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In New York, commercial mortgage foreclosures can take years.

Mortgage lenders find themselves tempted --->

Equity pledges can give a mortgage lender extra security, but they also create their own issues.
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to short-circuit the process by taking, as additional collateral for their
mortgage loans, pledges of equity interests in the borrower entities.
Here, the members of the limited liability company borrower pledge
their membership interests to the lenders to give the lenders additional

security.

This type of pledge might sound like a mortgage. It is, however, a
security interest established under the Uniform Commercial Code, a
different body of law. Governed by the UCC, foreclosures of these
security interests move much faster than New York mortgage
foreclosures, because they don’t involve a court. If a lender seeks to
foreclose on the equity interests in the borrower, the lender will in most
cases end up owning the borrower rather quickly. Once that happens, the

mortgage foreclosure no longer matters.

New York real estate lawyers have historically counseled their lender
clients not to take equity pledges as additional collateral. They worry that
old court decisions suggest that a “dual collateral” pledge somehow
“clogs” the borrower’s “equity of redemption” — i.e., the borrower’s right
to pay off the mortgage loan and get rid of the lender. In other words,
without the dual collateral pledge, the mortgage borrower can pay off the
loan, no problem; but introducing the equity pledge opens the door to a
UCC foreclosure sale, which moves with such blinding speed that it

doesn’t give the borrower enough time to repay its mortgage.

Lawyers have agonized for years over whether the dual collateral
structure “clogs” the mortgage borrower’s equity in its property,
potentially making the dual collateral structure unenforceable. Some find
the whole concern to be quite silly. They reason that the law allows both
real estate mortgages and pledges of equity interests, so combining the
two shouldn’t invalidate either. Other lawyers take “clogging the equity”
very seriously, urging their lender clients to avoid taking dual collateral

at all costs. Both sides approach the issue with religious fervor. Debates
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about it often become personal. To the author’s knowledge, though, they

have not yet devolved into fistfights.

One might think the courts would resolve the debate over whether a dual
collateral structure “clogs” the borrower’s equity. But very few recent
cases have considered the issue. In 2018, one New York court expressed
some skepticism about the theory. A 2020 decision in essentially the

same litigation left the issue entirely open.

In late 2021, a New York trial court squarely considered the validity of a
dual collateral structure. In Atlas Brookview Mezzanine LLC v. DB
Brookview, LLC (New York State Supreme Court, Index No.
653986/2020), a borrower challenged a UCC foreclosure sale of equity
interests in the mortgage borrower, on the basis that the equity pledge
clogged the mortgage borrower’s equity of redemption — i.e., the theory

described above.

The judge found the parties to the financing to be “commercially
sophisticated people represented by able counsel,” who had chosen to
negotiate a loan structure with dual collateral, i.e., an equity pledge. The
judge refused to declare the structure void from inception. The whole
thing, he said, was a “business deal that [the borrower] entered into.”
And, at all times, according to the judge, the borrower remained free to
pay off the financing and prevent any foreclosure sale, whether under the

mortgage or under the UCC. So nothing was clogged.
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The judge dismissed the borrower’s litigation. The borrower has
appealed the dismissal, so it’s not necessarily the end of the story. At

time of writing, nothing has happened to the appeal.

At least until this appeal is resolved, many New York real estate lawyers
— those who don’t roll their eyes at the whole “clogging” issue — will still
hesitate to rely on the trial court’s decision. But the decision might spell

the beginning of the end for the “clogging” doctrine in New York courts.
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