IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 92-1925

FEDERAL DEPOSI T | NSURANCE
CORPORATI ON as receiver for
Li berty Federal Savings and
Loan Associ ati on,

Pl ai ntiff-Appellee,
vVer sus

JACK WAGGONER
Def endant - Appel | ant.

Appeal fromthe United States District Court
for the Northern District of Texas

August 23, 1993

Bef ore GOLDBERG, H Gd NBOTHAM and EM LIOM GARZA, Circuit Judges.
H G3 NBOTHAM Circuit Judge:

The FDIC sued Jack Waggoner on a prom ssory note. The
district court granted the FD C sunmmary judgnent and WAaggoner
appeal s. Because three notes were tied together by their terns and

in the note case when the FDIC arrived, the principle of D Gench

Duhne does not bar consideration of all three in determ ning

whet her personal liability was created. W find that under Texas
| aw t he extension and renewal of a note without personal liability
does not create personal liability unless the parties intended a

novation. There is no evidence that a novation was intended, and
readi ng the instrunents together, we conclude that Waggoner is not

personal ly liable.



l.

In 1985, Waggoner executed two notes payable to Liberty
Federal Savings and Loan in the amunts of $255,000.00 and
$305, 000. 00, but the notes disclainmed any personal liability of
Waggoner :

Except as provided in this paragraph, there shall be no
personal liability on Mker, his personal representatives
heirs or assigns hereunder, or under any other instrunent
evidenced by this Note, or executed in connection herewth,
and Payee and any subsequent hol der hereof will | ook solely to
the collateral described in the Security Agreenent and wl|
not seek any noney judgnent against Maker, his personal
representatives, heirs or assigns, in the event of default in
t he paynent of indebtedness evidenced hereby or in the event
of any default hereunder or under any instrunment evi dencing or
securing paynent of this Note.

In the event of default, Waggoner risked only the collateral he
pl edged. The <collateral was outlined in separate security
agreenents and consisted of Waggoner's interest in two |limted
partnerships. The original notes canme due in 1986 but were not
pai d. Waggoner and Li berty then executed a single prom ssory note
for $588,359.32, evidencing the debt of the two unpaid notes

including as a part of its principal, unpaid interest from the
original notes. In banking parlance, the two notes were "rolled
over and consolidated." The consolidated note recited that it was
a renewal and extension of the original notes, but did not repeat
the | anguage restricting the liability of Waggoner contained in the
ori gi nal notes.

Sonetine in late 1986 or early 1987, the FSLIC was appoi nted
recei ver for Liberty, and on July 26th, 1987, a security agreenent

was execut ed bet ween Waggoner, Liberty and the FSLIC. In 1989, as



required by Congress, the FDIC took over as receiver of Liberty.?
In 1990, the FDI C sued on the consolidated note seeking to recover
from Waggoner individually. The FDIC had all three notes in its
possession at the tinme it brought suit. Inits notion for sunmary

judgnent, the FDI C argued that under D QGench, Duhne & Co. v. FDI C,

315 U. S. 447 (1942),2 Waggoner cannot point to the original notes
as evidence of his contention that he had no personal liability or
that, in any event, under Texas contract |law the terns of the
consol i dated note supersede the terns of the original notes.
Waggoner also noved for summary judgnent, denying that

D Cench, Duhne controls, because the FDIC had all the notes inits

possession and the original notes are referenced i n the body of the
consol idated note. Second, Waggoner argued that under Texas | aw
the original notes and consolidated notes nust be read together,
because there are no contradicting terns. So read, Waggoner argues
he had no personal liability. The district court held that

D Cench, Duhne controlled and granted summary judgnent for the

FDIC. W reverse and render judgnent for \Waggoner.

D Cench, Duhne "bars defenses or clains agai nst the FDI C that

are based on unrecorded or secret agreenents that alter the terns

The Financial Institutions Reform Recovery and Enforcenent
Act of 1989 ("FIRREA") transferred FSLIC s functions to FDI C
See Federal Sav. & Loan Ins. Corp. v. Giffin, 965 F.2d 691, 695
(5th Gr. 1991), cert. denied, 112 S. C. 1163 (1992).

2The FDIC also relied on 12 U. S.C. § 1823(e) which is
essentially a codification of D GCench, Duhne. Bowen v. FDIC 915
F.2d 1013, 1015 n.3 (5th G r. 1990).
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of facially unqualified obligations.” EDCv. Hamlton, 939 F.2d

1225, 1228 (5th Gir. 1991) (citing D Cench, Duhme, 315 U.S. at 460,

62 S.Ct. at 680, 86 L.Ed. at 965). The doctrine "attenpts to
ensure that FDI C exam ners can accurately assess the condition of

a bank based on its books.™" Bowen v. FDIC, 915 F.2d 1013, 1016

(5th Cr. 1990). It protects against "schene[s] or agreenent]s]
whi ch would tend to either deceive or mslead the creditors of the
bank or bank exam ners." Hamlton, 939 F.2d at 1228; see also
Bowen, 915 F.2d 1013.

The notes in this case, however, are not unrecorded or secret.
The original notes were both recorded and in the bank's records,
and the consol i dated note sued on here specifically references the
two original notes. In fact, the FD C produced the original notes

during discovery. "The doctrine of D QGench, Duhne has not been

read to nean that there can be no defenses at all to attenpts by

the FDIC to collect on prom ssory notes.”" FEDIC v. lLaguarta, 939

F.2d 1231, 1237 (5th Cr. 1991); see also FDIC v. Md anahan, 795

F.2d 512, 515 (5th Cr. 1986). Rather, "[i]t only bars those

defenses of which FDIC could not have been put on notice by

reviewing records on file with the bank." RTC v. Sharif-Minir-

Davi dson Devel opnent Corp., 992 F. 2d 1398 (5th Cr. 1993); see also

Laguarta, 939 F.2d at 1237. These notes are not the kind of secret
agreenents or side dealings rejected by D Cench, Duhnme. The FDIC s

argunent that D Gench, Duhne prevents consideration of the terns of

the two original notes, is in effect, that D Gench, Duhne is a

parol e evidence rule. This contention takes the doctrine too far.



We conclude that the district court erred in interpreting D Gench

Duhne to bar the use of the original notes fromWggoner's defense.
L1,

Wth no federal bar to consideration of all three notes, the
liability inposed is a question of state law, specifically the
ef fect of the consoli dated note upon WAaggoner's personal liability.
Texas law provides that "[w]lhen one or nore of the instrunents
involved in a transaction are promssory notes, the rule of
i ncorporation by reference applies so that the instrunents will be
read toget her whether or not they expressly refer to one another."”

Meisler v. Republic of Texas Sav. Ass'n, 758 S.W2d 878, 884 (Tex.

App. -- Houston 1988, no wit); see also Estrada v. River QGaks Bank

& Trust Co., 550 S.w2d 719, 726 (Tex. Cv. App.-- Houston 1977,

wit ref'dn.r.e.). The original two notes affirmatively rejected
personal liability. The consolidated note did not. Read together,
Waggoner is not personally liable for the underlying debt. The
question in this case therefore reduces to whether the origina
notes and the consolidated note are part of the sane transaction.
I n other words, the renewal and extension of the original notes can
only result in \Waggoner being personally liable if the parties
i ntended a novation of the debts evidenced by the first two notes.

A novation is "the creation of a new contract in place of the

old one." Crook v. Zorn, 95 F.2d 782, 783 (5th Gr. 1938). The

el emrents of a novation are (1) a previous, valid obligation; (2) an
agreenent of the parties to a new contract; (3) the extingui shnent

of the old contract; and (4) the validity of the new contract.



E.q., Mandell v. Hamman Ol and Refining Co., 822 S.W2d 153, 163

(Tex. App.-- Houston 1991, wit denied). The validity of the first
two notes is not disputed. Nor do the parties question that the
renewal and extension of the prior notes by the consolidated note

created a new and valid contract. See, e.q., Schwab v.

Schl unberger Well Surveying Corp., 198 S.W2d 79, 82 (Tex. 1946);

McNeill v. Sinpson, 39 S.W2d 835, 835-36 (Tex. Commin App. 1931,

j udgnent adopted); Sunmit Bank v. The Creative Cook, 730 S.W2ad

343, 346 (Tex. App.-- San Antonio 1987, no wit); Priest v. First
Mortgage Co., 659 S.W2d 869, 871 (Tex. App.-- San Antonio 1983,

wit ref'd n.r.e.). The creation of a new contract, however, does
not automatically work a novation. There remains the question of
whet her the new contract extinguished the old; that is, whether the
consolidated note extinguished the debt evidenced by the two

original notes.?

5The FDIC relies on the proposition that where renewal notes
are involved, the holder nmay sue based upon either the renewal
note or the original note. See, e.q., Thonpson v. Chrysler First
Business Credit Corp., 840 S.W2d 25 (Tex. App.-- Dallas 1992, no
wit). The holder may sue under either note because both
represent the sane underlying obligation. But as the court in
Thonpson explained, "[t]his rule holds true unless there has been
a proven novation." 1d. at 29. "Qoviously, if there is a proven
novati on, the new note supersedes the old." 1d. n.3. Thus, this
principle sheds no |ight on whether there has been a novation and
is inconsistent with the FDIC s position on that question.
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Under Texas | aw,

[i]t is well settled that the giving of a new note for a debt
evidenced by a fornmer note does not extinguish the old note
unless such is the intention of the parties. Nor is there a
presunption of the extingui shnent of the original paper by the
execution and delivery of a new note. The burden of proving
a novation is on the person asserting it.

Villarreal v. Laredo National Bank, 677 S.W2d 600, 607 (Tex. App.

-- San Antonio 1984, wit ref'd n.r.e.); see also Schwab, 198

S.W2d at 82; Bank of Austin v. Barnett, 549 S.W2d 428, 430 (Tex.

Cv. App.-- Austin 1977, no wit). "In general the renewal nerely
operates as an extension of tine in which to pay the original
i ndebt edness. " Schwab, 198 S.W2d at 82. A novation can be
denonstrated "like any other ultimate fact, [through] inference
from the acts and conduct of the parties and other facts and

ci rcunst ances. " Chastain v. Cooper & Reed, 257 S.W2d 422, 424

(Tex. 1953).

A novation may arise from an inconsistency between the two
contracts. In other words, "substitution of a new agreenent occurs
when a |l ater agreenent is so inconsistent with a fornmer agreenent

that the two cannot subsist together." Scalise v. MCallum 700

S.W2d 682, 684 (Tex. App.-- Dallas 1985, wit ref'd n.r.e.); see

al so Chastain, 257 S.W2d at 424;: Wlleke v. Bailey, 189 S W2d

477, 479 (Tex. 1945). Here, the original notes and the
consolidated note are not inconsistent. Mich of the |anguage in
the consolidated note is taken verbatimfromthe origi nal notes and
the consolidated note states that it is a renewal and extension of
the original notes. Mdreover, the consolidated note involves no
new noney. The FDIC s contention that the consolidated note
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i nvol ves new debt is unavailing. Wile the |later note does state
that $28,359.32 "evidences new indebtedness,” it inmediately
explains that this anbunt is "the sum advanced this date to Maker

by Payee to pay interest due under the terns of the $305, 000.00

Note and the $255,000.00 Note." (enphasis added). As expl ai ned,

the two prior notes were rolled over and consol i dat ed.

In Cherry v. Berg, 508 S.W2d 869 (Tex. C v. App.-- Corpus

Christi 1974, no wit), the second note, |like the consolidated note
here, recited that it was given in renewal and extension of the
unpai d bal ance on the first note. Al t hough the interest rates
differed on the two notes, 6%on the first and 10% on the second,
the court still refused to fund a novation. [|d. at 73. In this
case, the first two notes and the consolidated note provide for a
variable rate of interest, but the notes use identical |anguage to
explain the applicable rate.* The case for a novation is weaker

here than in Cherry. In contrast, the court in Vivionv. Gelling,

837 S.W2d 255 (Tex. App.--Eastland 1992, wit denied), affirnmed a
finding of novation where the second note did not refer to the
first and the two notes "differed in a nunber of naterial aspects.™

Id. at 257. See also Lawer v. lLomas & Nettleton Mortgage

“All three notes provide for interest

at the sane rate of interest per annumon a day-to-day basis
as two percent (2% in excess of the prine rate (being the
interest rate quoted fromtine to tinme for prinme comerci al

| oans not exceedi ng ninety (90) day maturities which is not
necessarily the |l owest rate quoted at any given tinme) quoted
by First Cty National Bank of Houston, Houston, Texas, but
in no event | ess than twelve and one-half percent (12-1/2%
per annum and in no event greater than the maxi num al | owed
by | aw.



| nvestors, 691 S. W2d 593, 594-95 (Tex. 1985) (pointing to
difference in terns between original note and renewal note, suprene
court held that two notes reflected separate obligations).

In Bank of Austin v. Barnett, 549 S. W2d 428 (Tex. G v. App.--

Austin 1977, no wit), the naker of several promssory notes
asserted a novation against the bank, the inverse of this case.
The bank made several loans to a collector of oil paintings. The
first was evidenced by a purchase noney note secured by the four
pai ntings purchased with the proceeds. The second was also a
pur chase noney note secured by a single painting. Athird | oan was
evidenced by a note listing the remainder of the debtor's
paintings as collateral. Thereafter, in a series of confusing
transactions, the notes were renewed and conbi ned several tines.
On at | east one occasion, the list of collateral did not include
all of the paintings used for collateral in the original three
not es. The debtor therefore argued that the bank, through the
renewal s, intended to relinquish sone of the paintings as security.
The court rejected this contention, concluding that the evidence
was insufficient to show an intent "to release the original
i ndebt edness as wel |l as the coll ateral securing such i ndebt edness. "
Id. at 430. Barnett is this case with the shoe on the other foot.
Just as there was no intent to rel ease the bank's original security
in Barnett, there is also no evidence to show an intent to
relinqui sh Waggoner's ori gi nal protection against persona

liability.



The FDIC presented no evidence, aside from the notes
thenselves, to support a finding that the parties intended a
novati on. Waggoner, however, denied any intent to create a
novation in his affidavit submtted in support of his notion for
summary judgnent. He contended that both parties, instead, agreed
not to change the status of his personal liability. He al so
offered Liberty's actions in support this assertion. Despite the
fact that the collateral was i nadequate to cover the | oan, Liberty
made no efforts to collect fromWaggoner individually for over two
years. The parties' actions can be strong evidence of their

contract's neaning. See, e.q., Consolidated Engi neering Co., Inc.

v. Southern Steel Co., 699 S.W2d 188, 193 (Tex. 1985). W need

not rely on these facts, however, because there is no evidence that
the parties intended by the consolidated note to work a novati on- -
and create an obligation that did not earlier exist. The FD C had
the burden on this issue.

Concl udi ng that there was no novati on has the practical effect
of adding terns to the consolidated note that were not recited by
that instrunent. This is a by-product of Texas |law that requires
a nelding of all the witings describing the underlying debt in the
absence of proof that a novation was intended. The consoli dated
note did not recite that the prior debt was extinguished. It did
not stand silent on the point. Rather, it renewed and extended.
That is, there was no novation and we nust neld the three
instrunments. \When we do, WAggoner has no personal liability. 1In

sum the FDIC failed to produce evidence creating a fact issue of
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intention to create a novati on. W therefore reverse and render
judgrment in favor of Waggoner.>®

REVERSED and RENDERED

W need not consi der \Waggoner's alternative argunent that
the FDIC is not the holder of the note.
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