B FORECLOSURE ||

Before You Proceed With Foreclosure,
Know Exactly What The Mortgage Says

Thousands Of Dollars Can Be Lost For The Lack Of A Few Words

t belabors the obvious to suggest
that precisely what a mortgage
says plays such a critical role in
how much a servicer will recoup
upon a foreclosure action, either
through settlement or final conclusion
of the case.
Although ser-
vicers are rarely in- |
volved with mort- | |
gage preparation |
(unless they also | _
originate mort-
gages or if they
have authority to
settle cases through
modifications) verbiage of the docu-
ments is nonetheless critical to ser-
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Joreclosure can
be a_function both
of servicing
expertise and
draftsmanship.
Servicers can only
collect what the
documentis allow.

vicers because they must assure that all
that can be enforced and collected is
enforced and collected.

Consequently, “success” in a fore-
closure can be a function both of ser-
vicing expertise and draftsmanship.

Consider these facts

The truth of this observation is
perhaps best explained by a real life
example in highlighting issues of in-
terest on the debt, interest upon ad-
vances and recompense for late
charges and legal fees.

Assume this scenario, representing
a compendium of not uncommon
events:

The Bash-Um partnership, a group

of “sharp” operators, spends $5 mil-
lion to purchase a shopping center
worth $6 million. They pay only
$500,000 in cash, financing the bal-
ance through a $2 million first mort-
gage from Bank A, a $2 million sec-
ond mortgage from Bank B and a
purchase money third mortgage from
the seller for $500,000.

Bash-Um’s monthly mortgage pay-
ment to both A and B, each self-
amortizing for 10 years at 14% inter-
est, is $31,053.40. Bash-Um, for its
own reasons, fails to remit mortgage
payments to any of the lenders.

The first payment to each lender is
due on Jan. 1. At the end of Febru-
ary, aggressive Bank A, despairing of
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quently pursued.

M Interesi on advance fo satisfy

WHAT COULD HAVE BEEN

This is what lender B could have collected if the morigage
documents had been maove arifully drafted and subse-

.............................. $2,000,000.00
................................. $560,000.00
..................................... $6,210.68
.............................. $2,594,605.34

B Morigage principal ...oooeeeiieierennnn...
W Interest, 2 yvears @14% ...ooooovennn....
B Late chorges, 4 months @5%.........
B Pay off first morigage.......cccccevnon...

first mortgage, 3 Months @14%. ... eeeeeeeeeeeeeeeeeeeeeeeeeesns $9,081.11
B Disbursements in foreclosure .......coouuueeriiiiciiesiiasoiiis o $1,500.00
B INSUTANCE QAYONCE ..o eeeeieeet s e e e s eeesananenrssss $80,000.00
H Interest on insurance advance,

D NBOTS Y AT, ooty bt o e e $22,400.00
BT GAVONCE: - iiiniticnc i s ssnisssnsiieinnmen s 3 100,000.00
B Interest on tax advance,

R e Ty 0 o T e et B TR L sl e $28,000.00
T S e o I o R N LR SR $30.000.00
TOTAL $5,431,797.13

Bash-Um’s good intentions, acceler-
ates the full balance of the principal
and interest due on its mortgage.

Taking a desultory position, and
believing that a more gracious ap-
proach is best, B refrains from accel-
erating until the April installment is
overdue.

(The holder of the third mortgage
has never been a creditor and waits
eight months before finding an attor-
ney who can finally urge him to pro-
ceed. His mortgage will be cut off by
foreclosure of either the first or sec-
ond mortgages and is not relevant to
this example.)

Bruce J. Bergman, a partner in the
law firm of Certilman Balin Adler
& Hyman in East Meadow, N.Y., is
outside counsel to a number of ma-
Jjor lenders and servicers and an
adjunct associate professor of real
estate with New York University’s
Real Estate Institute where he
teaches the mortgage foreclosure
course. He is a member of the
American College of Real Estate
Lawyers and author of the two-vol-
ume treatise, Bergman on New
York Mortgage Foreclosures,
Mathew Bender & Co., Inc. (1990).

Foreclosure begins

Both banks institute foreclosure: A
first, B some three months later.

Bash-Um, transparently claiming
fraud to have been perpetrated by
each bank, interposes an answer, de-
lays both foreclosures for two years
and causes both banks to incur
$30,000 in legal fees. (Costs and dis-
bursements to each bank in their re-
spective foreclosures are $1,500.)

While each bank, of course, re-
quired an insurance policy at their
loan closings, Bash-Um produced on-
ly a binder which, surprisingly, was
accepted. Unfortunately, the binder
was in error and no insurance was
ever placed on the shopping center.
Still further, during the course of the
litigation Bash-Um never paid any re-
al estate taxes.

Bank A’s servicing department was
so inefficient, or so unsophisticated,
it did not worry about the lack of in-
surance (even though the mortgage
could have been extinguished if taxes
remained unpaid). Here, B was more
astute and to protect its position, ad-
vanced $80,000 for insurance and
$100,000 for taxes during the period
of the litigation.

As the foreclosure cases lumbered
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to their respective conclusions, A’s

advantage in starting first meant that ﬂ SIS
its foreclosure would cut off B’s dZZdently
mortgage, unless B paid off A in full. Cfrafted mmtgage
That is just what B had to - and did - g 3.
do, some three months prior to its 1S a critical
own foreclosure sale. e lem e’nt 'I/n
Holes in documents the COll@Ct'I:O'n
‘Assume further that B's mortgage
documents, unfortunately relying on- | AN _foreclosure
ly upon a standard form, made no >
provision for legal fees or late p’)"OC@SS a’nd (2
charges, and was silent on the subject wofy'thy 0 f
of interest upon default as well as in- s
terest upon advances. atltention.
A’s mortgage, meanwhile, wisely
drafted by polished practitioners,
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took all this into account.

Presume finally that Bash-Um was
quite content to collect the substan-
tial rents earned at the shopping
center for the two years the case
was in litigation, all the while mak-
ing no repairs or improvements
whatsoever, supplying no services to
the tenants and, as noted, conve-
niently avoiding the expenses of in-
surance and taxes.

As a result, from the time of pur-
chase until the property was lost in
foreclosure, Bash-Um earned far in
excess of its $500,000 cash invest-
ment in buying the shopping center.

To B’s consternation, two years of
physical neglect, added to the spread-
ing reputation of the shopping center
as a place not to rent or shop, has re-
duced its value from $6 million to the
vicinity of $5.5 million.

When B adds up all the sums owed
to it (the upset price), it aggregates
$5,174,343.20. Fortuitously, at B’s
foreclosure sale an outside bidder
pays $5, 432,000.

(The difference between the fore-
closure sale price and the amount
owed B goes into a surplus to benefit,
in this case, the third mortgagee.)

What B got, and didn’t

Based upon this recitation, the
consequences to B are outlined in the
accompanying chart.

B obtained at the foreclosure sale
all that its mortgage documents al-
lowed it to recoup. Theoretically, it

was made whole and might view the
loan and the foreclosure as an ulti-
mate success, even though certainly
fraught with problems.

But did B actually obtain sums to
which it could and, it is urged here,
should have received?

To explain why the suggested an-
swer is “no,” take a look at a graphic
delineation of what B could have re-
couped had its mortgage been more
carefully drawn.

The difference between what B ac-
tually received and what would have
been available if it used the same
mortgage terms A employed is
$257,453.93 - hardly an inconse-
quential sum.

Why it happened

How this resulted is simple.

Because B’s mortgage said nothing
about interest on default, it earned
only the judgment rate of 9% for the
principal for two years instead of the
mortgage rate of 14%. (The mortgage
could have specified that 14%, or any
other lawful percentage, or the “high-
est rate allowed by law” was to apply
on default.) Having neglected the
point, B in essence gave an advan-
tage to Bash-Um upon defaulting and
the loan yielded $360,000 in interest
instead of $560,000.

When B wisely satisfied the first
mortgage in full, that very substantial
advance yielded interest not at the
mortgage rate of 14%, but at the
Jjudgment rate of 9%. Since that ad-
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rate of 9% (this is the percentage
as an example)

Pay off first morigage:

B Interest on advance to satisfy

M Interest on insurance advance

@ Interest on tax advance,

TOTAL.....ccorveveneeee.

UPSET PRICE AT FORECLOSURE

This is the debt owed to B when the shopping center was
brought to a foreclosure salé.

............................... $2,000,000.00
.................................. $360,000.00

B Mortgage principal ..................
B Interest, 2 years @ judgment ......

available in New York, presented

........................... ....$2,000,000.00
et SR A $560,000.00
.................................... $30,000.00
...................................... $1,500.00
...................................... $3,105.34

WiPancipalis. S5 Lr N s
W Interest @ 14%..coocovveneiieaienaaennn
W Legal fees.....ccoooeeeiiiicicriie,
B Disbursements..........ccc.cooeeiveeeennis

............................... $2,594,605.34

first mortgage, 3 months @9%.....ccccueeceiieeernraannn
B Disbursements in foreclosure......ocooivuiiiiiiiiniiien .

B INsSurance QAVANCE. ...ooeeieeeee oo eeeeesnnan

2years @9% ...oeevereeiieiee s
Wilaxiadvancelidi- et T ia b iagy

................................... $14,400.00
.................................. $100,000.00

2 years @9% ..ccoeveeveereieenen . et AL U D, $18,000.00

cmeeeinn. 99,837 .86
ileensa$ 50000

creeeeenn--980,000.00

....$5,174,343.20

vance was made for only a short peri-
od of time, the difference of
$3,243.25 is not especially signifi-
cant, but represents a loss neverthe-
less. Had B obliged to satisfy the first
mortgage earlier, the interest on this
advance would have obviously been a
greater factor.

Since B’s mortgage never contem-
plated late charges, the $6,210.68 it
could have recovered was never col-
lected.

Advances for taxes and insurance
were quite large. But that total of
$180,000 generated interest for two
years at only 9%, rather than 14%.
The loss of return there was $18,000.

Counsel to B in the foreclosure

earned $30,000 in bringing the ac- |

tion to its conclusion. While B paid
the bill to its attorney, absent the le-
gal fee provision in the mortgage, it
could not be reimbursed for that ex-
penditure out of the foreclosure sale
proceeds.

In sum, then, the point should be
clear. A diligently crafted mortgage is a
critical element in the collection/fore-
closure process and is particularly wor-
thy of scrupulous attention.

The parallel observation specifical-
ly for the servicer is to be aware of
precisely what the mortgage will al-
low. Armed with that knowledge in
advance, supervise the foreclosure to
maximize the available results. -
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Multifamily Servicing
Focus Of Conference

A conference focusing on multifamily
servicing and asset management con-
cerns, problems, procedures and solu-
tions will be held June 10-11 at the Cap-
ital Hilton in Washington, D.C.

The conference is sponsored by
the Mortgage Bankers Association of
America.

At the opening general session the
first day, industry experts will offer
practical advice on managing a port-
folio in the current high-refi environ-
ment. A second general session will
cover annual physical inspections of
properties and agency and investor
requirements.

The two-day conference will also
feature a series of workshops on
these subjects:

*

M FHA servicing issues,

B property management,

M Fannie Mae servicing issues,

B management oversight,

B Freddie Mac servicing issues,

B property financial statement
analysis,

B Ginnie Mae’s current status in
the marketplace,

M loan workouts,

B foreclosure and bankruptcy ser-
vicing, and

B managing escrows to maximize
income. '

Attendance at the conference
earns two credits toward the MBA’s
certified mortgage banker designa-
tion.

For more information on program
content, call (202) 861-6961. For
registration information, call (202)
861-3120. ==
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[
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0
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