,
the argument could be made that the plaintiffs were the ones en-
riched by earnings on their escrowed funds."' However, this argu-
ment assumes that profits made on escrow accounts directly affect
the interest rate paid on savings accounts. While the assumption
may be true in a small community, the competing forces of the
market place in a large city will usually cause a savings and loan
association to pay the maximum legal rate of interest," 2 regardless
of profits on escrow accounts. It follows that profits from escrow
accounts probably do not enrich savings account holders but
rather are paid into capital reserves or expended and invested in
growth factors.1 13

107. See 12 C.F.R. § 543 (1978).
108. Id. § 544.1 (charter provisions).
109. Id.
110. Id. § 526.3 to .5-1. The maximum interest rate currently payable on regular

savings accounts is 5.25% per annum. Id. § 526.3.
111. Class action status has been denied absent a showing that plaintiff mortga-

gors did not hold savings accounts with the defendant lender on the grounds that
there was a conflict of property right interests. R-R Realty Co. v. Commercial Say. &
Loan Ass'n, No. 625-336 (Dist. Ct. Douglas County, Neb. July 14, 1975) (order grant-
ing summary judgment).

112. Interview with Randall D. Greer, Assistant Vice President, Kirkpatrick,
Pettis, Smith, Polian Inc., in Omaha, Nebraska (Oct. 31, 1978). This would hold true
when short-term investments are yielding more than the maximum rate of interest
payable allowed by law as is currently the case. However, even if yields on short-
term investments were less than the maximum legal rate payable on savings ac-
counts by federal savings and loan associations, the interest rates would still be set
competitively in large markets. Id.

113. Growth factors would include such items as investment in office buildings
and equipment and additions to funds available for loans. These items may be as-
certained from the lender's financial statements. See, e.g., Financial Statement,
Commercial Federal Savings and Loan Association, Omaha, Nebraska, June 30,
1978; Statement of Condition, First Federal Savings and Loan Association of Lin-
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However, if because of inadequate assets a lender had to lower
interest rates on savings accounts in order to pay a judgment to
home mortgagors, then as to plaintiff home mortgagors who also
held savings deposits there would be a conflict of interest.1 4 In
effect, the borrowers who held savings accounts would be in the
position of paying their own judgment. This consideration has also
been raised in the context of determining the propriety of a class
action to recover earnings on escrow accounts."l 5

Thus, the conclusion of the court in Derenco that there was
enrichment and that the gain accrued to the defendant savings and
loan association is basically sound, although perhaps the decision
would have been strengthened if the court had more fully explored
the problems involved with asserting a claim for unjust enrich-
ment against a mutual association. The next aspect of the court's
decision deserving analysis is the holding that the enrichment of
the defendant lender was unjust.

THE ESCROW AcCOUNT AS AN UNJUST TRAtiSACTION

In finding that the enrichment of the lender was unjust, the
Derenco court analyzed three basic areas: the purpose for which
escrow accounts are required, the nature and substance of the

coln, Omaha, Nebraska, June 30, 1978. Federal associations are required to main-
tain minimum reserves for the sole purpose of meeting losses. 12 C.F.R. § 544.1
(1978).

114. See note 111 supra.
115. R-R Realty Co. v. Commercial Say. & Loan Ass'n, No. 625-336 (Dist. Ct.

Douglas County, Neb. July 14, 1975) (order granting summary judgment).
In Derenco the claim based on unjust enrichment was found to be maintainable

as a class action under OR. REV. STAT. §13.220 (1977). 281 Or. at -, 577 P.2d at 497,
499. Contra, Graybeal v. American Say. & Loan Ass'n, 59 F.R.D. 7, 15 (D.D.C. 1973)
(class action status denied under FED. R. Crv. PRo. 23 because claim for unjust en-
richment by its nature does not lend itself to class action treatment); Carpenter v.
Suffolk Franklin Say. Bank, - Mass. -, - 346 N.E.2d 842, 896 (1976) (motion to
certify class action against 327 banks denied due to individual nature of contracts
signed); R-R Realty Co. v. Commercial Say. & Loan Ass'n, No. 625-336 (Dist. Ct.
Douglas County, Neb. July 14, 1975) (order granting summary judgment; doctrine of
constructive trust does not lend itself to a class action because it requires compari-
son between defendant and each borrower). But cf. Vasquez v. Superior Court, 4
Cal. 3d 800, 484 P.2d 964, 94 Cal. Rptr. 796 (1971) (class action seeking recission for
fraud held maintainable where plaintiffs signed individual standard form contracts
under similar circumstances). See also Bernard v. First Nat'l Bank, 275 Or. 145, -,
550 P.2d 1203, 1211 (1976) (any class which by definition depends on the state of
mind of the prospective members would be hard to sustain).

Since the potential recovery for an individual home mortgagor is relatively
small, unless the suit is maintainable as a class action, mortgagors may be hesitant
to pursue their claims in court. But see Tierney v. Whitestone Say. & Loan Ass'n, 77
Misc. 2d 284, 353 N.Y. Supp. 2d 104 (Civ. Ct. N.Y. 1974) (borrower recovered $136
interest on escrow account in small claims court), reversed, 83 Misc. 2d 855, 373
N.Y.S.2d 724 (App. Term 1975).
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mortgage contract, and the role of custom in banking practice and
consumers' knowledge thereof.

The Purpose of Escrow Accounts: Security for the Lender

The court determined that the purpose of reserve accounts
was to secure the lender's interest in property from unpaid taxes
and uncompensated loss from fire and other hazards.1 1 6 The con-
tention by the lender that the purpose was also to protect the bor-
rower and that earnings were a quid pro quo for service was
rejected as an afterthought.1 7 Since the passing of the beneficial
interest-the right to earnings on the funds-was unnecessary to
the security purpose and because the lender used the funds with-
out disclosure to the borrower, the result was characterized as a
"gratuitous windfall." 11 8

It is well established that the underlying purpose of prepay-
ments of taxes and insurance premiums is to protect the mortga-
gee's security." 9 A tax lien takes priority over a mortgage, 20 and
if the mortgagee is in the position of paying taxes to prevent fore-
closure, he is in effect loaning an amount in addition to the princi-
pal which a majority of courts hold cannot be collected until the
mortgage debt matures. 12 1 Similarly, prepayment of insurance
premiums assures the lender that his security interest is protected
from unreimbursed loss due to fire and other hazards. 122 Because
prepayments of taxes and insurance premiums are figured on the
basis of the amounts that will be due to cover charges for each
mortgaged property,123 the added income from earnings is unnec-
essary to protect the lender's security, except insofar as it may be

116. 281 Or. at -, 577 P.2d at 488-89.
117. Id. at -, 577 P.2d at 489. But see Tucker v. Pulaski Fed. Say. & Loan Ass'n,

252 Ark. 849, -, 481 S.W.2d 725, 731 (1972) (escrow account results in service to bor-
rower).

118. 281 Or. at -, 577 P.2d at 488. Cf. Jamaica Say. Bank v. Lefkowitz, 390 F.
Supp. 1357, 1363 (E.D.N.Y. 1975), aI'd mem., 423 U.S. 802 (1975) (beneficial interest
in funds in escrow accounts does not pass to the lender as property for purposes of
a bank's claim of a "taking" without due process under statute requiring payment of
interest).

119. Mortgage Escrow Accounts, supra note 15, at 84647. See Jamaica Say.
Bank v. Lefkowitz, 390 F. Supp. 1357, 1360 (E.D.N.Y. 1975), affid mem., 423 U.S. 802
(1975).

120. See 4 AMERICAN LAW OF PROPERTY § 16.1061, at 242 (A. J. Casner ed. (1952);
G. OSBORNE, HANDBOOK ON THE LAW OF MORTGAGES § 221, at 425-27 (2d ed. 1970).

121. See G. OSBORNE, supra note 120, § 173 at 301.
122. Mortgage Escrow Accounts, supra note 15, at 846.
123. "Under the escrow account system, the bank or other mortgagee will either

use past tax assessments and cost of insurance, as a basis for-determining monthly
payments or will estimate future payments, and charge the borrower one-twelfth of
that amount each month." Id. at 850. See also 12 C.F.R § 545.6-11(b) (1978).
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argued that the costs of administration exceed the amounts col-
lected.

In addition, the Derenco court refused to accept the defend-
ant's theory that profits on escrow accounts serve the purpose of
payment of the lender for a service provided.124 A finding that the
lender "earned" the income on reserve accounts by providing a
service of equal value to borrowers, as argued by the defendant,
would mean that any enrichment was not unjust. Borrowers do
benefit when their taxes are paid because the duty to pay taxes
rests on the mortgagor.125 Whether borrowers benefit from having
their payments collected on a monthly basis in advance to the ex-
tent of characterizing earnings on the funds as a "fee for service" is
doubtful, however, since borrowers ordinarily do not request the
service and may prefer to make their payments directly.126

Lenders contend that requiring prepayments is a service be-
cause most borrowers would not save the lump sum due each tax
period.127 This contention can only rest on an assumption that
home owners either cannot or will not manage their money effi-
ciently. Lenders also argue that escrow accounts keep property
taxes from rising: if lenders did not collect taxes, the tax collectors
would have additional expenses which would cause higher prop-
erty taxes for the public.128 On the other hand, borrowers lose eco-
nomically because they are deprived of interest they could make
on the prepayments before charges become due, 29 and since pay-
ment of charges is indirect, homeowners are thereby a step re-
moved from the taxing authority and insurance agent. 30

124. 281 Or. at -, 577 P.2d at 489.
125. See G. OSBORNE, supra note 120, § 173 at 298.
126. "Such homeowners insist that they are mature enough to handle their own

financial affairs. They argue against the picture of 'Christmas Club' mentality that,
they assert, is promoted by the mortgage lending industry." Hines & Baughman,
Should Lenders Pay Interest on Mortgage Escrows?, 8 REAL EST. REV. 79, 80 (1978).

127. SENATE COMM. ON BANKING AFFAIRS AND URBAN AFFAIRS, FEDERAL NA-
TIONAL MORTGAGE ASSOCIATION PUBLIC MEETING ON CONVENTIONAL MORTGAGE

FORMS, S. Doc. No. 92-21, 92d Cong., 1st Sess. 89 (1971).
128. The Attack, supra note 12, at 366.
129. The loss of interest to the public annually has been estimated from be-

tween $100 million, Wall St. J., Oct. 26, 1971, at 40, and $235 million, GENERAL Ac-
COUNTING OFFICE, STUDY OF THE FEAsiBrrY OF EscRow ACCOUNTS ON RESIDENTIAL
MORTGAGES BECOMING INTEREST BEARING 7 (1973), cited in Note, 41 Mo. L. REV. 133,
133 n.3 (1976). It has also been estimated by the House Banking and Currency
Committee Staff that the individual home mortgagor loses $800 in interest over a 30
year mortgage. Recent Trends, supra note 18, at 624 (citing St. Louis Post-Dispatch,
Sept. 22, 1972, at 20). The figures vary with interest rates and property taxes. See
text at note 97 supra.

130. The escrow practice may cause home mortgagors to look upon lenders as
the taxing authority. "The School Districts and Municipalities may levy the tax
rate, but, believe me gentlemen, our local savings and loan office is the one that gets
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In addition, the conclusion of the court that earnings are not a
fee for service on required prepayments is especially reasonable in
view of the fact that other bank services such as checking accounts
and automatic withdrawals are voluntary whereas the home mort-
gagor usually has no choice but to make monthly prepayments. 13 1

The argument applies with particular force when a borrower does
not feel that he benefits by making prepayments. Since the secur-
ity purpose for which the accounts were maintained did not re-
quire that the lender have a right to use the funds, and the
earnings could not be successfully characterized as a fee for serv-
ice, the Derenco court then looked to the mortgage agreement to
see if the lender had a contractual right to earnings.

Mortgage Agreements as Contracts of Adhesion

The court reviewed the contracts to determine the parties' ob-
ligations under three types of loan agreements. The pre-1972 mort-
gage contract provided that payments were to be credited to
reserve accounts and the lender was authorized to pay out as tax
and insurance charges became due.132 Since no reference was
made to interest or earnings, the contract was ambiguous on this
point. The court characterized the omission as a failure of the
lender to contract for a right to use the funds for its own benefit
rather than as a failure of the borrower to bind the lender to a con-
tractual obligation to pay interest or earnings.133 This judicial con-
struction was based on the rule that ambiguous contracts are to be

most of the blame for these tax increases. . . ." SENATE COMM. ON BANKING, HoUs-
ING AND URBAN AFFAIRS, FEDERAL NATIONAL MORTGAGE ASSOCIATION, PUBLIC MEET-
ING ON CONVENTIONAL MORTGAGE FORMS, S. Doc. No. 92-21, 92d Cong., 1st Sess. 221
(1971). Political scientists may speculate on what effect this phenomenon has on
the responsiveness of government to the electorate.

The consumer viewpoint of the right of lenders to escrow prepayments was
clearly illustrated by Mr. Ralph Nadar before the same committee:

The consumer has the occupancy, the risks involved in ownership, and the
tax burden. It is his home. He has entered into a transaction with the
lender, but to borrow and repay an amount of money, not to make the
lender his guardian or a member of his family who can come to dinner
every Sunday. He has also put up his house as security for the loan, but
that entitles the lender to only two rights: (1) A right to take the house if
the consumer fails to make the agreed-upon payments; and (2) A right that
the consumer maintain the value of his home above the outstanding bal-
ance of the mortgage. Any powers given to the lender in excess of those
needed to maintain these two rights are not necessary ......

Id. at 102.
131. 281 Or. at -, 577 P.2d at 490.
132. Id. at -, 577 P.2d at 481.
133. Id. at-, 577 P.2d at 489. Contra, Cale v. American Nat'l Bank, 37 Ohio Misc.

56, -, 66 Ohio Op. 2d 122, 124 (C.P. Cuyahoga Cty. 1973); Brooks v. Valley Nat'l
Bank, 133 Ariz. 169, -, 548 P.2d 1166, 1171 (1976).
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construed against the drafter and the conclusion that the loan
agreement was a contract of adhesion.134

Whether a court construes the omission of a provision for in-
terest or earnings against the lender or against the borrower may
largely depend upon whether there is a judicial recognition of the
difference in bargaining power between the parties. 135 The failure
of a court to recognize or consider the issue of bargaining power
has the effect of leaving the problem of equalizing bargaining
power to the legislature.

Some courts have construed the omission of a provision for in-
terest or earnings as an agreement that it will not be paid, i.e., as
an implied-in-fact contract term. One case frequently cited for this
interpretation is Brooks v. Valley National Bank.136 Brooks relied
on Manchester Gardens, Inc. v. Great West Life Assurance Co. 137

but failed to distinguish the difference in the bargaining position of
the parties in the two cases. In Brooks the contract was a form
mortgage agreement drawn by the lender without negotiation with
the borrower who was an individual home mortgagor. The stan-
dard form of the contract was not discussed, and the court dis-
missed the claim of adhesion by noting that the contract was as
"detailed" as the one in Manchester Gardens.138 However, the
court in Manchester Gardens, referring to escrow accounts created
by the mortgage contracts under consideration, found that they
"were established under the terms of a detailed financial contract,
entered into as a result of arms-length negotiation.' 39 The
Manchester Gardens court limited construction of the omission of
a provision for interest as an implied contract term to the facts of
the case before it and stated that "[i] n other situations there may
perhaps be room for recovery of interest on some nonconsensual

134. 281 Or. at -, 577 P.2d at 489. In a contract of adhesion, "[o] ne party 'ad-
heres' to the terms prescribed by the other. The adhering party consents but he
lacks bargaining power to affect the terms to which he consents." Meyer, Contracts
of Adhesion and the Doctrine of Fundamental Breach, 50 VA. L. REv. 1178, 1179
(1964).

135. Compare Jamaica Say. Bank v. Lefkowitz, 390 F. Supp. 1357, 1360-63
(E.D.N.Y. 1975), cffd mern., 423 U.S. 802 (1975) (recognition of contract of adhesion
and construction of omission of provision for interest in favor of borrower) with
Brooks v. Valley Nat'l Bank, 133 Ariz. 169, -, 548 P.2d 1166, 1171 (1976) (no recogni-
tion of contract of adhesion and construction of omission of provision for interest as
agreement it will not be paid). But cf. Carpenter v. Suffolk Franklin Say. Bank, -
Mass. -, -, 346 N.E.2d 892, 900 (1976) (noting existence of contract of adhesion but
refusing to interpret contract favorably to borrower).

136. 133 Ariz. 169, 548 P.2d 1166 (1976).
137. 205 F.2d 872 (D.C. Cir. 1953), cited in Brooks v. Valley Nat'l Bank, 133 Ariz.

169, -, 548 P.2d 1166, 1171 (1976).
138. Brooks v. Valley Nat'l Bank, 133 Ariz. 169, -, 548 P.2d 1166, 1171 (1976).
139. 205 F.2d at 876 (emphasis added)..
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basis, such as unjust enrichment of the person holding the
funds."14o

In La Throp v. Bell Federal Savings & Loan Association'4 l the
court refused to construe the loan contract as one of adhesion. The
borrower contended that the funds were held in trust by the lender
but failed to show an expressed intent to create a trust. The court
declined to imply the necessary intent, holding that to do so would
impose an unwritten contract term which was the proper function
of the legislature.142 The La Throp court relied on Surrey
Strathmore Corp. v. Dollar Savings Bank143 and Carpenter v. Suf-
folk Franklin Savings Bank.1' However, in Surrey Strathmore
the court's refusal to find a contract of adhesion was based on the
fact that "[t] he officers of this corporate mortgagor were clearly
experienced in real estate financing.' 145 The court stated that the
contention that the mortgage contract was adhesive might had
been supportable had the statuses of the parties been differ-
ence. 14 The borrower in La Throp was not the experienced corpo-
rate mortgagor present in Surrey Strathmore.

In Carpenter the court acknowledged that the loan contracts
were adhesive but refused to declare a constructive trust on the
grounds that there was no finding of fraud or a fiduciary relation,
that the contract was not unconscionable, and that customers who
sign standardized contracts know they are agreeing to terms
neither read nor understood.147

In contrast, the court in Jamaica Savings Bank v. LefRowitz'48
recognized the inequality of bargaining power inherent when the
lender drafted nearly identical contracts and offered them to bor-
rowers on a "take it or leave it" basis.149 The plaintiff bank argued
that application of a state statute which required the payment of
interest on escrowed funds to contracts entered into before the ef-

140. Id.
141. 68 Il. 2d 375, 370 N.E.2d 188 (1977).
142. Id. at -, 370 N.E. 2d at 195.
143. 36 N.Y.2d 173, 325 N.E.2d 527, 366 N.Y.S.2d 107 (1975), cited in La Throp v.

Bell Fed. Sav. & Loan Ass'n, 68 Ill. 2d 375, -, 370 N.E.2d 188, 195 (1977).
144. - Mass. -, 346 N.E.2d 892 (1976), cited in La Throp v. Bell Fed. Say. & Loan

Ass'n, 68 IM. 2d 375, -, 370 N.E.2d 188, 195 (1977).
145. 36 N.Y.2d at 178, 325 N.E.2d at 530, 366 N.Y.S.2d at 111.
146. Id.
147. - Mass. at -, 346 N.E.2d at 900. Carpenter relied on Lechmere Tire & Sales

Co. v. Burwick, 360 Mass. 718, 277 N.E.2d 503 (1972) for the proposition that a con-
tract must be unconscionable before the court will intervene. Carpenter v. Suffolk
Franklin Say. Bank, - Mass. -, -, 346 N.E.2d 892, 900 (1976). However, the court in
Lechmere was refusing to set aside an explicit contract provision whereas the court
in Carpenter was refusing to construe an ambiguous contract against the drafter.

148. 390 F. Supp. 1357 (E.D.N.Y. 1975), affd mem., 423 U.S. 802 (1975).
149. Id. at 1362.

1978]



CREIGHTON LAW REVIEW

fective date of the law impaired those contracts since the omission
of a provision for interest was an alleged implied-in-fact contract
term.15 0 The implication was based on the knowledge of the mort-
gagor's attorney that interest would not be paid. 151 In construing
the omission, however, the court stated: "The absence of a provi-
sion in a series of contracts providing that no interest will be paid
on escrow accounts cannot raise the implication that non-payment
of interest became a term of the contracts."'152

Although there is general recognition of the fact that loan
agreements are standard form contracts drafted by the lender, the
terms of which the borrower may not negotiate, 5 3 the real issue is
how far the courts are willing to allow this fact to affect the sanctity
of the contract in question. When such a contract offends public
policy and the legislature reponds too slowly to the problem, the
courts sometimes step in to equalize bargaining power through the
process of judicial construction.lM4 Thus, in the Derenco decision
the nature of the contract as one of adhesion was used to
strengthen the rule of construing contracts against the drafter. 55

The result seems equitable as applied to the omission of a provi-
sion for interest or earnings, especially if one accepts the court's
conclusion that borrowers did not know the lender intended to use

150. Id. at 1360-61.
151. Id. at 1360.
152. Id. at 1361. The court in Jamaica upheld the constitutionality of a New

York statute requiring lending institutions to pay interest on escrow accounts as a
valid exercise of the police powers of the state. Id. at 1261-62. See also Federal Nat'l
Mortgage Ass'n v. Lefkowitz, 390 F. Supp. 1364 (S.D.N.Y. 1975) (holding that federal
lending institutions are not exempt from state regulation concerning payment of
interest on escrow accounts).

153. See, e.g., Heath v. First Nat'l Bank, 213 So. 2d 883 (Fla. App. 1968); Goebel v.
First Fed. Say. & Loan Ass'n, 83 Wis. 2d 668, 266 N.W.2d 352 (1978).

"The primary factors which prevent consumers from altering terms of an adhe-
sion contract are that the business he [sic] is negotiating with has a monopoly on
the desired product or that all the competitors employ the same contract. The lat-
ter is the case with the lending institutions." The Attack supra note 12, at 361.

154. See generally Kessler, Contracts of Adhesion-Some Thoughts about Free-
dom of Contract, 43 CoLUm. L REV. 629 (1943); Meyer, Contracts of Adhesion and
the Doctrine of Fundamental Breach, 50 VA. L. REV. 1178 (1964). Professor Meyer
criticizes this approach as being unsatisfactory because "techniques of interpreta-
tion and construction simply educate the draftsman to prepare a more perfect
clause, and 'public interest,' public policy,' 'bargaining power,' and 'unconscionabil-
ity' are uncertain and frequently illusive guides for confining the adhesion drafts-
man." Id. at 1188.

155. This rule of construction is stated in RESTATEMENT (SEcoND) OF
CoNTRAcTs § 232 (Tent. Draft No. 1-7, 1973). The same approach was taken in Goe-
bel v. First Fed. Say. & Loan Ass'n, 83 Wis. 2d 668, 266 N.W.2d 352 (1978), where the
court construed the omission of a provision to increase the interest rate on a loan to
absorb interest increases against the lender-drafter because the mortgage was a
standard form contract and there was disparity of bargaining power between the
parties. Id. at -, 266 N.W.2d at 356.
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the funds for his own benefit. Moreover, even when a home mort-
gagor knows the lender is profiting on funds in escrow accounts, if
the borrower cannot change this term of his contract, an argument
can be made that the result is so inequitable as to warrant recov-
ery to the borrower on the grounds of unconscionability. 156

However, the applicability of the concept of adhesion contracts
to Derenco, Inc. is questionable because the court failed to discuss
the status of the named plaintiff as a corporate mortgagor. The ad-
hesion argument is appropriate as it related to individual home
mortgagors represented by Derenco, Inc., but corporate mortga-
gors are generally found by the court to be more nearly equal in
bargaining position.157 A dissenting opinion in Surrey Strathmore
contended that although a sophisticated borrower would be fore-
closed from making a claim of contract of adhesion, the rule of con-
struction against the drafter should still be applied. 5 8 The court in
Derenco did not discuss the effect of the named plaintiff's status as
a corporation. However, if the view of the dissent in Surrey
Strathmore is accepted, the analysis of disparity of bargaining
power would not be necessary to construe a contract against the
drafter 5 9 or to obtain the result in the instant case.

After holding that the lender had no contractual right to use
funds held in reserve accounts, the court next inquired as to
whether there was a custom or usage in the banking industry so as
to charge the borrowers with constructive knowledge that the de-
fendant intended to commingle and invest the funds for the
lender's benefit.

The Relevance of Banking Custom and Borrowers' Knowledge

The court found there was "no evidence in this case of a uni-

156. See The Attack, supra note 12, at 362.
157. See, e.g., Manchester Gardens, Inc. v. Great W. Life Assur. Co., 205 F.2d 872

(D.C. Cir. 1953); Surrey Strathmore Corp. v. Dollar Say. Bank, 36 N.Y.2d 173, 325
N.E.2d 527, 366 N.Y.S.2d 107 (1975).

158. 36 N.Y.2d at 179, 325 N.E.2d at 531, 366 N.Y.S.2d at 112 (Wachtler, J., dissent-
ing).

159. 'he rule of construction against the drafter is often invoked in cases of
standardized contracts and in cases where the drafting party has the stronger bar-
gaining position, but it is not limited to such cases." RESTATEMENT (SECOND) OF
CONTRACTS § 232, comment a (Tent. Draft No. 1-7, 1973) (emphasis added).

One possible reason the Oregon Supreme Court may not have considered the
status of the named plaintiff as a corporation in Derenco is that the court in a sense
may have allowed Derenco, Inc. to step into the shoes of individual mortgagors
thereby treating the issues with regard to individual consumers in the first in-
stance.

The Wall Street Journal reported that the suit was brought by Mr. and Mrs.
Dean Alexander of Portland, Oregon. Wall St. J., March 24, 1978, at 6. This indicates
that at least some of the representative plaintiffs were individual homeowners.
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form custom among lenders as to how, and for whose benefit, any
earnings on funds representing prepayments are handled. '160

This was based on a showing that some lenders capitalize accounts
for the benefit of borrowers. 161 However, other courts have
reached a contrary conclusion on this point.

In Brooks v. Valley National Bank162 the court acknowledged
the important role of usage or customer,163 and a concurring opin-
ion relied on the citation of ten cases in which borrowers had been
denied recovery of interest to show existence of the custom of not
paying interest or earnings. 164 La Throp v. Bell Federal Savings &
Loan Association165 also relied on this position to defeat borrow-
ers' contention that they had intended to create an express
trust. 66 However, these cases did not consider the bargaining sta-
tuses of the contracting parties or whether the borrowers were
aware that earnings were made on escrowed funds.

When a banking custom is firmly established, some courts
hold that the parties contract with reference to it, and it becomes a
term of their contract.167 However, the binding effect of trade us-
age in general contract analysis only results where there is a show-
ing that the party to be bound either knows or has reason to know
of the usage. 168

The Derenco court not only denied the existence of a custom
but also went further than Brooks and LaThrop by inquiring
whether there was general knowledge of lenders' use of funds in
escrow accounts. The court reasoned that borrowers would look
upon moneys for payment of taxes and insurance premiums given
to a mortgagee as security for a loan and held in reserve accounts
differently from checking and savings accounts. 169 Savings ac-
counts earn interest, indicating that the bank is investing the
funds, and depositors expect funds in checking accounts to be

160. 281 Or. at -, 577 P.2d at 490.
161. Id.
162. 113 Ariz. 169, 548 P.2d 1166 (1976).
163. Id. at -, 548 P.2d at 1171.
164. Id. at -, 548 P.2d at 1172 (Struckmeyer, V.C.J., concurring).
165. 68 IlM. 2d 375, 370 N.E.2d 188 (1977).
166. Id. at -, 370 N.E.2d at 195.
167. Id. For the effect courts give banking custom, see 5 A. ScOrr, supra note 25,

§ 524 at 3669.
168. RESTATEMENT (SECOND) OF CONTRACTS §§ 247-48 (Tent. Draft No. 1-7, 1973).

See J. MURRAY, MURRAY ON CONTRACTS § 123, at 255 (2d rev. ed. 1974). Cf. Federal
Reserve Bank v. Malloy, 264 U.S. 160 (1924) (practice of banks to send checks for
collection to drawee banks, with the expectation that they will be cancelled and
charged to the makers and remittance returned either in currency or by drawee's
exchange drafts, lacked the certainty and uniformity essential to make it a custom
binding the owner of a check who did not know of it).

169. 281 Or. at -, 577 P.2d at 490.
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used in return for the service provided. Since borrowers would
view the escrow accounts differently, they were not presumed to
know that the lender was making beneficial use of the funds.170

From evidence that the lender received only three or four oral in-
quiries a year and two or three written inquiries every five years as
to whether or not interest was paid on escrow accounts, the court
inferred that borrowers did not know that the lender profited on
escrow accounts. 171

As the Oregon Supreme Court approached the issue, there-
fore, even if the fact that 83.6% of the lenders escrow rather than
capitalize prepayments 172 is assumed to establish the existence of
a custom, it would have been difficult for the lender in Derenco to
prove general knowledge among home mortgagors that mortgagees
profit from reserve accounts. During the period from 1968-1972
when the borrowers in Derenco had signed their mortgage con-
tracts, much litigation and legislative activity was initiated which
heightened public awareness of the issue.173 Borrowers were
aware that lenders did not pay interest or earnings on the accounts
because they received none, but the injustice arose from borrow-
ers' lack of knowledge of the lender's profits.

By denying the defendant the presumption of knowledge of
banking custom on the part of borrowers, the court was equalizing
the relative bargaining position of the parties. As to the individual
plaintiffs in the class of home mortgagors, the consumer approach
is appropriate, but as to the named corporate plaintiff the result
may be inconsistent with the approach taken by the Oregon
Supreme Court in Bernard v. First National Bank.174

In Bernard the plaintiffs had contracted with the defendant
lender for commercial loans, although many of the loans were not
for commercial purposes. 75 The issue was whether or not the

170. 5 A. ScoTr, supra note 25, § 530 at 3685 and RESTATEMENT (SECOND) OF
TRUSTS §12, comment I at 42 (1959) presume that when a borrower deposits money
in a bank, he knows it will be used by the bank, and the burden of proof is on the
plaintiff borrower to rebut the presumption.

171. 281 Or. at -, 577 P.2d at 488, 490-91.
172. A survey published in 1973 showed that 83.6% of savings and loan associa-

tions used the escrow method. UNITED STATES SAVINGS AND LoAN LEAGUE, FACTORS
GOVERNING THE ECONOMICS OF ESCROW ACCOUNTS (Jan. 1973), cited in Improper

Use, supra note 13, at 115.
173. One of the first major cases which arose in this period was Sears v. First

Fed. Say. & Loan Ass'n, 1 IM. App. 3d 621,.275 N.E.2d 300 (1971). The first statutes
requiring the payment of interest were passed in 1973. Lender Accountability,
supra note 35, at 517.

174. 275 Or. 145, 550 P.2d 1203 (1976).
175. Id. at -, 550 P.2d at 1213.
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plaintiff class had knowledge of a particular banking custom. 176

The comptroller of one of the plaintiff companies was shown to be
familiar with the particular custom, and although the comptroller
was not involved with the loan, his knowledge was imputed to the
company.177 Furthermore, a legitimate question was raised as to
whether the company itself should have been put on notice to in-
quire as to the custom in question. 178

The major distinction between Bernard and Derenco is the
type of loan involved, a commercial loan as opposed to a consumer
loan, which may justify a difference in the approach of the court on
the issue of knowledge applied to each class of plaintiffs as a
whole. However, the inconsistency arises because both cases in-
volved corporate named plaintiffs, and in Bernard the court
treated the plaintiff as a corporation charging it with the
knowledge of its officials and suggesting it may have been on in-
quiry notice of banking customs, whereas in Derenco the status of
the representative plaintiff as a corporation was not mentioned.

In summary, the findings of the court in Derenco were: (1) the
passing of beneficial interest in funds in reserve accounts was un-
necessary for the security purpose of the lender; (2) the lender did
not contract for the beneficial use of the funds; (3) the contract was
one of adhesion; and (4) the borrowers did not know, nor were
they told about, the lender's use of the funds. Therefore, the impli-
cation is that the enrichment was "unjust" because the lender was
in a superior bargaining position and failed to disclose its intent to
profit from the transaction. Although this may appeal to one's
sense of equity with regard to the individual home mortgagors,
with respect to the corporate mortgagor, it is at least questionable
whether the enrichment was unjust if knowledge and bargaining
position are the criteria.

LIMITATIONS OF FURTHER APPLICATIONS OF DERENCO

Derenco does not stand for the proposition that mortgagees
who escrow tax and insurance payments are hereafter required to
pay interest. Neither is it judicial breakthrough that consumer ad-
vocates seek nor the imposition of a continuing obligation which
lenders fear.

The FHLBB governing regulations now limit the obligation of

176. The issue of plaintiffs' knowledge of banking custom was raised in the con-
text of whether or not the suit was maintainable as a class action. Id. at -, 550 P.2d
at 1214.

177. Id. at - 550 P.2d at 1213.
178. Id. at -, 550 P.2d at 1214.
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federally-chartered savings and loan associations to pay interest
by dealing drectly with the issue, and there is no longer a gap
within which state common law principles can operate with regard
to federal associations. 179 The Derenco court stated that although
the regulation refers to interest, that term is interpreted to encom-
pass the obligation to pay earnings in general.180 Similarly, state
statutes dealing directly with interest on escrow accounts may ab-
rogate any common law duties found applicable to the lender. A
state statute allowing the lender to commingle and invest funds,
even if it made no reference to earnings, could be interpreted as
giving the lender the statutory right which the lender in Derenco
failed to provide for by contract.

A lender may easily draft around the result in Derenco by in-
cluding a provision in the loan contract allowing the funds to be
invested and by stating that the accounts will be noninterest-bear-
ing to the borrower.181 Moreover, familiarity with the issue of in-
terest on escrowed taxes and insurance premiums has become
increasingly widespread, 182 and it would now be easier to show

179. Derenco held that 12 C.F.R. § 545.6-11(c)(1978) terminated all common law
obligations to pay interest as of June 16, 1975, the effective date of the FHLBB
amendment. 281 Or. at -, 577 P.2d at 495. However, the court did not find that the
amendment was retroactively applicable or that there was federal preemption af-
fecting claims accruing prior to the amendment. See notes 66-71 and accompanying
text supra. These contentions may be more successful in other jursidictions. Fur-
thermore, the claims of preemption in Derenco itself were pending before the
United States Supreme Court at the time this article was written, Benjamin Frank-
lin Say. & Loan Ass'n v. Derenco, Inc., No. 77-1694. The questions presented on certi-
orari were as follows:

(1) Have federal law and regulation preempted any duty federally-
chartered savings and loan asssociation may have [sic], under local com-
mon law, to account for profits earned on tax and insurance reserve ac-
counts authorized and regulated by Federal Home Loan Bank Board? (2)
Do "business usages and ethics" of local common law apply to authorized
a~id regulated lending practices of federal associations? (3) Is borrower's
claim, if not wholly barred by federal law and regulation, controlled by fed-
eral common law, which does not recognize duty to account for such profits
in absence of express contract?

47 U.S.LW. 3024 (1978). Even if the Supreme Court grants certiorari and reverses
the decision, the substantive claim of unjust enrichment may still be applicable to
state-chartered savings and loan associations.

180. 281 Or. at -, 577 P.2d at 495-96.
181. Id. at -, 577 P.2d at 493 (trial court's order permitting recovery by borrow-

ers who signed the mortgage form including noninterest-bearing language set
aside). See, e.g., Marsh v. Home Fed. Say. & Loan Ass'n, 66 Cal. App. 3d 674, 136 Cal.
Rptr. 180 (1977) (no recovery when mortgage contract established trust relationship
but also contained provision that there would be no interest paid); Yudkin v. Avery
Fed. Say. & Loan Ass'n, 507 S.W.2d 689 (Ky. 1974) (no implied contract for payment
of interest on deposits in escrow accounts where mortgage contained clause bind-
ing borrower to resolutions of mortgagee association and association had resolution
that no "dividends" would be paid on escrow accounts).

182. See Recent Trends, supra note 18, at 618.
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general public knowledge of the practice, at least sufficient to de-
feat a class action suit.

The class action barrier in a suit for unjust enrichment is very
difficult to overcome because of the necessity of showing that all
borrowers not only share the same lack of knowledge of banking
custom but also share the same bargaining position with respect to
the lender.1 83 A class action suit against a mutual association is
likewise susceptible to the charge of conflict of interest among
plaintiffs when mortgagors are also savings depositors. 84

Another limitation which may affect actions such as the in-
stant suit was suggested by the defendant's claim of laches. While
laches may defeat equitable relief where there is an unreasonable
delay in the pursuit of rights resulting in prejudice to the defend-
ant, 85 the court in Derenco rejected the defense because of the
borrowers' lack of knowledge and absence of injury to the
lender.1

86

A further stumbling block to other suits in the nature of the
Derenco decision is the amount of precedent denying borrowers
the right to recover interest on escrow accounts and the refusal of
other courts to construe mortgage agreements in favor of borrow-
ers.187

183. See note 115 supra.
184. See note 111 and accompanying text supra. Class actions present complex

procedural problems in the context of suits by home mortgagors to recover interest
on escrow accounts. The Attack, supra note 12, at 353. See generally Bernard v.
First Nat'l Bank, 275 Or. 145, -, 550 P.2d 1203, 1212 r.5 (1976).

185. See G. DoumwArrE, supra note 84, at 379.
186. 281 Or. at -, 577 P.2d at 496-97. The defendant's defense of waiver on the

part of the plaintiffs was subject to this same deficiency. Id.
It should be noted that there may be no need to show prejudice where an action

at law would be barred by limitations. G. DouTHwArra, supra note 84, at 379. How-
ever, among the problems involved with this defense are the questions of which
statute of limitations applies and when the statute begins to run:

For the purposes of the statute of limitations, time begins to run from the
date of the accrual of the cause of action. When restitution is sought, the
enriching transaction may have been at one time, the receipt of the benefit
of another, and the discovery by the claimant of the facts yet another.
When the action is based on quasi-contract, the favored view is that time
begins to run from the date of the receipt of the benefit. But in equity time
does not begin to run for the purposes of the defense of laches until discov-
ery of the breach of trust or fraud. And when the existence of a cause of
action is fraudulently concealed by a defendant, the same doctrine is gen-
erally applicable to statutes of limitation.

Id. at 382-83. Where the court holds that the applicable statute begins to run when
the plaintiff acquires knowledge of defendant's gain, one may argue that separate
adjudication of multiple claims is required to determine which ones are barred by
time.

187. See text at notes 135-158 supra.
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CONCLUSION

Despite the initial reaction the result in Derenco may engen-
der, the decision does not foretell a wholesale reversal in the law
with respect to the obligation of a mortgagee to pay interest on pre-
payments of taxes and insurance premiums. From the consumer
viewpoint, at worst, it is yet another case in a long line of decisions
upholding the right of lenders to require prepayments and to profit
from them. At best, it is a warning to lenders that although they
may profit and be free of interest obligations, they are under a duty
to disclose that they profit from the transaction, or suffer the con-
sequences of a claim for unjust enrichment for failure to disclose.

Although the decision was couched in terms of adhesion con-
tracts and inequality of bargaining power, the result did not equal-
ize bargaining power in that borrowers will still have no choice
when a noninterest-bearing escrow account is offered along with
their home mortgage on a take it of leave it basis. Perhaps this is a
problem properly left to the legislatures. Nevertheless, requiring
disclosure that the lender will invest prepayments of taxes and in-
surance premiums for his own benefit may increase awareness of
the practice and, in the long run, result in increased bargaining lev-
erage for borrowers through public pressure.

To those who suggest the amount of interest lost by home
mortgagors is too small to warrant judicial or legislative concern,
the following story told by a local lender is offered:

Many times people will come in to our offices and deposit ten
dollars in a savings account. They also deposit ten dollars in
an account with our competitor down the street. Their pur-
pose is to determine firsthand who pays the highest interest
rate because they don't understand our methods of computing
interest.

So long as home mortgagors care in a similar fashion about the
small amount of interest they lose on escrowed taxes and insur-
ance premiums, it is reasonable for a court to apply flexible equita-
ble principles of unjust enrichment and demand, at a minimum,
that a borrower be aware of a banking custom before he is bound
by it in a standard form contract.

Jackie S. Mason-'80
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