REPRINTED FROM

O ERVICING MANAGEI\/IENT

THE MAGAZINE FOR LOAN SERVICING ADMINISTRATORS

VOL. 7, NO. 3 NOVEMBER 1995

[ ORECLOSURE |

The DangerSOf Co-Op Lending

Associations Can Ride Roughshod Over Lenders And Servicers

e have all heard tell
that co-op lending is a
dangerous arena. With
co-op values having
plummeted even
more than tradi-
tional real estate,
this is a place
where the timid
and the faint of
heart need not ap-
ply, especially
when it comes
time to take the
property back in a foreclosure.

To be sure, the foreclosure
methodology is decidedly easier for
a co-op than it is for real estate,
such as a house, a condominium or
some commercial premises. Employ-
ing UCC Article 9 (the recommend-
ed approach) is a non-judicial proce-
dure. Moreover, recent case law has
finally ruled that a defaulting bor-
rower's argument that a lender
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should not have advanced mainte-
nance to the co-op is a transparent
defense.

But all this still leaves the myriad
rules and the frequently unfettered
authority of co-op boards to general-
ly run amok, and in particular, to
ride roughshod over lenders and ser-
vicers.

A paper of protection

The recognition agreement (the
document whereby the co-op ac-
knowledges the position of the se-
cured lender) is supposed to protect
the secured creditor, i.e., the lender.
And it does, but a new case (in New
York) exposes the limitations of the
recognition agreement in rather
chilling fashion. fBank of New
York v. Carr, __Misc.2d___, 613
N.Y.S. 2d 572 (199%).]

In this case, the lender apparent-
ly eschewed the faster UCC foreclo-
sure route, choosing instead to fore-
close in the typical judicial manner
of a mortgage foreclosure. Unfortu-
nately, the co-op itself interposed an
answer (which it might have had the
opportunity to do even if the UCC
method had been adopted), and that
answer opposed the lender's motion
for summary judgment. The court
recognized immediately that the bor-
rowers were in default of their oblig-
ation and that the co-op’s lien for
outstanding maintenance was senior
to the lender’s security interest.

¥

The critical issue
But there was a critical issue,
whether a secured creditor was sub-

sect to the purchase option provi-

sions of the co-op’s bylaws and oc-

cupancy agreement which permitted
the transfer of shares only upon a
waiver by the co-op of its option to
purchase the shares at book value.

The co-op’s position - expressed
in a counterclaim in the action - was
that the lender must either accept
book value for its security (the
shares and the assignment of lease)
in the paltry sum of $4,726.27, or,
pay a waiver of option fee to the co-
op of $7,500 to permit a sale to a
third party.

The lender was faced with an ob-
vious dilemma because either choice
could be financially painful. So the
question was, could the co-op im-
pose this provision of the bylaws?

The court found that it could!
Here was the reasoning.

Restrictions on the transfer of the
lease and stock in a co-op’s bylaws
are clearly enforceable. Well accept-
ed is the imposition of a waiver of
option fee upon outgoing sharehold-
ers who desire to sell their shares in
the open market rather then re-sell-
ing them to the co-op at book value.
This is a valid exercise of a co-op's
board’s powers.

What the court said

In the recognition agreement, the
lender acknowledged the restrictions
on transfer of the stock and propri-
etary lease by the following lan-
guage, with emphasis supplied by
the court:

“Not withstanding any apparent
authority granted to us under agree-
ments with the Lessee, we shall
have no right or power to transfer
the apartment upon foreclosure or
otherwise to us or anyone else




without your approval as re-
quired by the lease provided, how-
ever, that nothing contained herein
shall limit any rights we may have to
dispossess the Lessee pursuant to
law or realize our security in accor-
dance herewith.”

Confronted with the cited lan-
guage, the lender’s security interest
was ruled subject to the option
rights of the co-op because in en-
forcing its security interest, the
lender could transfer to a purchaser
no more than the borrower's rights
in the collateral.

While in the end the foreclosure was
allowed to proceed, the lender was
burdened with the obligation to live
with the restrictions and the bylaws. As
a practical matter, that probably meant
it would have to pay $7,500 for the
privilege of selling the co-op. With val-
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ues as depressed as they are, this trib-
ute would either eliminate the lender’s
ability to be made whole or, more like-
ly, simply increase its loss.

The ultimate lesson presented is
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@ receiverships in the foreclo-
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@ many other related topics.
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when a co-op loan is originated.
There isn’t very much to be done to
save the day under these circum-
stances in the foreclosure process.
Caveat lender! EM
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