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A recent New York court decision in a resi-
dential foreclosure case shines a bright light 
on what’s wrong with our foreclosure sys-
tem. We suffer from antiquated negotiable 
instruments laws so complex that even an 
appellate court seems to have gotten them 
wrong. The case also suggests how loan pur-
chasers can stay out of trouble and how the 
legislature could improve things.

The familiar saga began sometime before 
mid-2013, when a residential borrower 
stopped paying their mortgage. The loan was 
passed around, eventually landing at HSBC, 
which tried to foreclose. After two years of 
litigation, the appellate court threw out the 
foreclosure because HSBC didn’t have “stand-
ing.” Why not?

Well, HSBC did have the promissory note, 
the document evidencing the borrower’s 
promise to pay. The global banking firm had 
obtained it from someone else. But the doc-
ument transferring the note to HSBC—the 
so-called “allonge”—was paper-clipped to the 
note, not firmly attached, such as with glue, 
tape or a heavy staple. So the allonge was 
not a valid endorsement. So HSBC was not a 
“holder.” So HSBC had no right to enforce the 
note. Back to square one!

Legally, the result seems questionable. 

Receiving a promissory note through a 
proper endorsement is not the only way to get 
the right to enforce it. If someone acquires a 
loan and has the physical note—even with-
out a proper endorsement—they will usu-
ally have the right to enforce the note. They 
may not legally be a “holder,” so they may 
face some defenses they could 
have otherwise avoided. But they 
should still be able to foreclose. 

The recent court decision, 
issued over the summer, does 
not seem to recognize that pos-
sibility. Instead it recognizes only 
one way for a loan purchaser to 
have the right to foreclose: they 
must receive the note through a 
proper endorsement and become 
a “holder.” That seems an overly 
narrow view of the law.

This court decision means any acquirer 
of a promissory note should ask the seller 
to endorse the note to the acquirer on the 
note itself. If they must use an allonge, 
they should have it firmly attached to the 
note, not just paper-clipped. Either strategy 
avoids HSBC’s ridiculous predicament. In my 
experience, though, no one ever takes either 
action. Instead, the seller or transferor signs 

an endorsement on a separate piece of paper, 
an “allonge,” and drops it into a file folder, 
attaching it to nothing.

The HSBC case also shows, yet again, 
that our law of negotiable instruments 
is antiquated and overtechnical, impos-
ing requirements for transfers of mort-

gage loans that simply make no 
sense in 2015. Those outdated 
requirements start with the very 
existence of promissory notes—
documents that talismanically 
embody the borrower’s obligation 
to pay and thus must be treated 
with great reverence. Corporate 
finance has largely done away 
with notes, replacing them with 
contractual obligations to pay, 
tracked electronically. Why can’t 
we do that in real estate? No one 

wants to go first.
In theory, the technical requirements on 

promissory notes protect the borrower from 
the risk of having to pay twice. In the mod-
ern world, these requirements don’t actu-
ally achieve that goal or any other, except 
sometimes the borrower’s goal of delaying 
the inevitable foreclosure sale. If any mort-
gage borrower ever did have to pay twice, we 

would have definitely heard about it. If the 
legislature ever decides to improve negotia-
ble instruments law by eliminating gratu-
itous technicalities like those which derailed 
HSBC, the legislation could allow a mortgage 
borrower to recover a substantial penalty 
from anyone who did try to make the bor-
rower pay twice.

As a result of silly procedural issues like 
the paper clip snafu described above, New 
York courts handle foreclosures much too 
slowly. Under the facts of this case, the bor-
rower probably got a free year in their house 
before the foreclosure began, then two more 
free years during foreclosure. In that time, 
the borrower almost certainly did not pay 
real estate taxes. No one had an incentive to 
maintain the property. So if the legislature 
cares about how houses in foreclosure dam-
age neighborhoods and drive down nearby 
values, it should dramatically streamline 
foreclosures. A great place to start would 
be to eliminate technical pitfalls that create 
spurious issues and delays like those faced 
by HSBC.
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With the Republican and Democratic 
primaries in full swing, presidential 
hopefuls have been touring the country 
to offer their stances on key issues. One 
topic that has garnered attention is what 
politicians call “quarterly capitalism.” The 
term describes the pressure 
investors put on corporations 
to take short-term actions to 
achieve quick returns, and some 
argue that the push toward 
immediate results distracts 
companies from pursuing their 
long-term strategies.

Politics aside, the concept of 
investing with a focus on the 
short term is an important topic 
when considering today’s real 
estate environment. When speaking with 
buyers about multifamily acquisitions in 
New York City, the recent trend of investors 
is to purchase one or more assets, boost net 
operating income and then sell or refinance 
the properties in less than three years.

Many of these buyers have little direct 
experience in the New York real estate 
market and are often focused on secondary 
markets in the outer boroughs, including 
the South Bronx and East New York. Many 
have raised equity from foreign investors, 
and their business plans are predicated on 
successfully increasing a property’s rent 

roll through the destabilization of regulated 
units. Many of the individuals interested in 
this approach are younger investors (often 
25 to 35 years old), who found early success 
by purchasing distressed assets during the 
last downturn and then watched values rise 

as the market regained strength.
While it’s true that a rising 

tide lifts boats, it is also true that 
when the tide goes out, you can 
see which boats are in the best 
shape. Of course, these investors 
may prove successful in the 
short term, but come the next 
recession, we may find many 
walking away from properties 
unenthusiastically. With that 
said, it’s my belief that investing 

in New York City real estate involves a long-
term commitment for three reasons.

First: Unlocking value through the 
conversion of rent-regulated units to 
market rate is a complex process that takes 
both time and expertise. New York State’s 
website has more than 40 different fact 
sheets addressing the various intricacies 
of rent control and rent stabilization in 
the city. Furthermore, housing policies 
continue to evolve in favor of tenants, as 
Mayor Bill de Blasio has made affordability 
and increased tenant protection a priority 

for his administration. Historically, the 
most successful investors in rent-regulated 
buildings have underwritten in-place cash 
flow on purchases and deregulated units 
over time through a combination of tenant 
buyouts, tenant move outs and gradual rent 
increases.

Second: Patient equity wins in New York. 
Today, there is an abundance of private 
money in real estate, which both increases 
competition and decreases returns. 
Speculative investors who are looking for 
a quick flip may be apt to purchase assets 
in competitive environments, but they are 
left with no room for error once they take 
possession of the building. The investors 
that build wealth over time understand that 
purchase price is everything. They also tend 
to be most active with purchases when the 
market is going through a correction and, 
once they buy, they hold the properties for 
several generations.

Third: Investors are selectively making 
purchases this year—but at a noticeably 
slower rate than last year. According to 
CoStar, multifamily sales transactions are 
down 10 percent from 3Q14. The sentiment 
I hear most often is, “I just can’t find many 
deals that make sense—the prices are too 
high.” As a result, plenty of borrowers are 

refinancing portfolio properties at lower 
interest rates and completing capital 
improvements. Those who are buying are 
mostly doing so through 1031 exchanges.

One of the great things about having 
a long-term commitment to the market 
is that you can be disciplined on the buy. 
Warren Buffett said it best: “Be fearful when 
others are greedy and greedy when others 
are fearful.” The current environment is one 
of “greed,” where purchase prices, cap rates 
and rental rates have all reached historic 
levels. While it still appears multifamily 
fundamentals are generally in favor of a 
continued bull market, it’s no secret that 
market conditions can suddenly change.

While it’s also true that the average price 
per unit in New York City has doubled over 
the past decade, prices do not rise every 
year. Consider 2001, 2008, 2009 and 2013, 
where prices were down 23, 11, 20 and 13 
percent, respectively, from the previous 
year according to CoStar.

When the market is performing well, the 
potential for profit seems never-ending. 
But, even for those buying in New York City 
at the peak of an upswing, it often makes 
sense to be the tortoise rather than the hare.
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