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al Safeguards for Effective Mortgage Modifications

By Michael J. Zerman

s in previous real estate downturns, many mortgage
Ajenders will elect to modify certain delinquent loans

in their portfolios rather than exercise foreclosure
remedies. By doing so, these lenders may avoid holding
large amounts of real property that they cannot sell quickly
without incurring significant losses. Loan modifications can
result in “win-win"” situations when distressed borrowers are
able to continue making mortgage payments with the help
of lender concessions (which may be of a temporary nature),
and some lenders may be willing to grant such concessions
in anticipation of the eventual recovery of the real estate
market and the rise of property values.

But both borrowers and lenders must exercise caution
when negotiating modification agreements. Especially for
loans secured by commercial property, many legal issues
must be carefully considered and factored into the decision
of whether and under what conditions to modify a loan or
instead to exercise other remedies, such as foreclosure or
appointment of a receiver. This article will examine several
important factors that mortgage lenders should consider
when determining whether to modify a delinquent loan.

The Central Concern: Loss of Priority

Generally, any modification that increases the interest rate of
the loan, shortens the maturity date of the loan, or increases
the amount of the debt is considered a “material modifica-
tion” that would adversely affect or “prejudice” the holder
of a subordinate lien on the property. Many cases agree that
mortgage liens, to the extent they secure non-obligatory
advances above the original loan amount or increases in the
interest rate of the loan, shauld lose their priority over a ju-
nior mortgage lien if entered into without the consent of the
junior lienholder, because they impair the junior lienholder’s
ability to collect on its lien. See, e.g., Gluskin v. Atl. Sav. & Loan
Ass'n, 108 Cal. Rptr. 318, 323 (Ct. App. 1973) (“a lender and a
borrower may not bilaterally make a material modification
in the loan to which the seller has subordinated, without the
knowledge and consent of the seller to that modification, if
the modification materially affects the seller’s rights”); Shane
v. Winter Hill Fed. Sav. & Loan Ass'n, 492 N.E.2d 92, 95-97

Michael ]. Zerman is counsel with the Los Angeles,
California, office of Manatt, Phelps & Phillips, LLP.

(Mass. 1986) (when first mortgage provided right of mort-
gagee to raise interest rate by 1%, but mortgagee raised rate
by 1.25% without notice to second mortgagee, increase was
prejudicial and unenforceable); Shultis v. Woodstock Land Dev.
Assocs., 594 N.Y.5.2d 890, 893 (App. Div. 1993) (“changing the
interest rate on the loan and bringing the additional interest
charges within the lien of the mortgage does work preju-
dice inasmuch as the change increases the total amount of
indebtedness placed prior to the subordinate lien”); Sackadorf
v. JLM Group Ltd. P'ship, 462 S E.2d 64, 70 (Va. 1995) (“We
agree with the principle that a senior lienor may not modity
the terms of its agreement with the borrower so as materially
to prejudice the rights or impair the security of junior lienors,
without their consent.”). This result may be different in some
jurisdictions, depending on the specific wording of a state’s
applicable future advances statute or possibly the word-

ing of the mortgage itself. Nevertheless, to avoid problems,
lenders that desire to maintain mortgage lien priority ahead
of junior liens should obtain the written consent of the junior
lienholders to the modification agreement, which should be
duly recorded so that future lien claimants will have notice
of the modification.

The law is generally more lenient for other types of
modifications, such as an extension of the maturity date,
deferral of interest, or a reduction in the interest rate or the
amount of the Joan. An extension of time to repay a loan
generally is presumed beneficial to junior lienors, not preju-
dicial. Modifications that extend the time period in which
to pay off the senior loan, or reduce the interest rate or the
amount of the Joan, should not result in a loss of priority.

See, e.g., Resolution Trust Corp. v. BVS Dev. Inc., 42 F3d 1206,
1215 (9th Cir. 1994) (lienholder’s subordination not nullified
by extension of term of superior loan without subordinate
lienholder’s consent because extension did not materially
increase risk of default); Lennar N.E. Partners v. Buice, 57 Cal.
Rptr. 2d 435, 440 (Ct. App. 1996) (“ An extension of a senior
debt that merely alters the date of payments generally does
not adversely affect the junior lienholders. . . . [W]hen the ob-
ligation is increased, by an increase in the principal amount
or an increase in the interest rate, the junior lienholder’s posi-
tion is worsened.”). Nevertheless, even in these benign situ-
ations, lenders and their attorneys should be cautious about
entering into an unrecorded loan modification agreement
without obtaining title insurance, as discussed below.
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