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Consultant's Corner

Mortgage Foreclosure - A Modern Primer For Corporate Counsel

By Bruce J. Bergman

Everything house counsel needs to
know about mortgage foreclosure?
That may not only be too demanding
an assignment, but it would certainly
be overly prolix and unduly dependent
upon one's particular perspective. But
because this can be an especially
daunting arena - to say nothing about
pointedly specialized - an overview
should provide some comfort.

But first, an opening assumption.
Unless you represent a bank or other
real estate lender, or unless you regu-
larly hold mortgages as collateral for
debts, exposure to mortgage foreclo-
sure is most likely to arise when the
corporation holds a judgment attach-
ing to property which is being fore-
closed upon, or if the corporation is a
lessee at such a property. In other
words, the most common vartage
point is as a defendant. However, just
as  prosecuting a  foreclosure
(obviously) requires an understanding
of the process, so too does defending
it.

Perhaps the first question to ask -
and answer - is, who should be in the
trenches for these cases?' If it's
prosecuting the action (as opposed to
appearing in and monitoring someone
else's foreclosure) outside counsel is
often a good choice. The foreclosure
action is a unique elicitor of multiple
callings. It is not a casual pursuit and
tends to be hostile ground for the gen-
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eralist. It requires a thorough knowl-
edge of real estate law (real estate
titles in particular) and litigation.

Even the skilled litigator benefits
from doing this every day because
foreclosure nuances are especially
acute and vital practice aspects can
vary considerably even from county to
county within a state. A qualified real
estate attorney could be mired in the
litigation aspects while a solid litigator
could stumble on the real estate inten-
sive portions. Then too, mindful that
one of the most common parries to
the foreclosure action is a bankruptcy
petition, the need for a bankruptcy
expert is virtually inevitable. And
maybe here is the ultimate persuader
in favor of the outside specialist. Al-
though a mortgagee's legal fees can
frequently be recovered in a foreclo-
sure case’ - that usually will not apply
where counsel was in the employ of
the plaintiff.>  This, then, may not
present the venue to be so bold as to
learn on the job.

Duration (And Bankruptcy)
Closely akin to the query "what's a
foreclosure all about?" is the question,

"how long does it take?" Of course,
that depends upon what state and

county you are in and what complica-
tions may arise in the case. There
are, though, some benchmarks.

In New York, for example, a garden
variety uncontested foreclosure con-
sumes approximately nine to thirteen
months. Any case in New York City
is likely to add quite a number of
months to the prediction. New Jersey
is longer still.

Commercial, as opposed to resi-
dential, foreclosures are prone to
more issues, both because the matters
are likely to be inherently more com-
plex and because the mortgagor usual-
ly has some wherewithal to stave off
the impending doom. Consequently,
commercial foreclosures will more of-
ten be litigated and, thus, consume
considerably more time. How much
time is an imponderable, and it's the
same as asking any attorney how long
litigation will take. The answer isn't
susceptible to precise assessment.

Another factor which can signifi-
cantly affect duration is a bankruptcy
filing. Any petition in bankruptcy
(Chapter 7, 13 or 11) imposes an au-
tomatic stay. Chapters 11 and 13 re-
quire submission of a plan, which
grafts many more months on to the
process. The Chapter 7, or straight
bankruptcy, will usually engender less
delay, but the hiatus is still usually
measured in a number of months.

Because a mortgage is a secured in-
terest, it is not discharged in bank-
ruptcy. Personal liability for the debt
can be extinguished, but the security
for the debt (the property) remains.
Filing the petition can actually help
assure payment to the secured party,
the mortgagee. So, while bankruptcy
portends delay, it can be constructive
and is only very rarely fatal to the
mortgage holder.*

Time, And The Vital Concepts Of
Deficiency And Surplus
From the mortgage holder's point of
view, a mission is generally to speed
through the foreclosure as quickly as



possible. Time translates into the
accrual of interest, the possible dete-
rioration of the property during the
course of the case and the ultimate
loss those dual circumstances presage.
Believing a different motivation is in
control, borrowers typically support
delay, hoping that time will somehow
lead to rescue.

Time, in turn, bears a relationship to
generation of a surplus (an amenable
circumstance for all) or a deficiency
(an unwelcome occurrence for all). It
would be correct to observe that those
foreclosures which actually proceed to
a foreclosure sale result in neither a
surplus nor a deficiency.

A surplus emerges when the sum bid
at a foreclosure sale exceeds the sum
decreed due to the foreclosing lender.
A deficiency may be viewed as the
converse of a surplus, although the re-
verse correlation is not so exact. The
deficiency is the difference between
the sum due the foreclosing lender,
inclusive of interest (to which is added
the amount owing on all prior liens
and encumbrances, also with interest,
plus costs and disbursements of the
action), and the greater of the market
value of the foreclosed property on
the date of the foreclosure sale or the
proceeds of the foreclosure sale.

All parties to a foreclosure should

"be to some degree concerned about
whether either a surplus or a deficien-
cy will result. One way to gauge the
importance of these possible events is
to note the effect upon parties when
there is neither a surplus nor a defi-
ciency.

Suppose for illustration a mortgage
loan of $400,000 on a property worth
$500,000. (The concept would be the
same for a $40,000,000 loan upon a
property worth $50,000,000.) Assume
that the mortgage bears interest at
10% and that the borrower defaults
upon the initial payment. Presume
further that the foreclosure consumes
one year of time to reach the juncture
of a sale. The judgment of foreclo-
sure and sale will have decreed that
the sum due the foreclosing lender to-
tals $450,000, consisting of $400,000 in
principal, $40,000 in interest, with the
remaining $10,000 consisting of ac-
crued late charges, an escrow over-
draft to pay taxes, legal fees, costs,
disbursements and allowances.

On the final assumption that the val-
ue of the property had remained sta-

ble at $500,000 during the course of
the foreclosure, there is a reasonable
likelihood that the highest price bid at
the foreclosure sale will be that sum
due the lender of $450,000. If the
lender receives all the money due to
it, it has neither necessity nor legal
grounds to seek recompense from
anyone liable for the debt - most often
the borrower. Hence, there is no defi-
ciency.

Nor is there a surplus. So long as
the amount bid is no higher than the
amount due the lender, no money is
"left over." All proceeds go to the
lender so nothing remains against
which anyone can claim.

Since most - but certainly not all -
mortgage loans are designed at the in-
ception to be prudent, there is most
often a "reasonable” relationship be-
tween the quantum of the loan and
the value of the property it secures.
The foreclosure sale should make the
lender whole. The greater the posi-
tive disparity between the sum due
the lender and the value of the prop-
erty, the greater is the likelihood of a
surplus. Only when the property is
worth less than the amount due the
lender can there be a possibility of a
deficiency.

That what may be usual can readily
become unusual should be immediate-
ly apparent. For example, if the fore-
closure under discussion raced ahead
in six months and the property pre-
cipitously increased in value by 10%
during that time, the numbers would
clearly be different. Then, the sum
due the lender would be $430,000
(10% interest for six months instead
of a year would total $20,000 rather
than $40,000). With a 10% increase
in value, the property would be worth
$550,000. Under these circumstances,
the difference between the total owed
the lender ($430,000) and the market
value of the property ($550,000) is a
whopping $120,000. This suggests a
considerable probability that any
number of bidders would be most anx-
ious to bid well above the upset price.
Every dollar bid above $430,000 then
becomes surplus.

Although surplus is of no conse-
quence to the foreclosing party (who
cannot receive more than the debt),
or to senior encumbrances (whose
liens remain attached to the proper-
ty), surplus is meaningful to the owner
of property (usually, but not always

the borrower) who was divested of
title by the foreclosure, as well as the
holders of all interests of record junior
to the foreclosed mortgage. Each of
these persons or entities shares in the
surplus in order of their respective
priorities.

Returning to the converse - the defi-
ciency - different assumptions in the
scenario could reverse the result.
Suppose that instead of taking one
year, the foreclosure is contested and
takes two years to complete. Now the
interest component of the debt in-
creases from $40,000 to $80,000. As-
sume also that the litigation adds
$10,000 in additional legal fees and
that the property declined in value by
10% rather than remaining stable or
increasing.

Given the newly recited facts, the
sum due the mortgage holder aggre-
gates $500,000. With the property
now worth $450,000, it is apparent
that no one will bid a sum sufficient to
make the lender whole at the foreclo-
sure sale. The probability is that the
lender will simply succeed to title by
bidding a nominal sum at the sale.
The lender will be deemed to have re-
ceived $450,000 - the value of the
property. Having been owed $500,000,
however, the loss, or deficiency, is
$50,000. Whoever is personally liable
for the mortgage debt can then be
subjected to a motion to obtain a defi-
ciency judgment.

Who Is Liable For The Obligation?

Inherent in the concept of mortgage
foreclosure is sale of the property to
satisfy the debt. But what if the prop-
erty is worth less than the sum due to
the mortgage holder? That, of course,
is the noted deficiency situation which
then leads to contemplation of who
the parties might be who are liable to
the mortgagee.

Although it is a more expansive sub-
ject than this, anyone who has prom-
ised to pay the debt is a person so
liable. Conspicuous in this category
are signers of the mortgage note (or
bond) and guarantors. They will typi-
cally (and in New York, for example,
must) be made defendants in the fore-
closure action so that any shortfall can
be assessed against them.

That such people or entities could
be in jeopardy suggests that a mort-



gage holder might choose to forego a
lengthy and possibly tortuous foreclo-
sure, opting instead for an action at
law on the note or guarantee. That
could be a faster route to success and,
if the obligors have the proverbial
deep pockets, maybe the most effica-
cious way to proceed.’

One thing mortgagees most often
cannot do is foreclose and pursue the
monetary obligation simultaneously.
Most states have a one action rule or
an election of remedies statute which
prohibits an oppressive dual assault.®

How Much Is Due The Lender?

The quantum of peril to those liable
for the mortgage debt is a critical item
in the process. Of course, the debt
consists of principal and interest. In-
terest is generally a more momentous
category than might first appear. If a
mortgage is silent on the subject, upon
default the principal bears interest at
the contract or note rate - which is in
essence the expected rate of return.
1f, however, the mortgage provides for
some other rate to apply on default, it
is that different and almost inevitably
higher percentage which will apply.
That might be 15%, or 20%, or 24%
or, as is so in New York, any rate of
interest. Because interest on default
is deemed neither to be a loan or a
forbearance, it cannot run afoul of
usury prescriptions!’

But there is still more to it, some of
consequence, some of less impor-
tance. Typically, a lender is entitled
to recoup sums in a number of catego-
ries. Disbursements is one. Actual
out of pocket expenditures in the
foreclosure process, e.g., index num-
ber, process service, foreclosure
search, legal advertising, referee's
fees, can be added to the foreclosure
judgment. So too can late charges,
but only up to the time the mortgage
balance was declared due.®* Among
other sums are what various statutes
may refer to as costs and allowances.

Of usually greater significance are
legal fees. Where either statute or the
mortgage contract call for such recom-
pense to the lender - and most often
one or the other does prevail - the
amount will be added to the judg-
ment. Especially in a heavily litigated
case, these sums can be quite substan-
tial.

Also in the category of meaningful
are advances made by the plaintiff to
protect the lien of the mortgage, such
as taxes, insurance and advances to
senior mortgagees. Depending upon
the nature of the property, these can
be weighty amounts. And then there
is the matter of interest upon those
advances. Here, the same concept
controls as with interest on the princi-
pal. If the mortgage is silent, the note
rate applies. But if separate provision
is made, a higher rate can apply. It is
therefore easy to observe how a mort-
gage debt can precipitously rise well
past expectations of the uninitiated.

Acceleration

When a lender decides to move in
the direction of foreclosure, it need
not be overly aggressive. Rather, the
goal will be to gain as much control as
the law allows and to deal from a posi-
tion of strength. Indeed, the stronger
the position, the more gracious the
mortgagee can afford to be.

An appropriate action for a lender
faced with a loan default is to declare
due the entire balance of principal
and interest due on the mortgage be-
cause of the default. This option is
called "acceleration,” and it is con-
tained in every mortgage contract.
Once acceleration is manifested, the
lender is usually not required to ac-
cept a tender of arrears.

The significance of the right to ac-
celerate is considerable. Acceleration
tends to have a chastening effect on
defaulters. It allows the lender to rid
itself of the chronic defaulter that is
causing too much staff time, expense,
and annoyance. Moreover, accelera-
tion enables the lender to demand re-
imbursement for any legal expense
incurred as a condition for reinstate-
ment. This demand can be made even
in the absence of a legal-fee clause in
the mortgage documentation because
the choice of accepting or rejecting re-
instatement lies solely with the lender.

Acceleration can be accomplished
through a letter to the borrower, or by
actually filing foreclosure papers with
the court (the latter must specify the
lender's election to accelerate). If a
letter is sent, it must be delivered as
set forth in the mortgage (i.e., if the
letter specifies certified or registered
mail, there must be compliance). The

letter's content must be clear. For ex-
ample, demanding payment of arrears
within a certain number of days and
advising that failure to respond will
then result in acceleration or foreclo-
sure is not a valid acceleration.

Receiverships In Foreclosure’

Notwithstanding that mortgagee's
counsel is armed with all the tech-
niques to solve the early problems in a
foreclosure, a mortgagor could choose
nevertheless to litigate. This situation
can then be exacerbated by physical
deterioration of the property, result-
ing in diminution of the mortgage se-
curity to the point where the
mortgagee will sustain a loss.

A permutation of this idea relates to
a commercial property - for example,
a shopping center or an apartment
building. The mortgagor subjected to
a foreclosure, knowing the case will
ultimately be - lost, embarks on a
course of action to "bleed" the proper-
ty. He collects all the rents and prof-
its but neglects repairs, payment of
taxes and insurance and every other
possible cost. This turns a handsome
profit for the mortgagor and funds a
protracted defense to the foreclosure.
Under these circumstances, one need
not expound at length upon the ex-
pected deteriorated value of the mort-
gaged property at the conclusion of
the foreclosure.

In response to this very real dilem-
ma, the mortgagee has a great asset in
the ability to appoint a receiver. In a
foreclosure action, when the lender
believes that the property may decline
in value during the progress of the
case or that the mortgagor or some
occupant may allow the property to
depreciate or be vandalized, the ap-
pointment of a receiver is available to
preserve the premises for the benefit
of the mortgagee.

The receiver stands in the shoes of
the owner. Once appointed and
qualified, the receiver has the right to
collect all rent due or to become due
arising out of the premises. The re-
ceiver collects the income, maintains
insurance, pays taxes and makes re-
pairs. The property is, therefore, pre-
served. In addition, any excess
income is applied in reduction of the
mortgage and consequently a twofold



purpose is served. Still further, the
mortgagor's interest in delaying the
foreclosure is greatly diminished, if
not entirely eliminated.

Conclusion

How does one adequately sum up a
subject as expansive as mortgage fore-
closure? The ready answer is that it is
not achievable. Even a delineation of
but a few subjects excluded exposes
the futility of the endeavor: mortgage
collection  procedures, settlement
strategies and devices, defenses to

foreclosure, parties to the foreclosure’

action, venue of the case, drafting the
pleadings, advice in responding to the
foreclosure complaint, deed in lieu of
foreclosure, the foreclosure sale and
closing, eviction after foreclosure.
Ultimately, foreclosure is a startling
combination of law and practice, the
chemistry of the relationships and the
strategies. But living with it every day
reveals that it is much like every other
area of the law; when it is understood

viscerally, it is not so muysterious.
Maybe this will serve as a beginning.
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