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Foreclosures:

Assault on the Deed-in-Lieu

O would want to launch an attack

upon something as innocuous —

indeed often beneficial — as a

device which settles an action as

traumatic as a mortgage foreclosure case? It

may not have been perceived or intended in

such a way, but a new holding by the First

Department poses a hidden threat to some

deeds-in-lieu.! This hazard arrives, not inci-

dentally, at a time when loss mitigation regard-

ing defaulted mortgages is pursued with ever
more pervasive ardor.

To expeditiously arrive at the point, the
deed-in-lieu is usually efficacious only when the
title is otherwise unencumbered. On some
occasions though, a foreclosing plaintiff would
be willing to accept a deed-in-lieu even with a
less-than-pristine title, so long as the foreclo-
sure could nevertheless continue, to then extin-
guish the offending liens. An impediment to the
foreclosure proceeding, however, is the doc-
trine of merger, which in turn is readily avoid-
ed. Based upon what may be dubious grounds,
the mentioned new case imposes merger when
it was sought to be avoided, thereby giving seri-
ous pause to foreclosing plaintiffs contem-
plating acceptance of a deed-in-lieu in certain
situations.

Returning to a more detailed analysis, mind-
ful that a major component of any foreclosure
action is time, which translates into accrual
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of interest and, consequently, increasing debt,
reaching a conclusion to the action is perhaps
more exigent in this arena than others. A fore-
closure which arrives at a judicial end results,
of course, in either the sale of the property to
a third party or devolution of title to the
mortgage holder who presumably would then
sell the property in an arm’s-length transaction.
If a borrower/owner offers title to the mortgage
holder early enough in the foreclosure process,
the ultimate goal of the foreclosure is achieved
more quickly, and more cheaply — hence, a
significant benefit of the deed-in-lieu of fore-
closure.?

Another goal — or in this context, result —
of a mortgage foreclosure is the extinguishment
of all subordinate interests. Acceptance of a
deed-in-lieu of foreclosure does not bring about
the legal equivalent of a foreclosure sale in that
sense. Obviously, if a mortgage holder takes a
deed-in-lieu, he buys the property burdened by
whatever interests attached subsequent to the
mortgage. Absent a clean title as revealed by a
title search,’ the offer of a deed-in-lieu of fore-
closure would usually be rejected.

There are, however, some instances in which
condition of the title is not a dispositive factor.
Suppose, for example, a borrower is assidu-
ously blocking the action with tenacious liti-
gation, perhaps much of it transparent, but
effective nonetheless in delaying resolution of




the case. Moreover, that borrower somehow
has the resources and the desire to continue
the fight interminably, and even beyond the
stage of the foreclosure sale. But fearing defi-
ciency liability, the obstreperous borrower has
an epiphany and offers a deed-in-lieu, to be rid
of the trauma, so long as it includes a waiver
of liability for a deficiency judgment. Not sur-
prisingly, title to the property is burdened a
plethora of judgments, so that a deed-in-lieu is
only a pyrrhic victory for the mortgagee.
Although in this condition the title has little
value in and of itself, as a method for dispos-
ing of expensive litigation the deed has con-
siderable worth — but only if the foreclosure
action can continue, notwithstanding the fact
that both titie and the mortgage now repose in
one party.

Another example is the case where the mort-
gaged premises may physically deteriorate or
otherwise rapidly decline in value during the
pendency of a contested foreclosure. Although
the appointment of a receiver can reduce or
eliminate such problems, receiverships can
sometimes be delayed by vigorous opposition.
Even if such an appointment is obtained with
dispatch, not every receiver is efficient. So, the
receivership is sometimes not the panacea it
has the potential to be. Owning the property,
title problems aside, therefore presents a gen-
uine benefit to the foreclosing plaintiff.

Then there is the contested case where the
defenses might have arguable legitimacy. That
a foreclosure could be lost is decidedly unpalat-
able. And where there are guarantors, taking
a deed-in-lieu cries out for the need to still pros-
ecute the foreclosure to enforce the deficien-
cy against those other parties liable for the
debt. In sum, the notéd examples suggest that
taking a deed-in-lieu intending to still proceed
with the foreclosure is a very real scenario.

Enter the sonorous, but functional and
important, doctrine of merger. In general terms,
the doctrine of merger provides that where
legal title to both the property and the mort-
gage become vested in the same owner, the
lesser ownership interest is merged into the
greater.! As the Court of Appeals tersely stated
the proposition, “[Wlhen the mortgagee
acquires title to the property, there is a merg-
er of the mortgage interest into that of the fee.”

As a practical matter, application of the doc-
trine will cause the mortgage to be extin-
guished when the mortgagee succeeds to title
by virtue of accepting a deed-in-lieu of fore-
closure — a result antithetical to the notion
that sometimes the foreclosure must progress
regardless of the deed-in-lieu.

Although in theory the doctrine of merger
would seem to preclude deeds-in-lieu of fore-
closure, in practice, merger is easily avoided
— a concept not so readily recognized by the
new case which prompted this review.® As an
overarching precept, the doctrine of merger is
not favored in equity,” which is to say, equity
disfavors merger.® Whether a merger occurs in
any event is a question of fact® and the intent
of the parties is controlling.' Indeed, estates
are presumed to remain separate if justice so
requires," provided, however, that the rights
of third parties and creditors do not intervene."”

Critically, when merger does not result from
a deed-in-lieu of foreclosure, the mortgage sur-
vives as enforceable.” Concomitantly, when the
mortgage is preserved, suit against other oblig-
ors who may not have been released is author-
ized" as it is against the mortgagee himself* or
his nominee.' Case law thus neatly confirms
what makes necessary sense: when merger is
avoided, the foreclosure can go forward to
serve its desired function.

Avoidance of merger is accomplished with
comparative ease. The parties’ intention con-
trols and intent can be construed from word or
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deed" or from the terms of the documents
accomplishing the transaction.” In particular,
simple language in a deed providing that a
mortgage shall not merge with the fee can be
effective.” Avoidance of merger results also by
conveying title to a nominee.”

Even though escaping the consequences of
merger requires minimal effort, there are
instances where the exercise fails,” such as
when sidestepping merger would perpetrate a
fraud upon a third person. A scenario which
explains the point is this. The borrower holds
title to mortgaged property through various
aliases and alter egos. Both a first and a sec-
ond mortgage encumber the property and
when default on the second mortgage occurs,
a foreclosure action is begun. Recognizing that
if he obtains the first mortgage he can neatly
wipe out the second mortgage which has
become his nemesis, the shifty borrower takes
the senior mortgage by assignment in the name
of a sham corporation. Because apparently dif-
ferent parties hold the first mortgage and the
title, the villain seeking to hornswoggle the jun-
ior mortgagee does not appear to be in danger
of running afoul of merger. Equity, under-
standably, imposed merger for that fact pat-
tern.®

How much beyond blatant fraud decisional
law should venture in creating uncertainly
about the application of merger is the issue
raised by the new case which launched this dis-
cussion, Garan v. People.” Relying upon the
fraud decision just noted* the court in Garan
found inquiry appropriate into whether a nom-
inally separate entity that took title by a deed-
in-lieu of foreclosure during pendency of a
foreclosure was truly separate or was an alter
ego created to defeat the rights of a subordi-
nate lienor, and if the latter, whether equity was
thereby required to intervene and declare a
merger. In finding that merger was to be
declared, the court based its decision upon
these recited factors: the nominee-grantee (1)
was newly formed; (2) had the same address
as the foreclosing party, and; (3) took title with-
out giving notice to the junior lienor, even
though the nominee had knowledge of that
party’s subordinate mortgage. In addition, after
the deed was delivered, the senior mortgagee
— for unclear reasons, the court observed —
resumed prosecution of its long dormant fore-
closure “without even advising the court of
such deed.”

Maybe scrutiny of the full record is neces-
sary to agree with the Garan court. It is possi-
ble that an egregious injustice would have been
perpetrated absent the invocation of equity.
But such is not at all apparent on the face of
the decision. Rather, the ruling hints at lack of
familiarity with the compelling realities of fore-
closure strategy and practice.

The court was obviously troubled by the
idea that the deed-in-lieu recipient was the alter
ego of the foreclosing plaintiff. But that is the
very purpose of creating or maintaining a nom-
inee entity — to avoid confluence of title and
mortgage in one party. The nominee most often
is the alter ego. An institutional lender will typ-
ically form and perpetuate a corporate entity
to be the recipient of deeds-inlieu, and some-
times real-estate-owned properties as well.




Without employment of the nominee,
one branch of merger avoidance would
vanish, so the concern with the alter
ego analysis is perplexing.

That the nominee was newly formed
may suggest closeness to the foreclos-
ing mortgagee, but that has never
before been a consideration in the
merger equation. After all, the foreclo-
sure plaintiff itself could take a deed,
without engaging a nominee, and
deflect merger merely with a few words
reciting that merger shall not result.”
“Newly formed” is in any event essen-
tially a function of time, creating a dis-
tinction without a difference.

Unpersuasive, too, for mostly the
same reasons is that the nominee had
the same address as the foreclosing
mortgagee. Should there have been a
benefit for deviousness? Would a dif-
ferent address have manufactured a
layer of insulation, and if so, why? While
the same address urges a similarity of
identity, that is still not the point. A
nominee, even just born and in the
same offices, nevertheless is a separate
entity for merger purposes.

As to giving notice to a junior mort-
gagee of the cunveyance of title, the
idea is, if not downright odd, meaning-
less. Once a lis pendens is filed in an
action, subsequent owners are bound
by the action just as if they were par-
ties. So if the junior mortgagee had
begun its own foreclosure, and filed a
lis pendens, the deed-in-lieu would have
been of no consequence. If the junior
would only later have initiated foreclo-
sure, its search would have revealed the
new fee owner. What then is the con-
sequence of, or necessity to, inform the
subordinate mortgagee of the title
transfer? In the real world, it is simply
not done and there is neither compul-
sion in law or fairness to do so.

Finally, the court was chagrined —
although why is not stated — because
the foreclosing plaintiff resurrected a
dormant foreclosure and made no men-
tion of the deed. But if the deed has no
legal consequence to the foreclosure,

.

and it does not, what principle should
evoke dialogue with the court? Nondis-
closure of anything material should
assuredly be condemned. The court
never stated why acceptance of the
deed was a material fact. And why
should enforcement of plaintiff’s rights,
renewing the old foreclosure, be wor-
thy of censure when neither laches nor
the statute of limitations was a factor?
If this case is to be precedent, fore-
closing mortgagees encounter a conun-
drum. It is exquisitely difficult to weigh
the principles because the stated rea-
sons for the ruling do not square with
prior case law. Only in the general sense
that equity plays a role is the ruling con-
sistent with established precepts, but
it is in the particulars that the danger
lurks. If the holding does not banish use
of a nominee altogether — and that
would be hard to imagine — it does
seem to say that some greater, and
heretofore unrecognized separation is
necessary. An established entity with a
different address would help. Beyond
that, the matter is too fact intensive to
represent a change in long accepted
principles — or so it is to be hoped.
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