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Condominium Act

Economic Necessity of Lien Priority of Fi zrst Mortgages

BY JOEL DAVID SHARROW

N Bankers Trust Company v. Board of

Managers of The Park 900 Condominium,!

the Court of Appeals was called upon to

construe one of the most important pro-
visions of New York’s Condominium Act, RPL
§339-z, which declares the superior priority
of the lien of a first mortgage of record over
the subsequently filed lien for unpaid com-
mon charges of a condominium’s board of
managers.

The Court held that the lender's mortgages
of record on residential condominium units
(which consisted of two consolidated and
cross-spread equivalent-in-lien first mort-
gages on each of the units) had priority over
subsequently filed liens of the board for un-
paid common charges. The Court resolved an
issue, in favor of commercial lenders and
against condominium boards, which had split
the i.a.s. courts.?

The Court’s implicit rationale was that once
the lender's junior mortgages were consoli-
dated into first mortgages, the -subordinate
'status of the lender's junior mortgages disap-
peared. The subsequently filed liens of the
Board for ‘later actruing common charges

were necéssarily inféyior In lien to each of the-

earlier consolidated first mortgages. This was
so, notwithstanding that the Board’s liens,
once filed, “primed,” ie., jumped in priority,
certain other previously filed liens.® Thus,
foreclosure of the lender’s consolidated first
mortgages relegated the Board to surplus
monies (if any)* or to an action at law against
the former owner of the foreclosed units.

The Court of Appeals’ decision in Park 900
relied upon the explicit language of RPL §339-
z and the meaning of priority under RPAPL
Article 13. It was consistent with an important
economic underpinning of The Condominium
Act: to accord superior lien priority to first
mortgages as the inducement for lenders to
provide residential condominium financing
on terms similar to those available for tradi-
tional home mortgage loans. Indeed, the Ap-
pellate Division decision in Park 900
addressed the legislative history,5 which
demonstrated that the Legislature had in-
tended the superior priority for first mort-
gage liens as an impetus for condominium
project construction and for condominium
unit acquisition financing.®

Joel David Sharrow is of counsel to Moses &
Singer, and argued the appeals on behalf of the
lender in Bankers Trust Company v. Board of
Managers of The Park 300 Condominium.

But the Condominium Act is even-handed.
The economic necessity of priority of a first
mortgage to encourage financing is balanced
by additional remedies given only to condo-
minium boards. Prompt recourse by a board
to its supplemental legal and equitable reme-
dies should facilitate recovery of delinquent
common charges from unit owners.

‘Park 900’

The lender was the assignee of a series of
“purchase money” and other mortgages pre-
viously held by another bank on two units in
the Park 900 condominium. The lender also
advanced additional monies secured by new
mortgages on each of the units. The prior and
new mortgages were consolidated and cross-
spread, so that the lender held two consoli-
dated first mortgages on each unit.? The
condominium board subsequently filed no-
tices of liens on both units for later accrued
unpaid common charges.

The lower court rejected® the minority line
of cases arising from Saldivia, which had held
that RPL §339-z created a “hybrid priority,”
because it declared the superiority of the lien
of a first mortgage while at the same time
mandating that liens for unpaid common
charges be paid upon a “sale or conveyance”
of the liened unit.

The rationale of Saldivia was that a judicial-
ly compelled foreclosure was equivalent to a
voluntary “sale or conveyance™ under RPL
§339-z. Under Saldivia, a board’s lien for un-
paid common charges had to be paid: (a) out
of the proceeds of the foreclosure of the first
mortgage (whether or not the lender was first
paid in full), or (b) by the foreclosure pur-
chaser (if the purchaser was obligated to pay
the board’s lien, the purchaser would bid less
at the foreclosure sale).

In either case, the foreclosing first mort-
gagee's net recovery would be decreased be-
cause the board's subordinate lien would not
be cut off an the foreclosure sale (although
other subordinate liens would be).

The lower court, however, held that: (i) the
“sale or conveyance” language of RPL §339-z
applied only to a voluntary, not to a forced
judicial foreclosure, sale; and (ii) the Legisla-
ture had not intended to exclude condomini-
um board liens from the scope of RPAPL
§1353 which extinguishes subordinate liens
upon foreclosure of the prior lien. The Appel-
late Division affirmed, as did the Court of

Appeals.




Notably, during the pendency of the
board's appeal to the Appellate Division, it
moved unsuccessfully in the trial court to
declare one of the lender’'s mortgages to be a
second mortgage, to enable the board’s liens
to gain at least some superiority. The court
denied that motion;® and the board, in its
brief to the Court of Appeals, expressly ac-
knowledged that the lender held two consoli-

dated first mortgages.'° ~

The Park 900 decision carries out the eco-
nomic rationale of the Condominium Act.

The 1964 Condominium Act was enacted to
enable persons to own and hold title to spe-
cific residential units in multi-unit structures,
similar to ownership of free-standing single
family houses, with each unit owner able to
obtain separate financing for the particular
unit.!

Thie Act created a new form of real estate in
New York, by which each unit “could be sep-
arately owned, mortgaged, insured or other-
wise dealt with as any other piece of
individually owned real estate.”'? Each resi-
dential condominium unit could be owned
sold and mortgaged separately, with foreclo-
sure upon one unit not affecting the owner-
ship of other upits in the condominium
project.’ As a‘result, each unit would have
the benefits of “the favored treatment provid-
ed by the Banking Law for mortgages.upon
one-family residences.”!

The Act facilitated one-family ownership
by encouraging lenders to make first mort-
gage single unit, multi-unit or blanket project
loans, secure in the knowledge that their
mortgages, when recorded, would have the.
same superior priority as first liens on any
single family residence.'s

In assessing the credit risk the lender
would know that the only subsequently creat-
ed lien that could prime its perfected first
mortgage would be a claim for unpaid real
estate taxes; and, the lender would know that
its mortgage lien must be paid in {ull before
the board of managers would be entitied to
any portion of the sale proceeds arising out
of the lender’'s foreclosure action.'¢

1969 Amendment

RPL §339-z and §339-ff were amended in
1969 to provid_’e that a board's lien would also
be subordinate to any subordinate mortgage
of record held by the Job Development Au-
thority of theé State of New York (JDA). See,
Laws of 1968, Ch. 489, §§ 1 and 2. The amend-
ment enabléd the JDA to make its usual sec-
ond mortgége loans, even though the security
was a condominium unit (this was necessary
because RPL §339-ff, as first enacted in 1964,
had precluded state bodies and regulated
lenders from securing loans on condominium
units othér. than by first mortgages)."”

The 1969 amendments were addressed,
primarily, to RPL §339-ff which had prohibit-
ed JDA second mortgages to be secured by
condominiums although the JDA was estab-
lished to make subordinate mortgage loans.'
RPL §339-z also was amended, so that JDA
second mortgages would receive the same
“treatment accorded first mortgages of
record in that they do not become subordi-
nate to liens for subsequently accruing un-
paid common charges.™"®

The Legislature, cognizant of the econom-
ics of condominium financing, treated JDA
second mortgages as having the same priori-
ty over a lien for unpaid common charges as
was accorded to first mortgages.

Notably, the Attorney General had unsuc-
cessfully opposed the amendment on eco-
nomic grounds. He had argued that the bill
could “jeopardize the rights of unit owners
... and may destroy [a condominium’s] via-
bility in that [the bill} may cast upon other
unit owners the burden of sustaining the
losses incurred by reason of the preferred
position of Job Development Authority
lien.m20

1974 Amendment

" The 1974 amendment permitted the decla-
ration of an exclusively non-residential con-
dominium to provide that the lien for
common charges would be superior to.any
mortgage liens of record.?* This permissive
change in priority of liens was enacted to
enable
lending institutions and developers [in
exclusively non-residential condomini-
ums] to decide whether such procedure
would be superior to the present absolute
requirement that first mortgage liens pre-



cede liens for common charges in

priority.2?

This 1974 amendment, permitting
the declaration of an exclusively non-
residential condominium to change
the normal lien priorities, recognized
that potential lenders must be made
aware of such change in priorities be-
fore deciding whether to make loans
secured by the liens granted vy the
borrower.

The rationale, at least in part, re-
flected the flexibility of allocating a
larger proportion of expenses to non-
residential units, which was added by
the 1974 amendments to RPL §339-
i(2) and §339-m.z3

1988 Amendment

RPL §339-z was amended again in
1988, to give Urban Development
Corporation (UDC) subordinate mort-
gage liens the same priority over
board liens that had been given to
JDA subordinate mortgage liens in
1969. This enabled the UDC's “gap
financing” to be utilized for high risk
projects, it being recognized that in
many instances “the private sector
lender’s participation is conditioned
upon receiving a sole first mortgage
position.”'?

UDC subordinate mortgages ob-
tained the same lien priority protec-
tion as first mortgages of record, 14
years after it was explicitly recognized
that the foreciosure of the lien of a
first mortgage (in other than an exclu-
sively non-residential condominium)
would, as a matter of law, cut off the
subordinate lien of a board for unpaid
common charges.26

Pfoposbd Amendments

Recent unenacted proposals show
that the Legislature continues to be
fully aware of the economic impact of
RPL §339-z upon condominium own-
ership and financing. Nevertheless,
the Legislature has not changed the
established superior priority of first
mortgages.

Senate Bills S.5183, S.5183-A and
5.5183-B would have granted a “‘super
priority” in a residential condomini-
um to a board’s lien for unpaid com-
mon charges, either: (i) to the extent
owing in excess of six months of as:
sessments (S.5183, S.5183-A), or (ii)
accruing during the six months prior
to foreclosure of the lien of a first
mortgage of record (S.5183-B).

Supporting memorandum notes that
5.5183-B was proposed to limit the
amounts which non-defaulting owners
would need to contribute to make up
condominium budget shortfalls in the
event of foreclosure against one or
more units.

Assembly Bill A.438, Senate Bill
$.2887, proposed in 1993, would have
granted priority to a condominium
board lien over a first mortgage lien,
similar to that proposed (but not
adopted) in 1991 by S.5183-B, “to the
extent of . . . unpaid common charges

. which would have become due
during the six months immediately
preceding the date on which the first
delinquent installment of the mort-
gage was due.”?? .

Supporting memorandum stated
that A.438 would “protect the inter-
ests of the non-defaulting condomini-
um owners by protecting their
interest in the common charges

owned by sponsors or other default-

ing owners.”

None of the proposed 1991 and
1993 bills to amend RPL §339-z were
enacted because of the Legislature’s
fear that to do so might result in lend-
ers requiring an escrow deposit as se-
curity for payment of common
charges (as urged, unsuccessfully, by
the Board in the Park 900 case), an
imposition which has long been rec-
ognized as detrimental to the devel-
opment of condominiums.?* -

Notably, when Rhode Island en-
acted a statute granting a board’s lien
a five year super priority, the outcry
by lenders was so great that the stat-
ute quickly was amended to limit su-
per priority to an amount equal to six
months’ assessments.?

Alternate Remedies

Although a mortgage lender initially
must choose between mortgage fore-
closure or suit on the debt (RPAPL
§1301), the Condominium Act gives to
a condominium board various reme-
dies to collect unpaid common
charges, with the right to pursue-suchr.
remedies simultaneously.

RPL 8339-z subordinated a board’s
lien to a first mortgage lien and real
estate taxes, and then to JDA and
thereafter to UDC second mortgage
liens. But the Act compensates a
board for its junior lien position by
granting to the board other rights and
remedies to collect unpaid common
charges.

First, pursuant to RPL §339-aa, the
board’s lien “'primes” all other previ-
ously filed liens;3°

Second, RPL §339-aa also autho-
rizes a board to sue on the debt and to
foreclose its lien for unpaid common
charges at the same time,*' notwith-
standing the prohibitiont upon a mort-
gage lender as set forth in RPAPL
§1301;

Third, the Condominium Act explic-
itly provides for a direct cause of ac-
tion by a board against a defaulting
unit owner — RPL 8339-v(1)(f) re-
quires that a condominium’s by-laws
provide a method of payment for and
collection of common charges; and

Fourth, RPL §339-j states that the
failure of a unit owner to comply with
the condominium’s bylaws (or rule,
regulation, decision or resolutions
adopted by the board pursuant to the
bylaws) entitles the board of manag-
ers to sue for the sums due, for dam-
ages or injunctive relief or both.3? RPL
§339-j also provides that where a unit
owner flagrantly or repeatedly vio-
lates the bylaws, the board of manag-
ers may compel the unit owner to post
adequate security to assure future
compliance.

This special treatment accorded by
the Condominium Act to a board's

Balancing the grant of
the superiority of lien
to lenders is preserved
by the Legislature’s
grant to a
condominium board of
additional rights and
remedies not available
to mortgage lenders.

ability to recover unpaid common
charges balanced the subordination
of a board’s lien to the lien of a first
mortgage in recognition of the Legis-
lature’'s awareness of the economic ef-
fect of RPL §339-z and the need to
provide an “absolute requirement {of]
... priority” of lien to first mortgages
of record.®

It is clear too that the Legislature,
the Appellate Division and the Court
of Appeals in Park 900 (the legislative
history of the Condominium Act and
the several proposed bills discussed
in this article having been submitted
to the Court of Appeals), are each
fully aware of the economic impact of
the order of lien priority found in RPL
8339-z and the alternate remedies
available to a board of managers.



Conclusion

The Park 900 decision, sustaining
the priority of lien of the lender’s two
consolidated first mortgages, rests
upon the express language of RPL
8339-z. The decision also rests upon
the economic rationale for the Legis-
lature’s grant of superior priority to
the lien for the balance due on a first
mortgage of record as expressed in
the legislative history of The Condo-
minium Act, to provide the incentive
for condominium construction and ac-
quisition financing.

Balancing the grant of the superior-
ity of lien to lenders is preserved by
the Legislature’s grant to a condomin-
ium. board of additional rights and
remedies not available to mortgage
lenders. If a board of managers vigor-
ously enforces its rights and remedies
against a defaulting unit owner, the
interests .of the other unit owners can
be adequately protected.
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