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A Message from the Section Chair

As my
family and I
looked down
on Paris, the
reality of my
task of head-
ing the Real
Property Law
Section began
to come into
focus. Follow-
ing Steve Horowitz as Section
Chair would be challenging. His
leadership and dedication in deal-
ing with issues facing real estate
practitioners were exemplary. As
the Section continues to react and
comment on issues such as multi-
disciplinary practice, non-lawyer
participation in residential real
estate transactions, residential
property disclosure legislation and
computerization of legal transac-
tions, including e-signatures, I
could only hope to motivate our
membership to be as diligent as
Steve demanded.

As our plane touched down at
Orly Airport, I also felt a recently
heightened sense of urgency to
attempt to make a difference. The
cause for this, an early July auto-
mobile accident, which my family
and I had, without any reasonable
explanation, walked away from
without injury, made the success of

this particular annual meeting
especially significant to me.

Of course, the truth is that the
Chair of the Section has little to do
with the planning of the annual
meeting. This task had been Mel
Mitzner’s, the Section’s 1st Vice-
Chair. I am pleased to report that
thanks to Mel’s efforts and those of
Rosalyn Sachs who helped plan the
special events including the dinner
cruise on the Seine and a delightful
evening at the Museum d’Orsay;, as
well as the efforts of the State Bar
staff, especially Kathy Heider, Paris
was a well-attended, memorable
meeting. It was also gratifying to
meet many members of our Section
who were attending our meeting
for the first time.

Many of these first-timers took
the time to let me know how won-
derful the meeting was, both the
social events and the legal educa-
tion sessions held on Friday and
Saturday mornings. It remains a
puzzle as to why more of our over
4,500 members do not take advan-
tage of the opportunity to meet
with other practitioners from across
the state at the Section’s annual
event. I assure you that those who
do attend the meetings establish
lasting contacts, learn from unique-
ly qualified panels and leave with

enduring memories of the chosen
venue.

The program sessions in Paris,
put together by Les Bliwise and
John Blyth, were certainly up to the
high standards of past years. The
speakers covered a wide variety of
topics including the different role
played by attorneys in French and
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American real estate transactions,
title insurance issues for Americans
purchasing European properties,
choices of entity and the many
appearances of money laundering.

As our Section meeting con-
cluded on Sunday, together with
the other major happening in Paris,
the Tour de France, 1 felt that the Sec-
tion was on its way to continuing
in its leadership position on behalf
of New York lawyers handling the
wide array of issues involving real
estate. I urge all our members to
seek to become involved, submit
articles to this Journal, become
active on a Section Committee or
forward issues for consideration to
the Executive Committee. Hopeful-
ly, together, our Section will contin-
ue to be a group of lawyers that
others, both within and outside the
profession, can look to as represent-
ing the significant contributions of
attorneys to the community.

James S. Grossman

Recent Legislative Activity Sparks

Debate of Real Property Disclosure
By Thomas Barletta and Ronald F. Kennedy

Among the many bills that have
yet to be acted upon by the governor
is a badly flawed measure that
would require owners of residential
property to make disclosures regard-
ing the condition of their property
prior to sale (Real Property Disclo-
sure Bill, A. 1173-C). During the
course of the legislative session the
Real Property Section worked closely
with the New York State Association
of Realtors in an attempt to reach a
compromise on this issue. When
those efforts failed the bill was
passed over the strong objection of
the former (see Legislation Report
No. 76, available on the NYSBA Web
site at www.nysba.org/legis/
99report/R-76.html).

Heralded by its sponsors as a
consumer protection measure, the
bill is, in fact, incapable of meeting
its laudable goals. Specifically, the
legislation does not adequately pro-
tect purchasers because it fails to
require that any disclosures by the
seller concerning the condition of the
property have to be made before the
purchaser is legally bound to com-
plete the contract. It also lacks a rem-
edy for the purchaser if the seller

fails to provide the required disclo-
sure. Sellers, on the other hand, are
asked to make representations
regarding the condition of their
properties, not based on defects they
actually know about, but based upon
what a third party, presumably a
court, deems they had “constructive’
knowledge of.

7

Since passage of the measure,
representatives of the Real Property
Section have met with the gover-
nor’s counsel to urge a veto. At that
time they stressed their willingness
to draft a workable bill that is fair to
both sellers and purchasers. A num-
ber of other groups have joined the
Section in submitting memoranda in
opposition to the measure. The gov-
ernor will have 10 days to act on the
bill after it reaches his desk.

This article was originally pub-
lished in the September/October
2000 issue of the State Bar News.

Thomas Barletta is Director of
the state bar’s Governmental Rela-
tions Department, and Ronald F.
Kennedy is Associate Director of
the Department.
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2000 NYSBA Residential Contract of Sale: Mortgage
Commitment Contingency Clause and Other Changes

By Karl B. Holtzschue

Changes Approved

On September 22, 2000, the Exec-
utive Committee of the Real Proper-
ty Section of the New York State Bar
Association (NYSBA) approved
changes to update the Residential
Contract of Sale that was jointly pre-
pared by it and the New York State
Land Title Association (NYSLTA),
the Committee on Real Property Law
of the Association of the Bar of the
City of New York (ABCNY) and the
Committee on Real Property Law of
the New York County Lawyers Asso-
ciation (NYCLA) in 1990.1 The other
sponsors also have approved the
changes.

This form is the most commonly
used form for sales of residential real
estate in downstate areas, particular-
ly in New York City and Nassau and
Westchester Counties. The most
important change is to Paragraph 8§,
the Mortgage Commitment Contin-
gency Clause. The other changes
added reference to lead-based paint
disclosure, deleted references to the
repealed gains tax and made
changes to better conform this con-
tract with those being proposed for
the downstate contracts of sale for
cooperative apartments and condo-
miniums.

The 2000 version of the
NYSBA/NYSLTA/ABCNY/NYCLA
form will be available in the
NYSBA’s Residential Real Estate
Forms on HotDocs (LEXIS) and in a
new Blumberg form.

Mortgage Commitment
Contingency Clause

The Model Mortgage Commit-
ment Contingency Clause (see

appendix A) was drafted and unani-
mously approved by a Joint Com-

mittee of the NYSBA Title and Trans-
fer Committee, the ABCNY Commit-
tee on Real Property Law and the
NYCLA Committee on Real Property
Law.2

“This form is the most
commonly used form for
sales of residential real
estate in downstate areas,
particularly in New York
City and Nassau and
Westchester Counties.”

As a reading of the Clause
shows, the fundamental approach of
the prior clause has not been
changed: the contract of sale is con-
ditioned on issuance of a mortgage
commitment on the stated terms, not
on funding of the loan (emphasized
by adding “Commitment” to the
heading). The clause expressly states
that the purchaser must accept a
commitment conditioned on sale of
the current home, payment of debt
and no material adverse change in
the purchaser’s financial condition.
This alerts the purchaser as to what
is likely to happen and gives the
purchaser an opportunity to negoti-
ate to delete terms that are unaccept-
able. The Joint Committee’s view is
that these conditions are customary
and thus not a change from the
result under the current contract
(which hides them as “customary
conditions”). The Rockland County
and Monroe County contracts take a
similar approach. Optional applica-
tion to a mortgage broker continues
to be permitted.

The principal features of the
Mortgage Commitment Contingency
Clause are the following:

1. The clause in the Blumberg

form A 125 (11/96) has been
broken up into subpara-
graphs, in an effort to make it
more readable.

. The Commitment Date has

been defined as a number (to
be filled in) of days after the
purchaser receives a fully exe-
cuted copy of the contract, as
the current NYSBA coopera-
tive apartment form provides,
to make sure delays by the
seller don’t reduce the useful-
ness of the contingency peri-
od. The seller’s attorney
should state his/her calcula-
tion of the Commitment Date
in the letter delivering the
executed contract to the pur-
chaser’s attorney. The pur-
chaser’s attorney should
promptly correct or confirm
that date. The purchaser
should inform its lender of
the scheduled date for closing
in the contract and request
that the expiration date of the
commitment occur after the
scheduled date of closing.[]

8(a)]

3. The rate of interest has been

changed to the “prevailing”
fixed or adjustable rate. [{
8(a)]

. The purchaser expressly takes

the risk of a commitment con-
ditioned on sale of the pur-
chaser’s current home, pay-
ment of any outstanding debt
or a material adverse change
in the purchaser’s financial
condition, and the purchaser
accepts the risk that all condi-
tions will be met (except for
approval of an appraisal), as
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the Rockland County contract
provides. The purchaser is
alerted to cancel or get an
extension if an appraisal has
not been approved by the
Commitment Date. It is
expressly stated that the pur-
chaser’s obligations are condi-
tioned only on issuance of a
Commitment. Once a Com-
mitment is issued, the pur-
chaser is bound even if the
loan is not funded for any
reason. [ 8(a)]

. The purchaser is required to

apply to one lender, but may
elect to apply to more than

one. [ 8(b)(1)]

. The purchaser must accept a

commitment meeting the
described terms. [{8(b)]

. If the lender denies the appli-

cation in writing before the
Commitment Date, the pur-
chaser may cancel. [{ 8(d)]

. If the seller does not receive a

copy of a commitment accept-
ed by the purchaser by the
Commitment Date, the seller
may cancel on five business
days’ notice, which is effec-
tive unless the purchaser
delivers a copy to the seller
within ten business days, giv-
ing the purchaser time to cure
if he/she can. This allows the
seller not to have to wait until
the scheduled closing date to
see if the purchaser will be
able to come up with the
funds needed to close (after
the purchaser insisted on con-
ditioning its obligations
under the contract on obtain-
ing a mortgage commitment).
The right of the seller to do so
is found in some upstate con-
tract forms3 and in several
reported cases. [] 8(h)]

. The purchaser is deemed to

have been given a fully exe-
cuted copy of the contract on

the third business day follow-
ing the date of ordinary or
regular mailing, postage pre-
paid. [1 8()]

The principal motivation for the
spelling out of the purchaser’s risks
and responsibilities in paragraph
8(a) was to clarify for the courts the
intention of the draftsmen. Attention
has previously been called to the fact
that courts have sometimes mistak-
enly favored purchasers over sellers
and allowed purchasers to cancel
despite language to the contrary in
mortgage contingency clauses in
contracts of sale drafted by experi-
enced practitioners.5 The concern of
the draftsmen was recently illustrat-
ed once again by Kapur v. Stiefel 6
where a majority in the Appellate
Division, First Department allowed a
purchaser to cancel a cooperative
apartment contract of sale” after the
purchaser’s mortgage commitment
was canceled by the lender when the
purchaser lost his job. Finding, cor-
rectly, that there was no express right
in the contract that allowed the pur-
chaser to cancel in those circum-
stances, the majority looked to equi-
table principles and held that the
issue turned on whether there was
bad faith on the part of the plaintiff.
The dissent by Judge Saxe correctly
stated the view of the contract
draftsmen that under the contract of
sale the risk of loss of his job after
acceptance of a commitment was
intended to fall on the purchaser.
The Joint Committee that drafted the
new clause carefully considered
many alternatives, including giving
the purchaser the right to cancel if
the commitment was canceled for
reasons other than the fault of the
purchaser, but overwhelmingly
voted to continue the approach of
the draftsmen of the 1990 contract.
The new clause goes out of its way
to alert the purchaser (and the
courts) to these risks. If the purchas-
er does not want to accept the risk,
the purchaser is supposed to negoti-
ate for modifications to the printed
form.

It was clear to the draftsmen of
the form that it should be reviewed
in detail by both parties and their
attorneys in each transaction and
modified to suit their needs in the
circumstances. No one clause can be
fully adequate for all situations. The
Notes to the Clause (see appendix
B), which are intended to be consult-
ed before each use of the Clause,
clearly make this point.

“The Joint Committee that
drafted the new clause
carefully considered many
alternatives, including
giving the purchaser the
right to cancel if the
commitment was canceled
for reasons other than the
fault of the purchaser, but
overwhelmingly voted to
continue the approach of
the draftsmen of the 1990
contract.”

Other Changes to the
Residential Contract of Sale

The changes to the
NYSBA/NYSLTA/ABCNY/
NYCLA residential contract of sale
(see appendix C) other than the
Model Mortgage Commitment Con-
tingency Clause are intended to
update the contract of sale and con-
form it to changes suggested by the
cooperative apartment contract of
sale revision process. The
NYSBA/ABCNY Cooperative Apart-
ment Contract of Sale Revision Sub-
committee is in the final stages of
approving extensive revisions to the
ABCNY Cooperative Apartment
Contract of Sale.8 Changes similar to
those described here for the residen-
tial contract have been proposed for
the ABCNY Condominium Contract
of Sale.?
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These changes include additions
to conform the personal property
lists, additions to conform the
escrow clauses, deletion of reference
to the gains tax, addition of a FIRP-
TA withholding certificate, permit-
ting fax notice with respect to closing
checks, permitting attorneys to send
and receive notices on behalf of their
clients, and reference to a lead paint
rider:

vide that the downpayment is Endnotes
to be held in a non-interest 1
bearing account; in most

cases, it should then be placed

in an IOLA account. If the

The form has been printed by Blum-
berg/Excelsior as form A125, dated 11-
96. The principal changes since 1990
were made in 1996: in ] 8a to permit
loans by mortgage bankers and credit
user of the new form makes unions }e;nd in%ﬂ %d deeming application
no change, the downpayment to a mortgage broker to be full compli-
must be placed in an interest- ance.

bearing account. 2. The Clause was unanimously approved

by the Joint Committee of the NYSBA
Title and Transfer Committee, the

5. In ] 6(b) “(with right of con-

1. In { 2 “Chandeliers” are
added because they have
often been the subject of con-
troversy. The parties should
focus specifically on them.
Built-in microwave ovens,

reflect the norm of use of an
interest-bearing account. With
the new form, the draftsper-
son must insert “non” to pro-

tribution)” is added to allow a
claim for contribution by a
party who feels that it should
not have to pay the entire cost
of any indemnification of the
Escrowee.

a complete and fully executed
lead-based paint disclosure,
to be attached to the contract.

ABCNY Committee on Real Property
Law and the NYCLA Real Property
Committee at its March 18, 1998 meeting
(and includes subsequent editorial clari-
fications). The author of this article was
Chair of the Joint Committee. The
Clause was unanimously approved by
the Executive Committee of the Real

like all other built-ins, are 6. Inq 6(b) “ (by att O?n eys s elect- I;io%e;gy Section of the NYSBA on May
included (so those that are not ed by Escrowee)” is added to ;
o ’ allow the Escrowee to select 3. See, e.g., Erie County Contract (1998)
built-in are not included). the attorneys who will defend 10(B)(6); Monroe County Offer to Pur-
.. . chase (3/94) ] 4.

2. Inq 3(5/1/), goc’)’d is inserted Escrowee at the parties 4 Holtzschue, Mortgage Contingency Claus-
before “check” to make clear expense. es: Courts Favor Purchasers, 26 N.Y. Real
that only delivery of a good Prop. L.J. 53, 58 at note 31 (Spring 1998).

y yoras 7. In {7(b) and q 20 “reasonable p-1J ( pring 199)
check will comply with the . 1 “no 1 han 3 5. Holtzschue, Mortgage Contingency Claus-
contract. Erlqr re% aces brlO €ss thal‘l es: Courts Favor Purchasers, 26 N.Y. Real

usiness days” because the Prop. LJ. 53 (Spring 1998).

3. In ] 6(a) “for Seller’s prior requirement was felt to 695 N.Y.S.2d 330 (1999).

iccount and in 6(‘?) be too Fe:?trlctlve.wuh respect The residential, condominium and coop-

although Escrowee is hold- to obtaining closing checks, erative apartment forms are all virtually
ing the Downpayment for and “reasonable prior” notice identical on this point.
Seller’s account, for all other seems to better reflect actual 8. See Blumberg/Excelsior form M 123
purposes” are deleted practice. (10-89).
because the addition of ] 6(f 9. See Blumberg/Excelsior form M 146
(“The party whose attorglle}f i)s 8. In { 16(d) the form expressly (;f95;1m erg/Excelsior form
Escrowee shall be liable for permits the option to the pur-
loss of the Downpayment.”) chaser to provide a withhold- Karl B. Holtzschue is a member
makes the point more clea.rly ing certificate from the LR.S. of the Executive Committee of the

’ Real Property Section, Co-Chair of
. 9. In { 25 Notice by fax is per- . perty .
y p

4. In ] 6(b) the presumption as mitted only with respect t the Title and Transfer Committee,
to holding the escrowed ttred only wWith respect to author of Holtzschue on Real Estate
d 5 . . closing checks. The attorneys

ownpayment in a non inter- 1 thorized (but not Contracts (PLI) and Vol. 1, New
est-bearing account is are also authorize (bu no York Practice Guide: Real Estate
reversed by this change, to req};lfcﬁ tof g}llvg arll.d recellxlle (Matthew Bender), editor of
conform to the old and &n t'e a Od ’::1 el%r ¢ %ents a NYSBA'’s Residential Real Estate
revised cooperative apart- otices anc detveries. Forms on HotDocs (Lexis), and an
ment contracts and to better 10. New q 28(i) adds reference to Adjunct Professor at Fordham Uni-

versity School of Law.

© Karl B. Holtzschue 2000
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Appendix A

Model Mortgage Commitment Contingency Clause for Residential Contract of Sale

(Approved by NYSBA Real Property Section 09/25/00) (Jointly prepared by NYSBA, NYSLTA, ABCNY,
NYCLA) (Blumberg form A 125 dated 11-96))

8. Mortgage Commitment Contingency. (Delete paragraph if inapplicable)

(a) The obligation of Purchaser to purchase under this contract is conditioned upon issuance, on or before
days after a fully executed copy of this contract is given to Purchaser or Purchaser’s attorney in the manner
set forth in paragraph 25 or subparagraph 8(j) (the “Commitment Date”), of a written commitment from an
Institutional Lender pursuant to which such Institutional Lender agrees to make a first mortgage loan, other
than a VA, FHA or other governmentally insured loan, to Purchaser, at Purchaser’s sole cost and expense, of
$__ for a term of at least years (or such lesser sum or shorter term as Purchaser shall be willing to accept)
at the prevailing fixed or adjustable rate of interest and on other customary commitment terms (the “Com-
mitment”). To the extent a Commitment is conditioned on the sale of Purchaser’s current home, payment of
any outstanding debt, no material adverse change in Purchaser’s financial condition or any other customary
conditions, Purchaser accepts the risk that such conditions may not be met; however, a commitment condi-
tioned on the Institutional Lender’s approval of an appraisal shall not be deemed a “Commitment” hereun-
der until an appraisal is approved (and if that does not occur before the Commitment Date, Purchaser may
cancel under subparagraph 8(e) unless the Commitment Date is extended). Purchaser’s obligations hereun-
der are conditioned only on issuance of a Commitment. Once a Commitment is issued, Purchaser is bound
under this contract even if the lender fails or refuses to fund the loan for any reason.

(b) Purchaser shall (i) make prompt application to one or, at Purchaser’s election, more than one Institution-
al Lender for such mortgage loan, (ii) furnish accurate and complete information regarding Purchaser and
members of Purchaser’s family, as required, (iii) pay all fees, points and charges required in connection with
such application and loan, (iv) pursue such application with diligence, and (v) cooperate in good faith with
such Institutional Lender(s) to obtain a Commitment. Purchaser shall accept a Commitment meeting the
terms set forth in subparagraph 8(a) and shall comply with all requirements of such Commitment (or any
other commitment accepted by Purchaser). Purchaser shall furnish Seller with a copy of the Commitment
promptly after receipt thereof.

(c) (Delete this subparagraph if inapplicable) Prompt submission by Purchaser of an application to a mort-
gage broker registered pursuant to Article 12-D of the New York Banking Law (“Mortgage Broker”) shall
constitute full compliance with the terms and conditions set forth in subparagraph 8(b)(i), provided that
such Mortgage Broker promptly submits such application to such Institutional Lender(s). Purchaser shall
cooperate in good faith with such Mortgage Broker to obtain a Commitment from such Institutional
Lender(s).

(d) If all Institutional Lenders to whom applications were made deny such applications in writing prior to
the Commitment Date, Purchaser may cancel this contract by giving Notice thereof to Seller, with a copy of
such denials, provided that Purchaser has complied with all its obligations under this paragraph 8.

(e) If no Commitment is issued by an Institutional Lender on or before the Commitment Date, then, unless
Purchaser has accepted a written commitment from an Institutional Lender that does not conform to the
terms set forth in subparagraph 8(a), Purchaser may cancel this contract by giving Notice to Seller within 5
business days after the Commitment Date, provided that such Notice includes the name and address of the
Institutional Lender(s) to whom application was made and that Purchaser has complied with all its obliga-
tions under this paragraph 8.
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(f) If this contract is canceled by Purchaser pursuant to subparagraphs 8(d) or (e), neither party shall there-
after have any further rights against, or obligations or liabilities to, the other by reason of this contract,
except that the Downpayment shall be promptly refunded to Purchaser and except as set forth in paragraph
27.

(g) If Purchaser fails to give timely Notice of cancellation or if Purchaser accepts a written commitment
from an Institutional Lender that does not conform to the terms set forth in subparagraph 8(a), then Pur-
chaser shall be deemed to have waived Purchaser’s right to cancel this contract and to receive a refund of
the Downpayment by reason of the contingency contained in this paragraph 8.

(h) If Seller has not received a copy of a commitment from an Institutional Lender accepted by Purchaser
by the Commitment Date, Seller may cancel this contract by giving Notice to Purchaser within 5 business
days after the Commitment Date, which cancellation shall become effective unless Purchaser delivers a copy
of such commitment to Seller within 10 business days after the Commitment Date. After such cancellation
neither party shall have any further rights against, or obligations or liabilities to, the other by reason of this
contract, except that the Downpayment shall be promptly refunded to Purchaser (provided Purchaser has
complied with all its obligations under this paragraph 8) and except as set forth in paragraph 27.

(i) For purposes of this contract, the term “Institutional Lender” shall mean any bank, savings bank, pri-
vate banker, trust company, savings and loan association, credit union or similar banking institution
whether organized under the laws of this state, the United States or any other state; foreign banking corpo-
ration licensed by the Superintendent of Banks of New York or regulated by the Comptroller of the Curren-
cy to transact business in New York State; insurance company duly organized or licensed to do business in
New York State; mortgage banker licensed pursuant to Article 12-D of the Banking Law; and any instrumen-
tality created by the United States or any state with the power to make mortgage loans.

(j) For purposes of subparagraph 8(a), Purchaser shall be deemed to have been given a fully executed copy
of this contract on the third business day following the date of ordinary or regular mailing, postage prepaid.
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Appendix B

Notes on Mortgage Commitment Contingency Clause for Residential Contract of Sale

(Approved by NYSBA Real Property Section 09/25/00) (Blumberg form A 125 dated 11-96))
(Jointly prepared by NYSBA, NYSLTA, ABCNY, NYCLA)

1. WARNING: the mortgage commitment contingency clause for the Residential Contract of Sale is a bar associa-
tion form that attempts to provide a mechanism that makes the rights and obligations of the parties clear in
sales of residences in ordinary circumstances. It should be reviewed carefully by Seller and Purchaser and their
attorneys in each and every transaction to make sure that all the provisions are appropriate for that transaction.
Negotiated modifications should be made whenever necessary.

2. Under the clause, the obligation of Purchaser to purchase under the contract of sale is contingent on Purchas-
er’s obtaining a mortgage commitment letter from an Institutional Lender within the number of days specified
for the amount specified. This refers to calendar days. Seller’s attorney should state his/her calculation of the
Commitment Date in the letter delivering the executed contract to Purchaser’s attorney, to prevent confusion
later. Purchaser should promptly confirm or correct that date. In applying for a loan, Purchaser should inform
its lender of the scheduled date of closing in the contract and request that the expiration date of the commit-
ment occur after the scheduled date of closing. Purchaser must comply with deadlines and pursue the applica-
tion in good faith. The commitment contingency is satisfied by issuance of a commitment in the amount speci-
fied on or before the Commitment Date, unless the commitment is conditioned on approval of an appraisal. If
the commitment is conditioned on approval of an appraisal and such approval does not occur prior to the Com-
mitment Date, Purchaser should either cancel the contract or obtain an extension of the Commitment Date. If
the commitment is later withdrawn or not honored, Purchaser runs the risk of being in default under the con-
tract of sale with Seller.

3. If there are loan terms and conditions that are required or would not be acceptable to Purchaser, such as the
interest rate, term of the loan, points, fees or a condition requiring sale of the current home, those terms and
conditions should be specified in a rider.

4. This clause assumes that initial review and approval of Purchaser’s credit will occur before the commitment let-
ter is issued. Purchaser should confirm with the lender that this is the case before applying for the commitment.

5. If, as has been common, the commitment letter itself is conditioned on sale of Purchaser’s home or payment of
any outstanding debt or no material adverse change in Purchaser’s financial condition, such a commitment will
satisfy the contract contingency nonetheless, and Purchaser will take the risk of fulfilling those commitment
conditions, including forfeiture of the downpayment if Purchaser defaults on its obligation to close. Under New
York case law, a defaulting purchaser may not recover any part of the downpayment, and Seller does not have
to prove any damages. If Purchaser is not willing to take that risk, the clause must be modified accordingly.

6. Purchaser may submit an application to a registered mortgage broker instead of applying directly to an Institu-
tional Lender.

7. This clause allows Seller to cancel if a commitment is not accepted by Purchaser by the Commitment Date,
unless Purchaser timely supplies a copy of the commitment, to allow Seller the option to avoid having to wait
until the scheduled date of closing to see if Purchaser will be able to close. Seller may prefer to cancel rather
than to wait and settle for forfeiture of the downpayment if Purchaser defaults. Because of Seller’s right to can-
cel, Purchaser may not waive this contingency clause. This clause means that Purchaser is subject to cancella-
tion by Seller even if Purchaser is willing to risk that he/she will obtain the Commitment after the Commitment
Date. Some Purchasers may not want to be subject to such cancellation by Seller.

8. Purchaser may want to add to paragraph 22 that Purchaser’s reimbursement should include non-refundable
financing and inspection expenses of Purchaser, which should be refunded by Seller if Seller willfully defaults
under the contract of sale [alternative: if Seller is unable to transfer title under the contract of sale].

Joint Committee on the Mortgage Contingency Clause:

¢ Real Property Section of the New York State Bar Association

® Real Property Law Committee of the Association of the Bar of the City of New York
¢ Real Property Committee of the New York County Lawyers Association
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Appendix C

Proposed Modifications to Residential Contract of Sale

(Blumberg form A 125 dated 11-96) (Jointly prepared by NYSBA, NYSLTA, ABCNY, NYCLA) [to conform to pro-
posed new NYSBA coop contract form]

q2: add “chandeliers” after “lighting and cooking fixtures”,add “and counters” after “kitchen cabinets”, and
add “built-in microwave oven” after “oven” [new coop 1.11]

3(a): add “good” before “check” [new coop 2.2.1]

q6(a): delete “for Seller’s account” in 2nd line [see T6(f)]

q6(a): add “address:” in the blank space at the left margin [new coop 1.25]
):

q6(a): delete “(not)(Delete if inapplicable)” and replace “an” with “a(n) ___" [reversing the presumption from
the 1990 and 1996 forms!] [new coop 1.25]

q6(b): delete “, although Escrowee is holding the Downpayment for Seller’s account, for all other purposes”

[see T6(f)]
q6(b): add “(with right of contribution)” after “severally” in 8th line [new coop 27.3]
q6(b): add “(by attorneys selected by Escrowee)” after “defend” in 8th line [new coop 27.3]

q6(f): add “(f) The party whose attorney is Escrowee shall be liable for loss of the Downpayment.” [new coop
27.2]

q7(b): in the 5th line, replace “no less than 3 business days” with “reasonable prior” [new coop 2.2.2]
8: replace with Model Mortgage Commitment Contingency Clause
q16: delete (c) [re gains tax] and renumber the remaining subparagraphs [old coop 10.4]

q16(d): add the following at the end of the first sentence: “or a withholding certificate from the LR.S.” and
replace “certification” with “certificate” throughout (d) [new coop 25]

q20: “in the 14th line, insert “reasonable prior” before “notice” and delete “given not less than 3 business days
before Closing,” [new coop 2.2.2]

q25: add “or (c) with respect to 7(b) or 120, sent by fax to the party’s attorney. Each notice by fax shall be
deemed given when transmission is confirmed by the sender’s fax machine. A copy of each notice sent to a party
shall also be sent to the party’s attorney. The attorneys for the parties are hereby authorized to give and receive on
behalf of their clients all Notices and deliveries.” [new coop 17.5 and 17.7]

128(i): add “(i) If applicable, the complete and fully executed disclosure of information on lead-based paint
and/or lead-based paint hazards is attached hereto and made a part hereof.” [new coop 30]
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The Guaranty Agreement in Loan Transactions

By William P. Gardella

Guaranty agreements are fre-
quently provided in loan transac-
tions. While they are not at all
uncommon, it is probably fair to say
that in virtually every transaction the
guarantor and the lender each hopes
that the agreement will never need
to see the light of day, much less the
illumination of a courtroom. This
article reviews the principles under-
lying guaranty agreements in loan
transactions and discusses guaranty
agreements that have received judi-
cial review.

As a starting point, a guaranty
can be defined as an agreement to be
responsible for the obligation of
another party.! A guaranty arrange-
ment involves three parties: the
guarantor—the party who agrees to
be responsible for another’s obliga-
tion, the principal debtor or primary
obligor—the party whose obligation
is guaranteed, and the obligee or
creditor—the party who obtains the
benefit of the guaranty. The extent of
a guarantor’s obligations will be the
same as the principal’s unless the
guaranty agreement provides for a
broader or narrower scope of liabili-
ty.2 A guaranty agreement is some-
times confused with an indemnity
contract, but a guaranty can be dis-
tinguished from a contract of indem-
nity in that an indemnity, unlike a
guaranty, does not run in favor of a
creditor. An indemnity runs instead
to a third person who is or will
become a debtor as a result of the
imposition of a contingent liability.3

Guaranty agreements are subject
to the same rules of interpretation
that apply to other contracts;* how-
ever, in accordance with the statute
of frauds a guaranty agreement must
be in writing in order to be
enforced.> A guaranty, like other
agreements, must be supported by
consideration. Although the agree-
ment normally recites the considera-
tion supporting the guaranty, the

consideration does not need to be
expressed in the agreement. The con-
sideration may be inferred from the
facts.6 For example, if the circum-
stances surrounding a guaranty
arrangement show that the guaranty
was given in exchange for a promise
to advance funds to a borrower and
the lender did advance the funds,
courts have held that there is valid
consideration to support the guaran-

ty.”

“While [guaranty agree-
ments] are not at all
uncommon, it is probably
fair to say that in virtually
every transaction the
quarantor and the lender
each hopes that the
agreement will never need
to see the light of day,
much less the illumination
of a courtroom.”

If the guaranty is given in con-
sideration of loans that were already
made to the principal debtor, the
“past” consideration should be
expressed in the guaranty agree-
ment. The New York General Obliga-
tions Law provides that a written
agreement shall not be denied effect
on the grounds that the considera-
tion is past, so long as the considera-
tion is expressed in the written
agreement, the consideration was
actually provided, and the past con-
sideration would otherwise consti-
tute valid consideration.8 If the prior
loans are not expressed in the writ-
ten agreement as the consideration
supporting the guaranty, the creditor
cannot rely on the General Obliga-
tions Law and therefore the prior
loans as the consideration to support
the guaranty agreement.”

A guarantor is not liable unless
the principal debtor is.10 A guarantor
may, therefore, raise the defense of
failure of consideration. A guarantor,
though, when sued alone, may not
raise an independent defense that
exists in favor of the principal
debtor. If a guarantor were able to
do so, the principal would be
deprived of the ability to assert its
own defense.!! This means, for
example, that if a guarantor is sued
alone, the guarantor cannot assert a
defense of fraud or breach of war-
ranty that exists in favor of the prin-
cipal debtor. Those are independent
causes of action that may not be
raised by the guarantor unless the
principal consents. If the guarantor
controls the principal, it has been
held that such consent is pre-
sumed.12

Guaranty agreements will be
strictly construed. This rule of strict
construction means that a court will
protect a guarantor against an obli-
gation that is not clearly included
within the terms of the guaranty
agreement.!3 This rule requires that
the guaranty obligation may not be
extended beyond the plain and
explicit meaning of the agreement,
but it does not mean that a guaran-
tor is entitled to any particular “ten-
derness” in the interpretation of its
agreement.14

There are various types of guar-
anty agreements. Although different
terminology is used, in loan transac-
tions the significant distinction in
type is that between a guaranty of
payment and a guaranty of collec-
tion.1> That difference determines
when the creditor may seek recovery
from the guarantor. If a guaranty of a
loan is a guaranty of collection,
before the lender may bring an
action against the guarantor, the
lender must produce evidence that it
made every reasonable effort to
recover the amount owed on the
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underlying obligation from the
debtor.1® In the context of a mortgage
loan transaction, the lender must
foreclose and obtain a deficiency
judgment (to the extent permitted by
the loan documents) before the
lender may proceed against a guar-
antor of collection.1” If the guaranty
is a guaranty of payment, the lender
does not need to first take enforce-
ment action against the debtor before
proceeding against the guarantor.
Once a default has arisen on the
guaranteed obligation, the holder of
a guaranty of payment may proceed
against the guarantor without first
seeking recovery from the debtor.18

A mortgage lender who holds a
guaranty of payment will usually
bring an action against the debtor
and the guarantor at the same time.
The guarantor is a proper party to a
foreclosure action in New York since
the Real Property Actions and Pro-
ceedings Law provides that “any
person who is liable to the plaintiff
for the payment of a debt secured by
a mortgage may be made a defen-
dant in the action.”1?

If a mortgage lender bids the full
amount of the debt in the foreclosure
proceeding, the lender may not sub-
sequently bring an action against a
guarantor. The lender cannot later
claim that the value of the property
was less than the amount of the debt.
The lender’s act of bidding the full
amount of the debt at the foreclosure
sale constitutes the complete satisfac-
tion of the debt, and thereby relieves
the guarantor of further liability on
its guarantee.20 If there is a shortfall
between the amount of the debt and
the value of the mortgaged property,
in order to reserve rights against a
guarantor, a foreclosing lender must
move for a deficiency judgment at
the time the lender moves for an
order confirming the sale.?!

These rules related to bidding at
a foreclosure sale exist to protect bor-
rowers and guarantors. A lender will
not be permitted to seek recovery
from the guarantor if the court is not
able to determine the proper amount

of the deficiency. The court must
establish and credit the debtor with
the fair and reasonable market value
of the property and not merely what-
ever sum may have been bid at the
foreclosure sale.?2

A guaranty of a loan will usually
state whether it is a guaranty of pay-
ment or a guaranty of collection.
While that express acknowledgment
is desirable to remove ambiguity, the
agreement is not fatally defective if it
does not include such a statement.
When the agreement does not speci-
fy whether it is a guaranty of pay-
ment or a guaranty of collection, a
court will look to the intention of the
parties as reflected in the agreement.
If the agreement evidences an inten-
tion to require the guarantor to pay
immediately upon the occurrence of
an event of default by the debtor, the
court will conclude that it is a guar-
anty of payment. If the agreement
evidences an intention that the guar-
antor will only be required to pay
after attempts to obtain payment
from the debtor have failed, a court
will conclude that the guarantor is a
guarantor of collection.?

The use of certain words in guar-
anty agreements has caused confu-
sion on the issue of whether the
agreement is a guaranty of payment
or a guaranty of collection. To illus-
trate, an agreement reviewed by a
court provided that the guarantor
would guaranty the full, prompt and
“ultimate” payment of several notes
and any renewals of those notes.
When the lender attempted to
enforce the guaranty, the guarantor
focused on the words “ultimate pay-
ment,” and claimed that they evi-
denced an intention that the agree-
ment was a guaranty of collection.
The court acknowledged that those
words caused confusion. The court
held, however, that the word “ulti-
mate” was intended to include the
payment of all notes within the
scope of the guaranty, including
notes finally or “ultimately” given in
renewal of the original notes. The
word “ultimate,” the court reasoned,
was not used to limit the guaranty to

loans that remained unpaid after
diligent efforts to collect them had
been made.2*

A guaranty of one-half of any
loss suffered by a lender as a result
of mortgage loans made to a borrow-
er which result in foreclosure and
the sale of the mortgaged property
was held to be a guaranty of collec-
tion. The court interpreting that
agreement stated that pursuant to
the terms of the agreement, a foreclo-
sure is a condition precedent to the
lender’s ability to take enforcement
action against the guarantor. As a
result, the court concluded that it
was a guaranty of collection.?

“The use of certain words
In gquaranty agreements
has caused confusion on
the issue of whether the
agreement is a quaranty
of payment or a quaranty
of collection.”

Once a guaranty is furnished
questions may arise as to whether
the primary obligation that is guar-
anteed may be modified without
affecting the guaranty. As a general
rule, the underlying obligation may
not be modified without the guaran-
tor’s consent. If the underlying obli-
gation is modified without the guar-
antor’s consent the guarantor is
released.?6 Courts will not permit the
debtor and creditor to substitute a
new obligation in place of the origi-
nal obligation without the guaran-
tor’s consent.?”

An obligation is modified for
purposes of this rule if the creditor
can no longer enforce the original
obligation against the principal
debtor, and can only enforce the
amended or substitute obligation. If
the principal debtor has the right to
raise the new contract as a defense to
the enforcement of the original, the
guarantor is released unless it con-
sented to the modification of the
original contract.28 Conversely, if the
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principal debtor is not bound by the
amended contract (for example, due
to the absence of consideration for
the amended contract), and is still
bound by the original agreement, the
guarantor is not released of its obli-
gation to guaranty the original
agreement.?? The guarantor can con-
sent to such modifications, even in
advance.30 That consent is often pro-
vided in the guaranty agreement.

When the debtor and creditor
agree to extend the maturity date of
the debt without the guarantor’s
consent, the general rule is that the
guarantor is released. If, on the other
hand, the creditor merely acts with
leniency in enforcing the debt, the
guarantor is not released. The deter-
mining factor is whether the creditor
may still enforce the original obliga-
tion against the debtor. If the creditor
retained the right to enforce the orig-
inal obligation against the debtor in
spite of the indulgence granted to
the debtor, the guarantor is not
released.3! Where the creditor’s
indulgences are sufficient to provide
the debtor with a legally enforceable
defense to the original obligation, the
guarantor will be released unless it
consented to the modification of the
original obligation.32

If a creditor releases the debtor,
the guarantor is also released unless
the guarantor consented to the
release. The guarantor’s consent may
be obtained in advance, and it fre-
quently is through a provision in the
guaranty agreement. New York
courts have consistently upheld the
enforceability of such provisions in
guaranty agreements.33

Alender in a New York case
obtained guaranty agreements of the
same loan from several guarantors.
The borrower defaulted and the
lender commenced an action against
the borrower and several of the
guarantors. The lender eventually
released the borrower and several,
but not all, of the guarantors. At the
time the lender released those par-
ties, it did not expressly reserve

rights to proceed against one of the
guarantors. When the lender brought
an action against that guarantor, the
guarantor asserted that in accor-
dance with the terms of the New
York General Obligations Law,3* the
lender’s failure to reserve rights
against the guarantor resulted

in a complete discharge of the guar-
antor.3> The lender claimed that the
guarantor was not discharged
because the guaranty agreement con-
tained an explicit acknowledgment
that the debtor and the guarantors
could be released. The court held
that although the terms of the New
York General Obligations Law
would appear to support the guaran-
tor’s argument, the statute does not
apply where the guarantor has con-
sented to the release of the debtor
and of other guarantors. The court
found such consent in the guaranty
agreement.36

“... New York courts
have upheld broad waiver
provisions in guaranty
agreements.”

A construction lender in another
New York case held a guaranty of
payment of a loan. In order to permit
the long-term loan to be funded and
thereby repay most of the construc-
tion loan, the construction lender
marked the guaranteed note “paid”
and satisfied the mortgage. The bor-
rower still owed the construction
lender approximately $40,000
because the long-term lender held
that portion of its loan proceeds in
escrow to secure the completion of
unfinished work. The construction
lender brought an action on the
guaranty to recover the $40,000. The
guarantor claimed that the construc-
tion lender’s act of satisfying and
releasing the debt and the collateral
resulted in the guarantor’s release.
The court disagreed, pointing out
that the guaranty agreement con-
tained a provision that authorized
the construction lender to release the
debt and the collateral without

affecting the guarantor’s obligations
to the lender.3”

These cases show that New York
courts uphold provisions in guaran-
ty agreements in which the guaran-
tor consents to the release of the bor-
rower. Moreover, New York courts
have upheld broad waiver provi-
sions in guaranty agreements. A
New York court focused on a guar-
anty agreement that provided that
the guarantor’s obligations would be
unconditional and irrevocable
regardless of the validity, legality or
enforceability of the loan agreement.
The agreement also stated that the
guarantor would be liable in spite of
the absence of any action by the
lender to enforce the loan agreement,
and any other circumstance that
would otherwise constitute a legal or
equitable discharge or defense of a
guarantor. The court upheld the
enforceability of the waiver provi-
sion, concluding that it would defeat
the guarantor’s claim that it was
released from its obligations under
the guaranty when the creditor
released the debtor.38 A guarantor’s
waiver of rights of setoff has also
been upheld.?

Guarantors have claimed that
they should be released in situations
where the lender gave up safeguards
in the loan documents to the guaran-
tor’s prejudice. This argument has
been rejected by New York courts in
situations where the guaranty agree-
ment contained a waiver of defenses
provision.0 To illustrate, a guarantor
agreed in the guaranty agreement, to
the lender’s “taking or omission of
any of the actions referred toin . . .
the [loan agreement].” The guarantor
also agreed that “any failure, omis-
sion or delay on the part of the Bank
to enforce, assert or exercise any
right, power or remedy conferred on
the Bank” would not release the
guarantor. The court upheld the
waiver contained in the guaranty.
The court concluded that commercial
agreements would be disrupted if
lender safeguards in loan documents
were transformed into shields for
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guarantors. The court also relied on
the fact that the loan documents pro-
vided that they were solely for the
benefit of the borrower and the
lender and that no other person
would have any rights, benefits or
interest in the documents. According
to the court, the guarantor and not
the lender must be responsible for
borrower’s failure to perform.4! Sim-
ilar waiver provisions have also been
used to defeat arguments by guaran-
tors that the creditor did not act
promptly in attempting to recover
from the principal while it was still
possible to do so0,42 but different
results have been reached in transac-
tions subject to the Uniform Com-
mercial Code.#3

A guarantor is entitled to rights
of subrogation, the equitable princi-
ple that is intended to afford a per-
son who pays the debt or performs
the obligation of another party the
opportunity to be reimbursed in
full.# In the context of a guaranty,
upon paying the debt of the princi-
pal debtor the guarantor is entitled
to the assignment of all of the collat-
eral taken and held by the creditor
and an assignment of the debt.4>
Many forms of guaranty agreements
either provide that the guarantor
waives its rights of subrogation or
that the guarantor will not exercise
its subrogation rights until all
amounts payable under the guaranty
agreement have been paid in full.

A recent case illustrated the
application of a guarantor’s subroga-
tion rights to the detriment of the
lender. The lender held a first mort-
gage and a second mortgage on the
same property. The lender also held
an individual’s guaranty of the pay-
ment of the first mortgage. The indi-
vidual did not guaranty the second
mortgage. When the borrower
defaulted on the first mortgage loan,
the lender called on the guarantor to
pay in accordance with its obliga-
tions under the guaranty agreement.
In response, the guarantor asked the
lender for an assignment of the first
mortgage before it paid the amount
owed under the guaranty agreement.

The lender refused, apparently real-
izing that its rights under the second
mortgage would be impaired if the
guarantor held the first mortgage.
The trial court ruled for the lender,
holding that there was no guaranty
agreement since the agreement
before the court stated that the indi-
vidual was a primary obligor and
not merely a guarantor. The trial
court accepted the defendant’s argu-
ment that it was a joint obligor and
not a guarantor, which may have
been advanced in an attempt to
avoid the consequences of subroga-
tion.

“There are limits to the
enforceability of quaranty
agreements even though
the agreements state that
they are absolute and
unconditional.”

An appellate court reversed.
According to the appellate court,
when a secondary obligor is obligat-
ed to pay the debt of another, the
secondary obligor has guaranty or
suretyship status.4¢ The key to such
status is that the secondary obligor
has a duty to perform an obligation
which, as between the primary oblig-
or and the secondary obligor, ought
to be performed by the primary
obligor. In order to determine
whether there is a surety relation, the
court stated that it must look to the
substance of the transaction and not
the mere words of the agreement.
The trial court, according to the
appellate court, placed too much
emphasis on the portions of the
agreement that provided that the
guarantor was a “primary obligor”
and not a mere surety. The appellate
court concluded that the document
signed by the individual was a guar-
anty, and as a guarantor the individ-
ual was entitled to rights of subroga-
tion. Since the court held that the
individual guarantor had rights of
subrogation, the guarantor was enti-
tled to an assignment of the first
mortgage. That mortgage, now held

by the guarantor, could be foreclosed
to extinguish the lender’s rights
under the second mortgage. The
result may have been different, the
court noted, if the case involved a
single mortgage securing several
obligations and if the guarantor had
guaranteed only one of them.#”

There are limits to the enforce-
ability of guaranty agreements even
though the agreements state that
they are absolute and unconditional.
Two potential areas of limitation are
fraudulent misrepresentation claims
and fraudulent conveyance claims.
The standard that the guarantor
must meet in order to avoid its guar-
anty obligation on the basis of a
fraudulent misrepresentation claim
is high. It has been held that unless
there is clear proof that the lender
was guilty of “fraudulent conceal-
ment or misrepresentation or circum-
stances inconsistent with a bona fide
transaction,” the guaranty may not
be set aside.*8 Courts impose duties
of awareness and inquiry on the
guarantor. Therefore, to constitute
fraud, mere silence on the part of the
creditor must be tantamount to the
affirmation of a state of affairs which
does not exist and which would
have the effect of deceiving or
defrauding the guarantor. Further-
more, a creditor does not have a
duty to disclose facts that the guar-
antor could have obtained.#

To illustrate, a guarantor asked
the lender about the value of the col-
lateral for a loan before signing a
guaranty. In response to the guaran-
tor’s question, the lender disclosed
that it was holding stock that the
debtor provided as collateral. When
the guarantor asked the lender what
the value of the stock was, the lender
referred the guarantor to the normal
market price of the stock. The lender,
however, did not inform the guaran-
tor that the particular shares of stock
it held as collateral were restricted.
The lender knew that since restricted
stock cannot be traded without first
being registered in accordance with
the securities laws, its value was
actually less than the market value
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of unrestricted shares. Given those
circumstances, the court held that
the lender’s conduct would relieve
the guarantor of its obligations
under the guaranty.>0

The guaranty agreement in a
case dealing with a similar issue list-
ed collateral held by the lender. The
lender, however, had previously
released a significant portion of the
collateral listed in the guaranty
agreement and did not disclose that
fact to the guarantor at the time the
guaranty was signed. The court
found that the lender was responsi-
ble for creating the false impression
that the collateral described in the
guaranty agreement would secure
the debt, and that the lender knew
the guarantor was relying on the
adequacy of the listed collateral
when he provided the guaranty. The
facts before the court also indicated
that the lender had reason to believe
that the guarantor would not have
executed the guaranty had it known
that a significant portion of the secu-
rity had been released. The court
held that the lender’s conduct
amounted to constructive, if not
actual fraud, and as a result the
lender could not enforce the guaran-

ty.51

In another New York case a
guarantor claimed that it should be
relieved of its obligations because
the lender failed to disclose a materi-
al adverse change in debtor’s finan-
cial condition despite the guaran-
tor’s express inquiry. According to
the court, under certain circum-
stances a lender’s conduct can result
in the release of the guaranty but in
the absence of a clear showing that
the lender was guilty of fraudulent
concealment or misrepresentation,
the guaranteed obligation should not
be avoided. Furthermore, the court
concluded that the lender was not
under a duty to disclose infor-
mation that the guarantor could
have obtained. A guarantor cannot,
according to the court, close his eyes
and fail to seek relevant information.
Since the facts regarding the debtor’s

financial condition were not pecu-
liarly within the lender’s knowledge,
the court held that the lender did not
have a duty to advise the guarantor
of the borrower’s financial
condition.>2

A New York court has also held
that the terms of the guaranty agree-
ment itself can defeat a claim of
fraud in the inducement. The guar-
anty agreement stated that the obli-
gation of the guarantors was
absolute and unconditional regard-
less of any other agreement or cir-
cumstance which might otherwise
constitute a defense. In response to
the guarantors’ claim of fraud in the
inducement, the court held that the
terms of the guaranty precluded a
claim that the lender fraudulently
induced the guarantors to enter into
the guaranty agreement by the
lender’s alleged oral promise to lend
additional funds.

Fraudulent transfers involve
transferring assets or incurring liabil-
ities with actual intent to hinder,
delay or defraud,> or transferring
assets or creating liabilities in a con-
structively fraudulent manner.55 In
order for a guaranty to constitute a
constructive fraudulent transfer
under the U.S. Bankruptcy Code
three conditions must be met. First,
the transfer must be made or the
obligation must be incurred within
one year before the date of the filing
of the bankruptcy petition.5¢ Second-
ly, the guarantor must have received
less than reasonably equivalent
value in exchange for the guaranty.5”
The final requirement is that one of
the following conditions must be
met: (i) the guarantor was insolvent
at the time the obligation was
incurred or the guarantor was ren-
dered insolvent as a result; (ii) the
guarantor was engaged in a business
or a transaction or was about to
engage in a business or transaction
with an unreasonably small amount
of capital; or (iii) the guarantor
incurred debts or believed it would
incur debts beyond its ability to
repay them as they matured.>® A six-

year statute of limitations applies to
New York’s fraudulent conveyance
statute.>

With respect to guaranty agree-
ments then, a requirement for a
fraudulent conveyance under the
U.S. Bankruptcy Code is a finding of
one of the three elements summa-
rized in (i), (ii) and (iii) above. Those
elements relate to the guarantor’s
financial condition. It should be
unusual to find any of those ele-
ments in a situation where a lender
is requesting a guaranty from a
financially strong entity and even
more unusual for a guarantor’s
financial statements to reflect any-
thing but the contrary. Additionally,
courts have held that when evaluat-
ing a guarantor’s financial condition
the value of its subrogation rights
should be considered.®® Subrogation
rights should be valuable in the con-
text of a guaranty of payment but
those rights may not be valuable to a
guarantor of collection since, by defi-
nition, the guarantor will only be
required to pay after the creditor has
exhausted its remedies against the
principal debtor.6! While subrogation
rights may have value for purposes
of accessing the guarantor’s financial
condition, including waivers of the
guarantor’s subrogation and indem-
nification®? rights in guaranty agree-
ments was suggested as a result of
the Deprizio decision.®3 Relief from
the Deprizio decision was provided
to creditors by an amendment to the
Bankruptcy Code®* that became
effective in 1994, although there have
been court decisions that suggest
that there may be benefits to the con-
tinued use of “Deprizio” waivers in
some contexts.65

In addition to a finding of one of
the three elements listed above relat-
ed to the guarantor’s financial condi-
tion, to find a fraudulent conveyance
the guarantor must receive less than
reasonably equivalent value for pro-
viding the guaranty. Finding reason-
ably equivalent value should not be
difficult in situations where a part-
ner, stockholder or other owner of an
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entity provides a guaranty of the
entity’s obligations. The owner, by
providing the guaranty, is protecting
or enhancing the value of its invest-
ment in the entity.¢ Every guaranty
arrangement may not involve a par-
ent-subsidiary relationship, and
therefore, finding reasonably equiva-
lent value in those situations is not
always obvious. However, even if
there is no parent-subsidiary rela-
tion, courts have concluded that rea-
sonably equivalent value may exist.
It has been held, for example, that a
debtor may receive fair consideration
even though the consideration for
the property or obligation initially
goes to a third party since considera-
tion given to the third party may
ultimately confer an economic bene-
fit on the debtor.6”

“... New York courts can
be expected to abide by
the intention of the
parties as reflected in a
carefully prepared
quaranty agreement.”

Having considered these princi-
ples and cases, one can conclude that
New York courts can be expected to
abide by the intention of the parties
as reflected in a carefully prepared
guaranty agreement. In the absence
of highly unusual circumstances and
provided a creditor does not accept a
guaranty from a financially troubled
guarantor, the provisions of the
guaranty agreement should be
upheld. While there is no “guaranty”
of this result, there is a fair degree of
confidence.
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“Vouching-In”: The Key to the Sublessor’s Defense of a
Sublessee’s Warranty of Habitability Counterclaim

By Edward D. Loughman, lli

A sublessor is faced with a
dilemma when a sublessee defends a
non-payment proceeding with a
counterclaim alleging a violation of
the warranty of habitability. If the
claim has any validity, the responsi-
bility may ultimately lie with the
landlord. If it has no validity, the ten-
ant/sublessor needs the landlord’s
testimony. Procedurally, his ability to
involve the landlord or managing
agent in the summary proceeding is
limited. Politically, suing the manag-
ing agent or the landlord may not be
the wisest. Withholding rent not only
has political ramifications, but can
also result in eviction. Moreover, if
the tenant is the owner of a co-opera-
tive apartment, it may result in can-
cellation of the stock and lease and
foreclosure proceedings by the hold-
er of the tenant co-op loan. Vouch-
ing-in the landlord may be the key.

“Vouching in” is the common
law predecessor to modern
impleader statutes.! Prior to the
development of impleader, a defen-
dant having a claim over against
another responsible person had to
defend and then, if unsuccessful,
seek indemnification by suing the
responsible party. Under the doctrine
of vouching-in, the defendant gives
the responsible party notice of the
lawsuit and invites it to take over the
defense. The responsible party can
either choose to intervene and con-
trol the defense or be bound by the
consequences. If there is a judgment
adverse to the defendant and the
third party has a duty to indemnify,
the third party will be bound by the
judgment. Unlike impleader, howev-
er, the third party is not immediately
bound; a second lawsuit is needed
but the third party is estopped from
contesting the validity of the judg-
ment against the defendant.

Although impleader makes the
third party a party to the action
obviating the need for a second
action, it is not always available.
Summary proceedings to evict are
special proceedings so impleader is
not available without court order.2
Moreover, not only does the motion
add time to the process but so does
the impleader if leave is given. To a
cooperative shareholder needing the
rent to pay maintenance and the co-
op loan, the delay could be fatal.

“Politically, suing the
managing agent or the
landlord may not be the
wisest.”

Especially if the co-op or manag-
ing agent has been trying to address
the problem that is giving rise to the
subtenant’s claim of violation of the
warranty of habitability, the tenant/
sublessor may be reluctant to make
the landlord an adversary by
impleading it. Not only may this
impede the cooperative’s desire to
resolve the problem quickly but it
may come back to haunt the tenant
when he or she later needs the
approval of the co-op board to sell or
sub-lease the apartment.3

Unfortunately, what may work
for the subtenant may not work for
the tenant. Typically, tenants faced
with warranty of habitability issues
withhold rent. Indeed, that is likely
the subtenant’s rationale in our sce-
nario. The co-operative tenant, how-
ever, does so at his or her peril. Not
only does the co-operative tenant
face cancellation of the leasehold and
cancellation of his or her stock,* but
faces the threat of foreclosure as
well. Most lenders to the purchasers
of co-op apartments require some

sort of recognition agreement in
which the co-op is obligated to give
the lender notice when the borrower
fails to pay maintenance. Not only is
this failure a default under most
notes and security agreements, but
because the co-op’s claim for mainte-
nance has priority over the lender’s
lien,5 the default is taken very seri-
ously. Accordingly, this tack should
not be taken without consideration
of the consequences.

Finally, defending the counter-
claim and then going after the land-
lord is dangerous. Not only does it
mean litigating the warranty of hab-
itability issue twice, but the results
are not guaranteed to be identical.
Absent vouching in or impleader, the
landlord is not bound by the prior
finding and is entitled to contest it.
Even if the subtenant cooperates and
testifies in the second action, his zeal
may be lessened by his successful
judgment against the tenant. The
landlord’s side is now likely to be
vigorously defended. Indeed, the
subtenant’s earlier success may well
have been helped by the landlord’s
less than eager assistance as witness.
If vouched-in however, the land-
lord’s lack of cooperation will pre-
clude it from challenging the sub-
tenant’s claims later.

There is no formalized proce-
dure to effect vouching-in, only that
the defendant give the responsible
parties notice of the proceeding and
the opportunity to take over the
defense.® Even though the notice
could be oral,” written notice is well
advised. Notice should be accompa-
nied by a copy of the counterclaim,?
detailing the status of the proceed-
ing. Although in most warranty of
habitability situations the landlord is
likely to have already been contacted
by the tenant or subtenant, when a
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warranty of habitability claim is
expected, it is advisable to memorial-
ize the notice even before the sum-
mary proceeding is commenced. Not
only should affidavits of service of
the notice be prepared but personal
delivery or certified mail, return
receipt requested is suggested.

If the landlord accepts the offer
to take over the defense, the tenant
must allow the landlord to control
the litigation of the counterclaim (or
intervene). Failure to allow the land-
lord control can undo the process
and the landlord will not be bound
by the first adjudication.” If the land-
lord takes control it is bound by the
judgment and would be liable to the
tenant/sublessor for any judgment
or offset in favor of the subtenant.

“Vouching-in protects
the sublessor from
inconsistent judgments
and encourages
cooperation from the
landlord.”

If the landlord does not accept
the offer, the landlord is estopped
from challenging the resulting judg-
ment. Although the tenant must still
sue the landlord, the only issue is
whether the landlord is bound to
indemnify the tenant. The warranty
of habitability is implied in every
lease and cannot be waived.10 If the
premises were uninhabitable by the
subtenant, they would be uninhabit-
able by the tenant. Even though
there is caselaw to the effect that an
out-of-possession tenant/sublessor
can not raise the warranty of habit-
ability as a defense to a non-pay-
ment proceeding,!! that does not pre-
clude a claim of implied indemnity
by the tenant/sublessor against the
landlord. Although the warranty
exists between sublessor and sub-

tenant, the primary duty is by the
landlord. Having discharged the
duty owed by the landlord, the ten-
ant/sublessor is entitled to indemni-
ty from the landlord.!2 Thus, unless
the inhabitability was caused by
what the tenant did, rather than
what the landlord did (or did not
do) the second action may well be
resolved by summary judgment.

Conclusion

Vouching-in protects the subles-
sor from inconsistent judgments and
encourages cooperation from the
landlord. If the landlord fails to
cooperate in the defense of the sub-
lessee’s counterclaim for violation of
the warranty of habitability, it does
so at its peril because any victory by
the sublessee binds the landlord.
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