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The Equitable Mortgage: Its Creation,
Enforceability and Lien Priority

By Joel David Sharrow

Most practitioners are familiar
with a duly executed and acknowl-
edged recorded mortgage given by an
owner to secure repayment of a loan
or other obligation; the priority of
such a recorded mortgage (usually
first in time and, without notice, first
in right); and the enforceability of
such a mortgage, as a matter of law,
under N.Y. Real Property Actions &
Proceedings Law Article 13. A lender
may perceive problems concerning
validity, seniority and/or enforcement
when, despite a validly made loan
and recordation of the mortgage
instrument, the document contains a
substantial defect rendering it legally
unenforceable. The same concern
could arise when a duly executed and
delivered mortgage inadvertently is
not recorded; purposely is held in
escrow; is not signed and delivered;
or, when an instrument, which on its -
face absolutely is a deed conveying
title to realty is, in actuality, given
only as security. The Second Depart-
ment, relying on long established case
law, recently discoursed on the topic
and held that there still is a foreclos-
able lien Citibank, N.A. v. Kenney.1

In Kenney, the lender, which held
a first and second mortgage, inadver-
tently executed and recorded a dis-
charge of its second mortgage (which
had had priority over third and
fourth mortgages held by unrelated
parties). Importantly, despite dis-
charge of the second mortgage, the
lender had not released or received
payment of the debt secured by that
second mortgage. Therefore, per the
Court, the lender’s security interest
remained extant, albeit as an
unrecorded equitable lien. The Court
held, too, that when the lender dis-
covered what had happened and
thereafter recorded a mortgage to
replace its discharged second mort-
gage, the lender did not waive its
then equitable lien of its discharged
second mortgage or merge that earlier

6

equitable lien into the legal lien of the
replacing mortgage (which waiver or
merger arguably would have adverse-
ly impacted upon the lender’s lien
priority vis-a-vis both the third and
fourth mortgages, both of which were
recorded before the lender’s replacing
mortgage was recorded). Thus, the
Jien of the equitable, discharged sec-
ond mortgage, represented by the
legal lien of the replacement mort-
gage, had priority over the third
mortgage, which had been given and
recorded prior to the replacement
mortgage.?

An Equitable Mortgage

There are various sources for cre-
ation of an equitable mortgage.

First, any deed to realty “which,
by any other written instrument,
appears to be intended only as a secu-
rity in the nature of a mortgage,
although an absolute conveyance in
terms, must be considered a mort-
gage; ... .2

Szerdahelyi v. Harris put historical
perspective on the issue:

Concededly, there was no for-
mal mortgage instrument
given to secure the loan. But
from the earliest days, the
English law recognized that
an equitable mortgage may
be impressed when money is
loaned in reliance upon the
security of property of the
debtor pledged by him in
such a way as not to be
enforceable as a mortgage at
law (see, e.g., YB 9 Edwards
IV, 25, 34 [1470], cited in
Walsh, Mortgages ch II, Equi-
table Mortgages, at 34 [1934}).
This was and is the law in
New York (Mooney v. Byrne,
163 NY 86; Chase v. Peck, 21
NY 581; see, 38 NY Jur, Mort-
gages and Deeds of Trust, 8§
28 et seq.).*

The case of Basile v. Erhal Holding
Corp.5 is illuminating. It arose out of
an earlier proceeding where there was
evidence that the original mortgage
loan was usurious. That proceeding
was settled pursuant to an agreement
restructuring the debt and providing
for the escrowing of an executed and
delivered “deed in lieu of foreclo-
sure,” not to be recorded until there
was a default under the settlement
agreement. The Court held that the
deed actually was a mortgage
because it had been provided as col-
Jateral security for payment of the set-
tlement agreement’s re-stated debt.

Similarly, in Gioia v. Gioig b an
escrowed deed was deemed to be
only a mortgage. There, the former
husband executed and delivered to
his former wife an absolute deed,
facially conveying his entire interest
in the marital residence, as wellas a -
mortgage thereon; both of them were
to be held in escrow pending the for-
mer husband’s performance or, con-
versely, his default under a stipula-
tion to purchase his former wife's
interest in the marital residence. The
matrimonial agreement expréssly pro-
vided that if he defaulted, then the
former wife either could: (a) record
the deed in lieu of foreclosure; or (b)
foreclose the mortgage. Nevertheless,
the former husband argued that the
former wife could not acquire title
simply by recording the deed;
instead, he claimed, she had to fore-
close. The Court agreed. It ruled that
the former husband’s escrowed deed
in lieu of foreclosure “was intended tc
serve as security for his obligations
under the stipulation and not as an
absolute conveyance of the
property.”” The Court held that N.Y.
Real Property Law § 320 (RPL)
trumped the language of the parties’
agreement, precluding the former
wife’s recording of the deed and
thereby acquiring sole title to the mai
ital premises.
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The reason for this result stems
from common law, e.g., Leonia Bank v.
Kouri,8 and rests upon public policy.
Thus, long ago, the Supreme Court
held, in Peugh v. Davis, that:

It is an established doctrine
that a court of equity will
treat a deed, absolute in form,
as a mortgage, when it is exe-
cuted as security for a loan of
money. That court looks
beyond the terms of the
instrument to the real trans-
action; and when that is
shown to be one of security,
and not of sale, it will give
effect to the actual contract of
the parties.

* ok F

It is also an established doc-
trine that an equity of
redemption is inseparably
connected with a mortgage;
that is to say, so long as the
instrument is one of security,
the borrower has in a court of
equity a right to redeem the
property upon payment of
the loan. This right cannot be
waived or abandoned by any
stipulation of the parties made at
the time, even if embodied in the
mortgage. This is a doctrine
from which a court of equity
never deviates. Its maintenance
is deemed essential to the
protection of the debtor, who,
under pressing necessities,
will often submit to ruinous
conditions, expecting or hop-
ing to be able to repay the
loan at its maturity, and thus
prevent the conditions from
being enforced and the prop-
erty sacrificed (emphasis
added).?

Courts make a global inquiry.
They look not only at the “deed”
instrument but also at other docu-
mentary or oral evidence to ascertain
whether there was intent to deliver
the deed and convey title or whether
delivery of the deed was done only as
security for performance of an obliga-
tion. For Example, in TWA v. NYS Tax
Appeals Tribunal'® the court examined

all documents executed in conjunc-
tion with assignment of a lease and
oral testimony as to why the transac-
tion was so structured, to conclude
that such particular assignment was
not a mortgage under RPL § 320.
Also, in Corcillo v. Martut, Inc.,'* “to
establish that the deed was meant
only as a security, [the court found
that an] examination may be made
not only of the deed and a written
agreement executed at the same time,
but also to oral testimony bearing on
the intent of the parties and to a con-
sideration of the surrounding circum-
stances and acts of the parties.” Final-
ly, in AL-SAR Realty v. Griffith 12 the
court found that “the applicable law
is stated in Powell, Real Property (vol.
3, para. 447, at 37-131): “The deed .
absolute in form is transformed into a
mortgage by a judicial finding that
the parties intended it to operate as
such. Such a finding is unavoidable if
there is a separate instrument providing
that the deed was executed as security for
indebtedness.” (emphasis in original)

Because an absolute deed which
nevertheless is given as security is, at

law, a mortgage, and the mortgagor

has the unwaivable right to redeem
the property, the creditor-mortgagee
may not, upon mortgagor’s default,
simply record the deed,!? or deem the
transaction to have been a conditional
sale “by way of an agreement to
reconvey (citation omitted). The hold-
er of a deed given as security must
proceed in the same manner as any
other mortgagee-by foreclosure and
sale—to extinguish the mortgagor’s
interest (citation omitted).”14

Second, courts find and impose
an equitable mortgage even in the
absence of an enforceable—or,
any—deed and accompanying security
or other similar instrument, so long as
the facts of the transaction clearly
demonstrate that the parties express-
ly, or implicitly, intended that identi-
fied realty or personalty was, in some
fashion, to be pledged as collateral
security for any type of obligation.
E.g., James v. Alderton Dock Yards,
Ltd.:15

The basis for [the equitable]
lien . . . is dependent upon
some agreement express or
implied that there shall be a
lien upon specific property, or
else it is the means adopted
for enforcing equities which
could not be otherwise estab-
lished . ...

The theory of equitable liens
has its ultimate foundation in
contracts express or implied
which either deal with or in
some manner relate to specif-
ic property, such as a tract of
land, particular chattels or
security, a certain fund and
the like. The agreement must
deal with some particular
property either by identifying
it or by so describing it that it
can be identified and must
indicate with sufficient clear-
ness an intent that the prop-
erty so described or rendered
capable of identification is to
be held, given or transferred
as security for the obligation.
(3 Pomeroy’s Eq. Juris. [4th
ed.] pp. 2961-2965.) The
implied contract is a term
used to define those situa-
tions and conditions which
make it equitable and just in
applying the equity powers
of the court to establish and
declare a lien where other-
wise there might be no relief.
(See Pomeroy, supra, p. 2976, §
1238, for illustration.)16

In Allen v. Union Fed'l Mortg.
Corp.,17 plaintiffs obtained a loan to be
secured by a mortgage on their resi-
dence. A note and related documents
were signed, the loan closed, and the
proceeds were used to retire pre-exist-
ing secured and other debts owed by
plaintiffs. Although there was a docu-
ment entitled as being a mortgage, its
signature and acknowledgment pages
were missing. The Court’s opinion,
rendered after a hearing, did not dis-
close whether there was any evidence
that plaintiffs actually signed the
mortgage document or if the signa-
ture and acknowledgment pages were
missing at the time of the closing.
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Absent the execution and notarization
pages, the incomplete mortgage docu-
ment could not be recorded and it
was not legally enforceable. Never-
theless, the lender’s assignee sought
and was awarded summary judgment
imposing an equitable mortgage upon
the subject premises:

Under New York law, an
equitable mortgage is a trans-
action that has the intent, but
not the form of a mortgage,
which a court will enforce in
equity to the same extent as a
mortgage. Mailloux v. Spuck,
87 A.D.2d 736, 737, 449 N.Y.S.
2d 69, 70 (3d Dep’t 1982).

A court will impose an equi-
table mortgage where the facts
surrounding a transaction evi-
dence that the parties intended
that a specific piece of property
is to be held or transferred to
secure an obligation. See Teich-
man v. Community Hospital of
Western Suffolk, 87 N.Y.2d 514,
520, 640 N.Y.5.2d 472, 475,
663 N.E.2d 628 (1996); James
v, Alderton Dock Yards, 256
N.Y. 298, 303, 176 N.E. 401
(1931); Corcillo v. Martut, Inc.,
58 A.D.2d 617, 618, 395
N.Y.5.2d 696, 698, aff 'd, 45
N.Y.2d 878, 410 N.Y.S.2d 811,
383 N.E.2d 113 (1978); New-
court Realty Holding Corp. v.
Gabel, 28 A.D.2d 704, 280
N.Y.S.2d 1020, 1021 (2d Dep’t
1967).

An equitable mortgage can
be imposed where a legal
mortgage “fails for the want
of some solemnity.” Payne v.
Wilson, 74 N.Y. 348, 351
(1878). Thus, for example, an
equitable mortgage may be
imposed where money is
advanced upon a verbal
agreement to secure the debt
by a mortgage on real proper-
ty, but the agreement, for one
reason or another, never cul-
minates in a signed writing.
E.g., Federal Deposit Ins. Corp.
v. Five Star Mgmt., Inc., 258
A.D.2d 15,21, 692 N.X.5.2d

69, 73 (1st Dep’t 1999), citing,
Sprague v. Cochran, 144 N.Y.
104, 112-13, 38 N.E. 1000
(1894) (emphasis added).18

Thus, the Allen case and its
authorities disclose two separate,
additional bases, not covered by RPL
§ 320, which a court may use to
impose an equitable lien, to wit: either
facts showing an agreement to pro-
vide identifiable property (of any
kind) as security for performance of
an obligation, or a substantial defect
in a security instrument rendering it
unenforceable at law. In either
instance, equity will intervene so as to
do what is fair, proper and just (and
thereby enforce the parties’ legally
determined intention).

The Recording Tax

RPAPL Article 13 mandates only
that the complaint in a foreclosure
action state compliance with New
York’s version of the “One Action
Rule.”19 Despite conventional plead-
ing, one vainly searches RPAPL Art.
13 for any requirement that the fore-
closure complaint also must allege
recording of the mortgage and pay-
ment of the applicable recording tax.

The necessity of recording a mort-
gage and paying the requisite tax is
found, instead, in N.Y. Tax Law Arti-
cle 11, Tax On Mortgages. It states
that for purposes of Article 11, “[t]he
term ‘mortgage’ . . . includes every
mortgage or deed of trust which
imposes a lien on or affects the title to
real property . . . ”; and, by definition,
the term “mortgage” also includes,
under certain circumstances, an
assignment of rents which is deliv-
ered “as security for an indebted-
ness.”20

The lien of an unrecorded equi-
table mortgage nevertheless may
affect title to realty—even before the
tax is paid-and the holder may bring
an action to foreclose it. But a judg-
ment of foreclosure and sale statutori-
ly is prohibited by Tax Law § 258(1),
unless the tax imposed by Tax Law §
253 is paid. Thus, sooner or later, the
holder of an unrecorded equitable
mortgage has to provide proof to the

Court of the tax payment, to enable
the holder to enter the mortgage into
evidence and obtain a foreclosure
judgment. E.g., Commonwealth Land
Title Ins. Co. v. Lituchy.?! There,
assignee-mortgagee held an unrecord-
ed assignment of an unrecorded
mortgage as well as the note secured
by that mortgage. No recording tax
had been paid. The Court held that
the note and mortgage were enforce-
able; but the assignee-mortgage had
to pay the requisite recording
tax-even if the mortgage and its
assignment were not recorded—if it
wanted to proceed to a judgment in
the action. Upon later payment, sum-
mary judgment was granted to the
assignee-mortgagee.?2

The more serious problem of fail-
ure to record a mortgage (and pay the
requisite recording tax applicable to a
transaction deemed to be a deal
including delivery of a mortgage) is
priority of liens. For this purpose,
New York is a “race/notice” jurisdic-
tion. In other words, a party who has
given consideration for its voluntarily
created lien or encumbrance and is
the first to record its security interest,
without actual notice of a pre-existing
unrecorded encumbrance, has priority
over the earlier created, but unrecord-
ed, lien.23

In New York TRW Title Ins. v.
Wade's Canadian Inn and Cocktail
Lounge, Inc.,?* the issue surfaced
because the first mortgage loan was
given to an individual’s corporations
while the deed to the realty securing
that loan was in the name of the indi-
vidual. Thus, there was a defect since
the loan was “secured” by a security
interest on land not owned by the
borrower and there was no hypothe-
cation agreement by the land’s owner.
Thereafter, the individual subdivided
the land and obtained three addition-
al mortgages, apparently one per
newly-subdivided parcel. Two of
those mortgages expressly declared
that they were subordinate to the first
mortgage. Upon default, the first
mortgagee foreclosed—but, only on
the two parcels where the junior
mortgages acknowledged the exis-
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tence of and their subordination to
the first mortgage.

The Court said that there was a
question whether the first mortgagee
had an adequate legal remedy.25
Therefore, the Court held that despite
the defect of the first mortgage and it
not being a legally enforceable lien
upon realty not owned by the mort-
gagor, there were enough facts to
indicate the possibility of intent to
have created a valid legal mortgage.
Due to the factual questions, the
Court denied cross-motions for sum-
mary judgment, recognizing that a
factual determination might lead a
court to conclude that the defective
first mortgage was an equitable one;
and, as to the reason why the first
mortgagee sought to foreclose upon
only two.of the three subdivided
parcels, the Court stated: “Apparently
realizing that the declaration of an
equitable mortgage would not take
priority over [a bank’s subsequent]
legal mortgage, inasmuch as [the
bank] apparently had no notice of
[the equitable lien], [the first mort-
gagee] did not pursue foreclosure of
that part of the [subdivided] property
secured by the [bank’s second] mort-
gage.”26

In that regard, where legally
enforceable mortgages mistakenly are
discharged or inadvertently satisfied,
the lien holder may seek reinstate-
ment of the priority of such mort-
gages to their original status and pri-
ority as a lien provided, however, no
harm is caused to anyone who, in the
interim, innocently relied upon the
validity of the discharge or satisfac-
tion, i.e., there are no bona fide encum-
brancers intervening between the date
of the discharge/satisfaction and the
reinstatement.? Further, reinstate-
ment usually is effected simply by an
order canceling the discharge/satis-
faction document.28

The Kenney Case

The Kenney case is notable
because it dealt with not only the
accidental discharge of a legal mort-
gage and the resultant equitable lien,
but also because it highlighted the

difference in priorities between a legal
and an equitable mortgage.

Kenney was an action to foreclose
the lien of a mortgage recorded in
1987 which thereafter was consolidat-
ed with a second mortgage in 1993
and later amended and restated in
1997 (the “Senior Mortgage”). In
addition, the lender had obtained and
recorded in 1987 another mortgage,
which originally covered only a part
of the realty encompassed by the
Senior Mortgage, but which thereafter
was spread to encumber all of the
pledged realty (the “Second Mort-
gage”). Subsequently, in 1993, defen-
dant Kenney received and recorded a
mortgage against all of the realty (the
“Third Mortgage”); and, later on that
year, the Small Business Administra-
tion (“SBA”) also obtained a mort-
gage (the “Fourth Mortgage”), but
only on part of the subject premises.

In 1994, the lender erroneously
discharged the Second Mortgage.
That mistake was uncovered in 1996.
In 1997, the lender obtained and
recorded a new mortgage (the
“Replacement Mortgage”), covering
all of the realty for the same, but
restructured, debt which had been
secured by the lien of the since dis-
charged Second Mortgage. In 2001,
the SBA’s Fourth Mortgage was
assigned.

The Senior Mortgage was fore-
closed. The issue for distribution of
surplus monies was clearly defined:
which lien had priority, the lender’s
1997 Replacement Mortgage and
equitable lien thereof arising out of
the accidental discharge of the 1987
Second Mortgage, or defendant Ken-
ney’s 1993 Third Mortgage (see also,
fn.2, supra, regarding priority of the
assigned Fourth Mortgage). The
Court held in favor of the lender.

Under the circumstances pre-
sented here, the Supreme
Court correctly determined
that Citibank’s lien had prior-
ity over Kenney’s. To be sure,
when Citibank discovered in
1996 that the [Second M]ort-
gage had been erroneously
discharged, it had the right to

seek the reinstatement of the
[Second MJortgage to its for-
mer status and priority, as
neither Kenney nor the SBA
had changed their positions
in reliance on the validity of
the prior discharge (see Appli-
cation of Ditta, 221 N.Y.S.2d
34, Sup Ct., Kings County,
Oct. 11, 1961, Cohn, J.). Con-
trary to Kenney’s con-
tentions, Citibank’s decision
to enter into the [R]eplace-
ment [M]ortgage in lieu of
moving to reinstate the [Sec-
ond MJortgage does not com-
pel the conclusion that
Citibank waived its seniority
under the [Second M]ortgage.
The inadvertent discharge of
the [Second M]ortgage, with-
out concomitant satisfaction
of the underlying debt, did
not extinguish Citibank’s
security interest; rather, it left
Citibank with an unrecorded,
equitable lien, which Citibank
could have enforced by way
of foreclosure (see Federal
Deposit Ins. Co. v. Five Star
Mgt., 258 A.D.2d 15, 21
[1999]; Sullivan v. Corn
Exchange Bank, 154 App Div
292, 296 [1912]). Moreover,
the subsequent creation by
Citibank of a duly perfected
mortgage (i.e., the [R]eplace- *
ment [M]ortgage) encumber-
ing the same premises and
securing a restructured ver-
sion of the same underlying
debt did not, under the cir-
cumstances, operate as a
waiver of Citibank’s prior
equitable lien or as a merger
of such lien into the subse-
quent [R]eplacement [M]ort-
gage. Accordingly, because
Kenney never changed her
position in reliance on the
inadvertent discharge of the
[Second M]ortgage, there was
no basis in equity to deny the
continued seniority of
Citibank’s equitable lien over
the Kenney [Third M]ortgage
(see Payne v. Wilson, 74 N.Y.
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348, 353-354 [1878]) (bold face
emphasis added).?

Conclusion

Recognizing, and exercising the
opportunity for declaring, the exis-
tence of and foreclosing upon an
equitable mortgage is more wide-
spread than generally may be pre-
sumed. Utilizing such a remedy fre-
quently will enable an obligee to
recover on its intended security-at
least, in part, if there are no recorded
bona fide encumbrancers. It is a useful
tool whenever defects in the mort-
gage process have occurred; and,
recourse to declaring and foreclosing
equitable liens may give some meas-
ure of comfort to lenders or other
obligees when there are problems in
the underlying documents or transac-
tions in which those documents are,
or are supposed to be, executed,
delivered and/or recorded.

Indeed, if there are concerns
about an expiring statute of limita-
tions which could bar foreclosure of a
subsequently reinstated earlier mort-
gage, a promptly commenced action

to declare and foreclose the equitable

mortgage might be the only viable
remedy for a lender who never had or
inadvertently lost a legal mortgage.
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